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D E V E L O P E R ’ S

D E PA R T M E N T

Brownfield Risk and Return
By B. Robert Amjad

Would you parachute from an
airplane for fun? If not for fun,
would you jump for money?
Your answer to these questions
is based on an unconscious balancing of risk and reward. Some people
would jump just for the thrill.
Others wouldn’t do it for any
amount of money. That is the nature
of evaluating fair returns for risks
taken—it is very personal by nature
and the balance point can vary dramatically by individual.
Equitable risk/reward trade offs
also vary over time for individuals.
Simply put, the risk taken for any
endeavor must be worth the reward
gained. Otherwise, rational people
will not pursue the endeavor.
This same analysis is conducted
every day, either consciously or
unconsciously, by business and
municipal
entities
forging
public/private partnerships on
brownfield projects. By their nature,
these partnerships are necessary on
many brownfield redevelopments
because neither partner, public nor
private, is willing to shoulder the
risk alone. In other words, risk to
either partner far exceeds the return
required (financial or otherwise) to
invest in the redevelopment. This
public/private relationship is necessary, even if it means teaming with
partners you don’t understand or
may not even like. The end result is
the overall project risk can be
reduced for everyone and the
required return to enter into the
transaction is reduced.

• Volatility (related to uncertainty):
What is the magnitude of expected change to my risk estimates?
Public and private partners
alike would be wise to view any
investment from these perspectives.
For private parties, the primary
investment risk factors for which
the above questions must be
answered include:
• Time: How long will it take for me
to get my money back? How reliable is that timeframe?
• Cost: How reliable are the cost
estimates? By what magnitude
may they change?
• Revenue: Can I actually sell the
product, in this case land, at the
value I predicted? Will it happen
in the time I estimated?
• Market: What macro market factors out of my control will impact
the project? How does time
impact these forces?
Complicating matters, private
and public parties often value risks
very differently. So the primary challenge is to bridge the dramatically
different cultures between developers, consultants and municipalities.

Cost
If you were asked to invest
$1,000 into a project with the hope
of a $10,000 return, would you do
it? Initially, it might seem a risk-free
profit, but what if you were told
that there was a 33 percent chance
of incurring a 10-fold cost overrun
from which you could not walk

away? Would you now put your
hard earned money in the deal?
Insurance may limit the cost risk,
but it will cost you another $1,000
up front. Is it worth it to you? And
while this example only deals with
cost risk, it ignores time, revenue
and market risk.

Time
If reliable time estimates could
be made, time risk could be priced
relatively easily. The chart below
highlights the impact of time delays
on project returns. Holding other
parameters constant:
Doubling the timeframe cuts the
return by two-thirds and the actual
cash value by $200,000. This
decrease in project value is due solely to the delayed timeframe associated with project completion—the
time value of money.
And this simplistic example
highlights why long and/or uncertain timeframes chill enthusiasm for
investing in brownfields or increase
the cost of brownfield deals. If you
can cut a timeframe in half, guarantee delivery on schedule and do it
with credibility, that is as good as
putting cash into the deal.

Revenue
Commercial development is not
like selling your house—put it on
the market, and unless you’re being
greedy, you can sell your house in
six months or less. Traditional commercial real estate deals are about
Scenario

What Is Risk?
Fundamentally, investment risk
is about liquidity, uncertainty and
volatility.
• Liquidity: How easy is it to get my
money out of the investment?
• Uncertainty: Do I understand and
can I reasonably estimate the risks
associated with the investment?
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Total Investment

($1,000,000)

($1,000,000)

Project Revenue

$2,000,000

$2,000,000

Years to Completion

2

4

Present Value of the Project

$743,802

$537,07

Return on the Investment

100.0%

38.9%
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