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OVERVIEW OF THE PROBLEM

In early 1976, the Philadelphia Field Office of HUD was experiencing
serious problems in reducing its inventory of single-family properties. The
office was still recovering from a 1973 court decision requiring that HUD
comply with the lead-based paint standards of the City of Philadelphia. This
ruling had a dramatic effect on increasing the size of the inventory. After
the litigation was over, HUD had employed the full range of conventional dis-
position techniques with heavy emphasis on "as-is'" sales to reduce inventory.
However, HUD was experiencing great difficulty in recruiting qualified con-
tractors for its repair-and-sell and bulk repair programs. Community orga-
nizations were increasingly critical of HUD's inability to dispose of properties
in an efficient and timely manner in order to maintain neighborhood stability
and property values. These organizations were particularly opposed to the
use of as-is sales where no guarantee existed that the properties would be
repaired or reoccupied by the new owners.

DEVELOPMENT OF THE BULK SALE STRATEGY

In a reassessment of its disposition program, the Philadelphia Field Office
determined that its current efforts had failed to meet HUD's major objectives,
namely:

. to reduce the inventory of acquired properties in a manner that
ensures the maximum return to the Mortgage Insurance Fund; and

. to preserve and maintain urban residential areas and communi-
ties.

The Philadelphia Field Office concluded that an alternative to existing conven-
tional disposition techniques should be tested. The Property Disposition Sec-
tion had already reduced the use of the as-is sales program throughout Phila-
delphia, partially in response to citizen group pressure. The bulk sales pro-
gram offered a method for quickly disposing of a large volume of properties.
However, other bulk sales programs had met with varying degrees of success.
The Philadelphia Office believed there were not enough qualified contractors,
minority or otherwise, to participate effectively in a large bulk sale. In ad-
dition, bulk sale purchasers were concerned that HUD's application of the
"modified cost formula' to determine the value of a property in repaired con-
dition did not allow for a reasonable profit on an entire bulk purchase. In

1Disposition technique used by HUD usually as a last resort to dispose of ac-
quired properties. See Bulk Sale Formula later in this section.



light of these considerations, HUD developed a proposal to use a variation
of the conventional bulk sale technique.

Components of the Bulk Sale Proposal

The Philadelphia Office developed the following modifications to the con-

ventional bulk sale technique:

. mandatory rehabilitation and resale by the developer within 180
days of bulk purchase;

application of uniform repair standards for all properties;

issuance of conditional FHA commitments to the developer at
the time of bulk purchase;

relaxation of some of the components in the formula to estab-
lish the minimum acceptable bulk price;

. cost certification of developer's profit and overhead (limited to
30 percent); and

. waiver of the modified cost for'mula.l

Through the bulk sale proposal, HUD sought to:

. be responsive to neighborhood groups that wanted abandoned
properties repaired and reoccupied more rapidly;

. decrease the inventory of HUD-acquired properties in Phila-
delphia at a faster rate, minimizing HUD holding costs, and
maximizing the return to the HUD Insurance Fund;

. stabilize the neighborhood to prevent further acquisitions; and

. determine the feasibility of stimulating inner city rehabilita-
tion by encouraging the participation of experienced high-
quality builders able to perform high-quality rehabilitation
with minimum HUD supervision.

1

A technique used by FHA to establish the upper limit of value of certain prop-
erties, described later in this section.



The original proposal involved the eventual disposition of 480 HUD-acquirec
properties in groups of approximately 120 properties each.l The first 120
properties were located in six census tracts on Philadelphia's far northwest
side, in an area generally known as West Oak Lane. This area was selected
because HUD's inventory there was considered highly saleable. Exhibit 1
shows four examples of the West Oak Lane properties.

