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7. Financial feasibility analysis 

Two methods are generally used to determine whether a real estate development 

project is feasible: a front door approach which starts with the potential gross income 

(PGI) of the property and computes justified present worth of the project to the 

developer; and a back door approach which starts with the expected cost of property, 

from there the required cash flow necessary to justify the investment is calculated.   

The pro forma annual operating statement proposed previously indicates a first year 

net operating income of $258,156 based on total capital budgeting of $2,765,848. 

Table 4 presents a summary of the project.  

 

Table 6: ConFort Apartments Project Cost Summary 

Lot Area (Acres) 3.09 Operating Expenses per ft2 of GLA $0.70 
Square Feet per Acre 43560 Real Estate Taxes per ft2  $0.50 
Lot Area (sq. feet) 134,600 Replacement Reserve $0.10 
Floor Area Ratio14                  0.60 Construction Costs ft2 $32.00 
Gross Leasable Area 80,760 Market Rent ft2 $7.00 
Building Efficiency Ratio15 92% Debt Cover Ratio 1.43
Net Leasable Area               74,033 Default Ratio 0.802
Land cost per sq ft  $  1.20 Typical Operating Ratios 
Total Land cost  $ 161,520 Operating Expense Ratio (OER) 35.64%
Hard Costs  $ 2,584,328 Real Estate Ratio 5.30%
Soft Costs  $ 20,000 Replacement Reserve Ratio 1.54%
On/Off Site Improvements  $                  -  Vacancy Ratio 5.00%
Total Capital Budget  $ 2,765,848 Amortization Period 20
Equity Dividend Rate 
(R )16 8.00% Interest Rate 7.50%

                                                            
14 A form of density zoning. 
15 The proportion of the building’s area that is leasable space. 
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Loan to Cost Ratio 80.00% Vacancy Rate (v) 5.00%

7.1 The developer perspective   

7.1.1 Justified Potential Gross Income 

 

Justified PGI = R X Total Capital Budgeting
1 v  X OER

 => Justified PGI = 0.08  X 2,765,858
1 0.05  X 1 0.3564

 = $361,891 

Justified potential gross income on a total development cost of $2,765,848 is, 

therefore $361,891. Based on an expected potential gross income of $491,538, 

ConFort’s project is thus feasible. 

 

7.1.2 Net Present Value of the project 

 

Based on the projected After-Tax Cash Flow, (see figure 4) we need to know if our 

decision to invest is good or not. For the decision purposes, the rule is that NPV must 

be zero or positive for a go decision to invest. 

At 8% required rate of return, the net present value of ConFort is $86,687: 

NPV = ATCF
� � �

 + ATCF
� � �

 + . . . + ATCF
� � ��

 - Total Capital Budgeting 

NPV = 40714
� �.�� �

 + 64853
� �.�� �

 + . . . + 757704
� �.�� ��

 – $2,765,848 

                                                                                                                                                                          
16 A return measure often used in real estate because the financing of property acquisitions involves 

in most cases the use of both equity and debt. It’s an income rate that reflects the relationship 

between the equity income and equity capital. 
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NPV = $86,687 

Thus, in this case, the decision rule says invest. 

 

 

 

7.2 The lenders perspective 

ConFort will be financing its project with both equity and debt.  The company 

assumes that local lenders will require a minimum debt-coverage ratio of at least 1.20 

(table4). For an annual net operating income of $258,156 based on monthly rental 

income between $249 and $309, the annual debt service is $215,130, calculated as 

follow: 

Debt-coverage ratio = Net operating income
Annual debt service

 => Annual debt service = Net operating income
Debt coverage ratio

 

Annual debt service = $258,156
1.20

 => Annual debt service = $215,130 

With an annual interest rate of 7.5% for 20 years, the company will need a maximum 

supportable mortgage loan of $2,193,141. This amount is the present value of the 

annual debt service of $215,130: 

PV = Debt  service
� � �

 + Debt  service
� � �

 + . . . + Debt  service
� � ��

   

PV = $215,130
� �.��� �

 + $215,130
� �.��� �

 + . . . + $215,130
� �.��� ��

 => PV = $2,193,141 
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The equity investment that ConFort will need can be found by calculating the justified 

equity investment. By using the same return on cash equity investment, or equity 

dividend rate of 8%, the first year net operating income, the company will be required 

to invest $553,175 as equity participation. Figure 5 presents the summary of the 

calculations.    

 

Figure 5:  ConFort justified equity investment 

Net Operating Income       $ 258,156  
   Less: Annual debt service _213,902 
Before-tax cash flow         $   44,254  
   Divided by: Equity dividend rate ____0.08 
Justified equity investment       $ 553,175  

 

Thus, the present worth of ConFort will be the justified loan amount and the justified 

equity investment: 

Present worth of the project = Justified mortgage loan + Justified equity investment 

             = $2,193,141 + $553,175 = $2,746,316 

The total capital budgeting for the project is $2,765,848 while the justified building 

and land costs are $2,746,316. Thus, the development of ConFort in Gressier is 

feasible. 

  




