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State	of	the	Market	
A	Higher	Interest	Rate	Environment	and	the	
Effect	on	U.S.	Commercial	Property	Values			

Interest Rates Spike Due to Fed Chairman’s Comments  
On May 22, Federal Reserve Chairman Ben Bernanke signaled that 
the end of the U.S. central bank’s loose monetary policy was 
approaching.  He stated that the Federal Reserve would taper its 
bond buying purchases from $85 billion per month to an 
unspecified lower amount.  Chairman Bernanke’s comments 
distressed the financial markets and interest rates rose as a result.  
The 10-year Treasury increased from 1.7 percent in early May to 
2.7 percent by early July.  And, as of the end of August, the 10-year 
Treasury stood at 2.78 percent after going as high as 2.9 percent 
recently. 
 

   
	
Recent Rate Hike Mostly Absorbed by the Marketplace  
This recent increase in interest rates did have an immediate 
negative impact on cash yields for buyers using leverage.  There 
have been scattered reports that some transactions have fallen apart 
or that they have been re-negotiated.  But for now, most sellers 
have been able to hold pricing even though debt costs have 
increased for buyers.  This is because it is still a seller’s market and 
many buyers are motivated to invest funds that they have allocated 
for real estate investment.  There is also a lack of quality property 
available for sale so when a buyer finds an attractive investment 
opportunity they continue to be very motivated to try and acquire it. 
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Investing in a Higher Interest Rate Environment  
Hardest hit will be private buyers who rely on financing much more 
heavily than institutional investors.  Going forward, some buyers 
using leverage will need to raise their equity investment, take 
shorter-term loans than originally contemplated or obtain loans 
through lenders who can offer longer amortization and interest-only 
time periods.   
 
Properties currently selling for very low capitalization rates, such as 
prime single-tenant, net-leased assets or very high quality 
apartment properties, will be impacted the most.  This is because 
these types of real estate investments are typically income plays 
with a minimal capital gain component anticipated at the exit.  
Therefore, when using leverage for this type of investment, the 
debt’s interest rate plays a key role in determining the investor’s 
yield. 
 
Rate Increases Will be Measured and Over Time  
While Chairman Bernanke’s initial comments about tapering the 
government’s bond buying program spooked investors, he later 
emphasized that the Federal Reserve would likely take an 
accommodative stance with respect to interest rates until at least the 
middle of 2015.  This coincides with the time period that the 
Federal Reserve’s economic growth, employment and inflation 
targets will be met.  Chairman Bernanke also stressed that when the 
Federal Reserve does start to increase interest rates, it would do so 
in a measured way over a pro-longed period of time (into 2018).  
This will help buyers and sellers of U.S. commercial real estate to 
adjust to the higher interest rate environment over time and to find 
common ground.  
 
Continuing Economic Growth Matters  
Any interest rate increases will need to coincide with continued 
strengthening economic and employment data.  A continuing 
economic recovery is expected.  This has positive implications for 
U.S. commercial real estate in terms of further increased 
occupancies and rental growth.  This, in turn, will provide for 
increases to the net operating incomes that are generated by 
commercial real estate.  And this will help to offset, at least 
partially, the valuation declines resulting from any interest rate 
hikes. 
 
In summary, further increases in interest rates will affect borrowing 
costs causing both buyers and sellers to re-evaluate pricing 
expectations. But the underlying continuing improvement in the 
U.S. commercial real estate market, combined with a strengthening 
U.S. economy, should be able to withstand further interest rate 
increases and prevent any material valuation decreases overall. 

Property Income Advisors, Inc. is regulated and licensed by: 
California Department of Corporations – #C3463801 
California Department of Real Estate – #01914717 