Because of its dissatisfaction with other techniques, HUD proposed to use
an experienced, large-scale developer to purchase, rehabilitate, and sell its
acquired properties. Based on its past experience with small bulk purchasers,
HUD felt that a large experienced developer would have a more timely and
cost-effective approach to a bulk sale contract. Because of its size, a large
development entity should be able to achieve economies of scale which nor-
mally could not be realized by small contractors.

To address the concerns of many community groups, HUD required that
all properties be rehabilitated and ready for sale within 6 months of their pur-
chase by the developer. Community groups had critized HUD for not following
up on properties after they had been sold. However, HUD had no enforcement
mechanism (other than breach of contract) if the developer failed to repair and
sell the properties within the 6-month requirement. Both HUD and the com-
munity groups had to rely on the good faith and ability of the developer.

HUD decided to apply uniform repair standards for all properties because
of its unfavorable past experience with drawing individual repair specifications
for each property. Specification writing had proved to be inexact and incon-
sistent in many cases. In addition, individual specifications created time
and audit problems for the HUD staff.

The issuing of a conditional commitment to the developer at the time of
purchase was done essentially as a time-saving technique and as an incentive
to performance. Rather than negotiating with HUD over individual commit-
ments after rehabilitation, the developer was given the commitment "up front."

By liberalizing the formula for calculating the minimum bulk purchase
price, HUD met developer concern over narrow profit margins. From HUD's
viewpoint, reducing the bulk sales price and selling quickly, permitted HUD to
avoid the costs of holding the property in the future.

To avoid the appearance of giving a large developer a financial windfall,
HUD required that the developer's profit and overhead be limited to a maximum

lHUD subsequently decided to limit the innovative bulk sale to the original
120 properties.



EXHIBIT 1
EXAMPLES OF WEST OAK LANE PROPERTIES
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of 30 percent. This figure was arrived at through a survey of profits expected
by contractors and developers.

In its conventional disposition programs, HUD uses two methods for com-
puting the sale price of acquired properties. Upon acquisition by HUD, the
Property Disposition Section first establishes the fair market value of the
property, and then subtracts the costs of repairs and the 'bulk write-off"
(projected cost to HUD for holding the property for a period of time) to obtain
the bulk sale price.

Once a property has been sold to a developer and repaired and the resi-
dent purchaser has applied for a firm mortgage commitment, HUD proceeds
to estimate the fair market value and the replacement cost, using the modified
cost formula for computing the mortgage amount. The firm commitment is
then issued upon the lower of the two amounts. The following illustrates the
computation for both the bulk sale formula and the modified cost formula:

Bulk Sale Formula Modified Cost Formula
Fair Market Value Bulk Sales Price $ 8,700
Repaired _ $ 15,000
Holding Cost (a)
Estimate of Repairs - 3,700 Interest at 9% 392
As-Is Value 11,300 For 6 Months (b)
Taxes 225
Less Bulk Sale Write-Off - 2,600
Settlement Cost 145
Bulk Sale Price $ 8,700
Estimate of Repairs 3,700

Points (6) (814,550
Mortgage) + 873

Total 14,035
25% Overhead and Profit + 3,509
17,544

Sales Commission (6%) + 1,053

Modified Cost by Formula $18,597



In this instance, the developer would pay $8,700 for a property included in the
bulk package. After the rehabilitation is completed, a firm commitment of
$15,000 would be issued to an approved family to finance the sale since the
value after repair ($15,000) is lower than the replacement cost ($18,5387) com-
puted by the modified cost formula.

Criteria for Developer Selection

Prior to advertising notice of the bulk sale, the Philadelphia Field Office
informally contacted several developers and home builders to discuss the pro-
posed sale and determine their interest in participating. The developers
stated that HUD should consider, in addition to bid price, the financial and
technical ability of the individual firms bidding.

