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The Federal Reserve has dealt a one-two punch to the CRE industry with the July 2022 .75% rate 

hike, which increased the federal funds rate to 2.25% from only 0.0% six months ago. The cost 

of debt and equity capital to finance CRE has increased about 2.0% since the July increase and 

the sales volumes for all property types have slowed considerably. Even the ultra “hot” industrial 

and apartment markets have seen sales activity come to a screeching halt because of the higher 

cost of capital. I have heard that many purchase contracts for CRE have been terminated by the 

buyer, some, leaving earnest money on the table, due to the higher cost of capital. Other buyers 

are pulling back and waiting for prices to adjust to lower values. However, it usually takes about 

nine months for sellers to lower their price to market levels, which will require price drops of at 

least 10%. 

This has led to a huge bid-ask spread between the buyer and seller of CRE assets that is wider 

than the Grand Canyon. The bid-ask spread is about 25% and is widening fast. If a seller is 

asking $50 million for an apartment complex at a 4.0% cap rate, the buyer is balking at the price 

and needs a bid price of around $35 million or a cap rate of around 5.75% to make the deal work 

in today’s higher interest rate environment. In a prior article on Globest.com, I discussed how the 

rate increases were creating negative leverage in CRE investments. This is when the cap rate is 

less than the cost of debt, which results on the cash-on-cash or return on equity being less than 

the cap rate and a “no-no” in the CRE biz. Buyers of CRE are now aware of this issue and have 

been reluctant to proceed ahead with acquisitions due to higher capital costs. Many sellers still 

think that they can sell a CRE asset at a compressed cap rate of 4% to 5%, but the buyers need 

rates of 6% to 7% to make the deal work for them, their lender, and investors.  

CRE investors have not had to deal with rising interest rates since 2006, other than in the Fall of 

2018, when the Fed tried to bring back rates to some normalcy and jacked up the funds rate to 

2.50%. This aggressive rate action caused the stock market to tank and a potential recession, and 

the Fed panicked and immediately lowered the funds rate back to zero, which led to a new zero 

interest regime and a round of quantitative easing that was on steroids. Today, due to roaring 

inflation, which has been caused by excessive spending in Congress, we are back to a 2.25% 

funds rate and the Federal Reserve has pledged to increase it further to 3.25% to 3.50%. If this 

occurs, the CRE industry is in for a lot tougher times and will see property defaults and 



foreclosures due to overpayment for properties, over optimistic rent increases and excessive debt 

levels.  

 
 


