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FINANCIAL STRATEGIES
Smart use of fiscal planning & action

This month, we are going to take 
a look at two of the most common 
approaches that are used by developers 
when evaluating the feasibility of a real 
estate development.

Before either of these approaches 
can be used, the developer first needs 
to determine a figure known as the 
Total Project Cost. This include hard 
costs, such as concrete, steel, plumb-
ing and associated labor, as well as 
soft costs, such as fees, professional 
services and contingencies. It does not 
include profit but don’t worry, we will 
get to that in a few minutes. Once an 
accurate Total Project Cost is deter-

mined, the developer can use either 
the Cost Mark Up method or the Rent 
Constant method. 

The Cost Mark Up method calcu-
lates the profit as a percentage of the 
“all-in cost” and is a series of gross ups. 
The first step is to multiply the Total 
Project Cost by the target Mark Up 
percentage, which indicates the Profit. 
This Profit is then added to the Total 
Project Cost, which results in the Net 
Market Value. And finally, an estimate 
of Sales Cost, as if the project would be 
immediately sold when completed, is 
added to the Net Market Value, which 
provides the Total Market Value. A 
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Splitting the Difference

L ast month, it was announced that Amazon is converting the 
old Randall Park Mall site as a location for one of its massive 

fulfillment centers. The numbers associated with this facility are 
staggering. At an anticipated 855,000 square feet, it will be the larg-
est warehouse/distribution development ever in northeast Ohio. 
The projected employment of 2,000 is more than the entire popula-
tion of North Randall. And the projected cost of the facility is $177 
million. Numbers like this can make a person dizzy – so how does a 
developer make sense out of it all? 



 www.propertiesmag.com   43 

quick example will help to illustrate 
how this works. Suppose that I’m con-
sidering building a 250,000-square-foot 
warehouse that is estimated to have a 
Total Project Cost of $10,500,000. My 
target Mark Up is 20% and Sales Cost 
is estimated to be 2%. I now follow the 
steps to determine Market Value:

$10,500,000 Total Project Cost 
x 20% Mark Up 

= $2,100,000 Profit

$10,500,000 Total Project Cost 
+ $2,100,000 Profit 

= $12,600,000 Net Market Value

$12,600,000 Net Market Value 
/ (1 - .02 Sales Cost) 

= $12,857,000 Total Market Value (rounded)

If the plan is to sell the project to the 
end occupant/user once it’s completed, 
the analysis is finished. I can tell the 
user how much the “retail price” will be 
and together, we can make an informed 
decision going forward. I can also put 
this on a per-square-foot basis to see how 
it compares to the value associated with 
similar projects. Considering the exam-
ple above, I would be using $51.42 psf 
as my basis of comparison – $12,857,000 
divided by 250,000 square feet.

But if the plan is to have the end 
user/occupant lease the property once 
it’s completed, we will need to deter-
mine an appropriate lease rate for the 
project. Enter the second approach, 
called the Rent Constant method. In 
this approach, a dividend pay rate is 
applied to the Total Project Cost in 
order to ensure the necessary “profit” 
as compensation for the developer’s 
risk and return associated with the 
proposed development. Before this can 
be done, we need to determine a 
factor called a Rent Constant. This is 
multiplied by the Total Project Cost 
to determine the Dividend Pay Rate. 
From here, quoting a net rental rate 
is as simple as dividing the Dividend 
Pay Rate by the project’s total square 
footage. In looking at this process, 
the Rent Constant becomes a critical 
component – it is the proverbial straw 
that stirs the drink. And, as with many 
aspects of commercial real estate, it 
is part art and part science. Let’s talk 
about the science part first; the basis 
of the Rent Constant is a market cap 

rate for real estate projects in a similar 
location, of similar size and type and 
occupied by a similar tenant. There 
are plenty of sources for this type of 
information, including surveys, studies 
and investment sales comparables from 
third party vendors. The art part is a 
little trickier, as the Rent Constant is 
comprised of the market cap rate plus 
a risk premium. This risk premium, 
sometimes called “the spread,” rep-
resents the return that is required by 
the developer to compensate for their 
risk. This can be fairly subjective and 
usually is formed by the developer’s 
preferences versus an outside source 
but it generally ranges between 0.5% 
and 2%.

Using our same example from above, 
let’s assume that the sales comps and 
surveys point to a market cap rate of 
8.5% for properties similar to our proj-
ect. And based on the location, type of 
project and credit profile of the tenant, 
we believe a spread of 1.5% to be accept-
able. So our Rent Constant would be 
10%; 8.5% market cap rate plus the 1.5% 

spread. A few years back in this very 
column, we had a nice discussion on Cap 
Rate. If you read that column, you may 
recall that I compared a Cap Rate to a 
Dividend Pay Rate, a term commonly 
used on Wall Street. It’s amazing how 
the puzzle pieces fit together, isn’t it? 
We know that our development’s Total 
Project Cost is $10,500,000 and we’ve 
just determined that our Rent Constant 
(or Dividend Pay Rate) is 10%. Simply 
multiply that Rent Constant of .10 by 
the Total Project Cost of $10,500,000 
and we come up with an annual dividend 
(in the wonderful world of real estate, 
we call this Net Operating Income) of 
$1,050,000. For our 250,000-square-foot 
building, that would represent a rental 
rate of $4.20 per square foot. At this 
point, together with our tenant, we can 
make a sound decision going forward. 

Jeff Bezos, the billionaire founder of 
Amazon, is fond of saying “There are two 
kinds of companies – those that work to 
try to charge more and those that work to 
charge less.” Using the Cost Mark Up and 
Rent Constant methods helps tenants 
and developers make sure that the eco-
nomics of a new real estate development 
fall somewhere in between. 

Alec Pacella, CCIM, senior vice president at NAI 
Daus, can be reached by phone at 216.455.0925 
or by email at apacella@naidaus.com. You can 
follow him on twitter @dausyouknow or on his 
blog at http://blog.sbequitiesinc.com.

Daus, You Know?
SPEAKING OF AMAZON This past May, the 
recently completed warehouse in Twinsburg that 
is occupied by the internet giant was sold. The 
buyer, Omega Industrial Realty out of Beverly Hills, 
paid $20.3 million or $82 per square foot for the 
248,000-square-foot facility.  –AP 
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