Faced with this informal response to its proposal, HUD developed a rating
system to evaluate bid proposals. This rating system included selection cri-
teria not limited to price alone. A review of the rating system by the area
counsel revealed that the system would be in conformance with applicable HUD
regulations. The price factor was given a relative weight of 80 percent. The
five following qualification factors were developed and given an overall weight-
ing factor of 20 percent:

. architectural and engineering capacity;

. effectiveness of sales organization;

. supervisory staff experience;

. financial capacity to acquire, rehabilitate, and complete approx-
imately 120 properties within 180 days of conveyance; and

demonstrated success and continuity in the building industry.

Bidding Process

On May 24, 1976, HUD placed advertisements in local papers regarding
the bulk sale proposal. As a result of the advertisement, seven developers
expressed interest and submitted their qualifications to HUD. HUD deter-
mined that four of the seven developers did not have sufficient financial or
technical ability to undertake the bulk sale proposal. The three firms judged
best qualified by HUD included the Korman Corporation.

Meetings were held between HUD and the three development corporations
to obtain additional information and supply the potential bidders with the ad-
dresses of the 120 properties for their inspection. HUD decided not to reveal



the minimum acceptable bid offering price to the developers until the day of
bid opening, but it did reveal the HUD commitment amounts of the properties.
The winning high bid of $282,000 was eventually submitted by the Korman
Corporation, to which title to the 120 properties was formally conveyed in
September.

REHABILITATION AND SALES PROGRAMS

Status of Properties

The Korman Corporation adopted a strategy of marketing most of the in-
ventory before rehabilitation. The 120 properties conveyed to Korman were
placed in 8 geographic groups, and rehabilitation proceeded on a group-by-
group basis. The properties were grouped and scheduled for repair accord-
ing to the following two factors:

. Properties were rehabilitated based on their relative market-
ability; i.e., those properties that promised to generate the
greatest return and sell the fastest were repaired first.

. Properties were grouped geographically to maximize the effi-
ciency of the subcontractors.

As a result of Korman's advertising and marketing strategy, many buyers
purchased properties well in advance of their delivery date. Because of the
rehabilitation schedule, a purchaser sometimes had to wait 7 months or more
from the time a sales agreement was signed to the actual settlement date.

In most cases, purchasers bought their properties after inspecting them in
an unrehabilitated condition.

As of October 1, 1977, 46 properties were occupied by purchasers. Six
additional properties were scheduled for settlement, while 16 were in the
process of FHA compliance inspection, VA paperwork, or other procedures.
The remaining 52 properties were in various stages of repair, with settle-
ment dates scheduled for late 1977 and early 1978.

As of October 1, 1977, 13 months after conveyance, all but 1 of the 120
properties had been sold. The remaining unit was being used as the sales
office and model. Korman had received several offers for this duplex unit
and anticipated no problem selling it. Because of problems such as credit
rejections, loss of employment, or family difficulties, 20 sales agreements
had been voided. The properties involved were all resold within a short
period of time.



Sales Prices

As shown in Exhibit 2, Korman consistently sold its properties above the
FHA repaired market value; this is indicative of the relative strength of the
sales market for well rehabilitated properties. It should be stated that the
FHA's repaired market values were established in 1975. Assuming the FHA's
repaired market values of the properties were accurate, Korman apparently
took advantage of appreciation in the marketplace.

A comparison of Korman sales prices and those of other '"comparable"
sales on the same blocks shows that Korman properties, as a group, sold at
higher prices. Of the 101 blocks on which Korman properties are located
(for which there are comparable sales data), only 14 cases existed in which
the Korman average sales price was below that of the sales of somewhat com-
parable properties. In the remaining 87 blocks, Korman sales prices were
significantly higher than comparable sales. Exhibit 3 compares Korman
sales and comparable sales on the same blocks. The sales prices of Korman
properties were significantly above comparable sales in Census Tracts 265,
266, 267, and 277. This can be partially explained by the fact that some of
the comparables in these tracts were in poor condition. It is in Tracts 267
and 277 that the sales of Korman properties may have the greatest impact
in stabilizing and potentially upgrading the market.

IMPACT OF THE PROGRAM

Response to Community Organizations

The Philadelphia Field Office's decision to decrease the use of as-is sales
in favor of the innovative bulk sale technique received a positive response from
neighborhood groups. A successful rapport was established between the Kor-
man site staff and neighborhood organizations. A significant effort was made
by Korman siaff to maintain frequent contact with these groups and inform
them of the progress of the sales and rehabilitation program. This proved an
effective public relations technique for Korman. Neighborhood organizations
acted as unofficial brokers by ''talking up' the Korman project. Because of
the acceptance gained by Korman among residents, the fact that the rehabili-
tation program was considerably behind schedule never emerged as an issue;
residents were impressed with the quality of the work and were aware that
units were being sold to stable owner-occupants.

Neighborhood Stabilization

From a real estate perspective, neighborhood stabilization consists of
two primary elements: decrease in the number of foreclosures and HUD-
acquisitions; and stable-to-rising market values. The impact of the Korman
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EXHIBIT 2

AVERAGE HUD APPRAISED YALUE VERSUS THE
AVERAGE KORMAN SELLING PRICE*
(October 1, 1977

AVERAGE AVERAGE KORMAN
AVERAGE HUD KORMAN SELLING PRICE
CENSUS APPRAISED SELLING AS A RATIO OF THE
TRACT VALUE™ PRICE AVERAGE HUD
APPRAISED VALUE
263 $18,790 $19,380 1.03
254 19,300 20,560 1.07
265 15,120 15,920 1.05
268 16,480 17,230 1.05
267 14,580 15,760 _ 1.08
277 11,300 11,870 1.05

* Based on sales commitmants,
** Based on the appraised repaired value of all units soid by the Korman Corporation.




EXHIBIT 3

COMPARISON BETWEEN KORMAN SALES
AND COMPARABLE SALES ON SAME BLOCKS #
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CENSUS S o LY &° NG
TRACT & $ TF T IS
263 26 93 $19,380 $18,827 1.03
264 5 24 20,560 21,258 97
265 17 81 15,920 14,929 1.07
266 26 78 17,230 15,775 1.09
267 27 56 15,760 12,099 1.30
277 18 37 11,870 8,330 1.42

TOTAL 119 349 $16,787 $15,203 1.15

-

Judgment was exercised in the selection of *‘comparable’” sales. Very low prices (indicating ‘‘as-is’’ sales) and very high prices
(indicating muitifamily or commercial properties) were eliminated. This may have distorted the average price for comparable -
sales in Cansus Tract 277 because of the generaily low sales prices. In Cansus Tract 277, it is difficuit to distinguish between

sales of properties ready for occupancy and “’as-is’’ sales of property in need of rehabilitation.

** For period between 1/1/76 and 7/7/77.
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bulk sale on these two elements of neighborhood stabilization cannot be quan-
titatively measured. The 120 properties sold to Korman constitute less than

1 percent of the total housing stock in the 6 census tracts comprising the study
site. In addition, these properties are dispersed throughout the area with no
significant areas of concentration. Thus, whatever impacts the Korman prop-
erties may have on the surrounding neighborhood can only be assessed quali-
tatively.

The Korman bulk sale has had an important psychological impact on the
West Oak Lane community, initially because of the substantial publicity sur-
rounding the sale. Local and citywide newspapers, as well as the electronic
media, have given extensive coverage to the housing situation in Northwest
Philadelphia. Much of the coverage focused on the problems of HUD-acquired
housing units. The meetings and confrontations between community groups
and HUD prior to the bulk sale to Korman were given wide coverage in the
news. As a result, when the bulk sale agreement was reached between Kor-
man and HUD, it had become highly visible in the neighborhood. Unlike situ-
ations in which HUD carries out conventional disposition activities, residents
were aware that HUD was undertaking an innovative project with a large well-
known developer. Community organizations formerly critical of HUD's as-
is sales to ""fly-by-night'' real estate speculators were pleased with the se-
lection of a developer of Korman's status.

Therefore, the choice of Korman, in and of itself, has probably resulted
in a stabilizing influence in the West Oak Lane area. Residents who were
concerned about the future of their homes and neighborhood were encouraged
by Korman's action. The fact that an organization such as Korman invested
its money in West Oak Lane created a more positive atmosphere in the com-
munity. While this is not measurable, it is an important element in the
neighborhood stabilization process.

Qualitative assessments can be made about the relationship between Kor-
man's sales prices and those of comparable properties selling on the same
blocks. An analysis of ''comparable' sales revealed that Korman properties
have been selling at or above the existing market prices. This would indi-
cate that, at a minimum, the Korman properties are not negatively affecting
surrounding market values. Because of their small number, all that can be
said analytically is that the sales prices of Korman properties are partici-
pating in and reinforcing a gradually stabilizing market situation. This ob-
servation is particularly true in the northern census tracts where the market
was already relatively strong. Here, Korman's sales prices are generally
closer to comparable sales activity. It is in the lower three census tracts
that a greater differential exists between Korman's prices and those of other
properties. The Korman properties may exert a more direct and upward
influence on the market in these areas. However, here again, it is not pos-
sible to attribute a direct cause and effect relationship between Korman's
activity and any upturn in the market.
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A further factor which may impact neighborhood stabilization is the qual-
ity of repair work Korman performs. The use of uniform repair specifica-
tions is resulting in the sale of 'like new'' properties. In the great majority
of cases, all major mechanical systems are being replaced by new equip-
ment; this reduces the likelihood of mechanical failure in the near future.

In addition, the mechanical systems are accompanied by the manufacturer's
warranty, while Korman warrants its structural work for 1 year.

While there have been problems with the quality of some of Korman's work
(see following section), these have been confined largely to cosmetic factors
rather than structural or mechanical systems and have been corrected through
the inspection process. The assessment by HUD property inspection person-
nel revealed that the quality of Korman's rehabilitation work is as good as or
better than the current rehabilitation work by other contractors under conven-
tional disposition or production programs.

An important indicator of neighborhood stability is the overall "credit
worthiness'' of the purchaser and the relationship of the purchaser to other
residents in the neighborhood. Approximately 20 percent of the potential
purchasers who signed conditional sales agreements either changed their
minds about purchasing or were rejected. According to Korman staff, most
of these persons cancelled their sales agreements because of lost employ-
ment or family problems. Only a few were rejected because of an adverse
credit finding. The latter reason is important insofar as Korman set up a
prequalifying procedure to screen out bad credit risks.

Korman has required a minimum deposit of $500 on each property it sells,
regardless of sales price. Exhibit 4 shows the ratio between the average
household income and the average sales price by Census Tract. The ratios
reveal that Korman purchasers are buying well within the guidelines estab-
lished by FHA mortgage credit standards.

A comparison between the Korman purchasers and existing neighborhood
residents indicates that most of the Korman purchasers seem to share simi-
lar socioeconomic characteristics, as shown in Exhibits 5 and 6. It should
be recognized, however, that the 1976 estimates for income are based on
1970 data and are thus subject to error.

One characteristic of the Korman purchasers that may be significant is
the relatively high percentage of single-headed households with children.
Exhibit 7 provides a breakdown of these data, by census tract. Single-headed
households with children tend, as a group, to be more vulnerable to family
and financial pressures; this factor may increase the potential for default.

It is important to stress that the majority of Korman purchasers have satis-
fied FHA's morigage credit criteria under the 203(b) program. In addition,
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EXHIBIT 4

AVERAGE INCOME OF KORMAN HOME BUYERS
VERSUS ESTIMATED INCOME OF CENSUS TRACTS#*
(October 1, 1977)

AVERAGE INCOME

AVERAGE INCOME OF KORMAN HOME
CENSUS AVERAGE KORMAN OF KORMAN BUYERSAS A
TRACT SELLING PRICE HOME BUYERS PERCENT OF
SELLING PRICE

263 $19,380 $15,935 82%

264 20,560 14,942 3%

265 16,920 14,310 90%

266 17,230 13,642 79%

267 15,760 14,572 92%

277 11,870 12,704 107%

* Based on sales commitmants.
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EXHIBIT 5

COMPARISON BETWEEN KORMAN PURCIIASERS’ INCOME AND

71

EXISTING POPULATION
GEOGRAPHIC
AREA ' STUDY
AREA-ALL
INCOME CT 263 CT 264 CT 265 CT 266 CT 267 CT 277 TRACTS
Actual Average Household
Income of Korman 1 $15,9356 $14,942 $14,310 $13,642° $14,572 $12,704 $14,350
Purchaser $16,154 $15,863 $14,322 $13,445 $14,278 $12,683 $14,454
Projected 1976 Median
Family Income $15,666 $15,842 $13,982 $14,017 $14,278 $14,311 $14,754
Projected 1976 Average
Family Income $16,599 $16,966 $15,026 $15,135 $15,029 $15,677 $15,950

Source: Estimate of 1976 income provided by Urban Decision Systems.




EXHIBIT 6

SOCIOECONOMIC CHARACTERISTICS OF

KORMAN PURCHASERS

Census Tract

Marital Status

Average

Number of Children

Per Housahold

Race

Average Annual
Househald ncome

263

264

265

266

267

n

Total

Married

Single/no children
Single/with children
Separated

Widowed

Divorced

Married

Single/no children
Single/with children
Separated

Widowed

Divorced

Married

Single/no children
Single/with children
Saparated

Widowed

Divorced

Married

Single/no children
Single/with children
Separated

Widowed

Divarced

Married

Single/no children
Single/with children
Separated

Widowed

Divorced

Matried

Single/no children
Single/with children
Separated
Widowed

Divorced

Not Reported

Married

Single/no children
Single/with children
Separated

Widowed

Divorced

Not Reported

oy

— et o fn fmN

—
1 » 0= N = s LD Ll ol o -

- ~uN~wNn o

P I S - X e

1.15

.80

1.29

1.31

115

1.06

113

Bfack —~ 23
White — 2
Interracial — 1

Black - 5

Black - 17

Black — 26

Black — 27

Black - 18

Black — 116
White = 2
Interracial = 1

$15,935

$14,942

$14,310

313,642

$14,572

$12,704

$14,350
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EXHIBIT 7

PERCENTAGE OF SINGLE-HEADED HOUSEHOLDS WITH CHILDREN
AMONG KORMAN PURCHASERS"

Percent of Korman
Census Tract Purchasers Who Are
Single with Children

263 23%
264 40
265 47
266 54
2817 44
277 33
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because of the small number of Korman properties (and even smaller number
of single-headed households with children) in relation to the entire neighbor-
hood, the impact on the neighborhood would be minimal even in the event of
defaults or foreclosures.

COST ANALYSIS

The Korman Sale

The bulk sale of 120 properties in one transaction to the Korman Corpo-
ration was an effective method for rapidly reducing HUD's inventory. We
cannot say with certainty whether HUD could have achieved the same level
of reduction in as short a period of time using as-is and/or repair and sell
techniques. Those properties located in the strongest market areas (i.e.,
Census Tracts 263, 264, and 265) might have been sold as quickly using a
conventional disposition technique. For those properties with negative values
and others located in the more difficult market areas (i.e., Census Tracts
266, 267, and 277), HUD would most likely not have been able to sell so
quickly. Because of the packaging of highly marketable properties with less
marketable properties, HUD was able to assemble a large number of prop-
erties that could be sold more quickly taken as a whole than disposed of in-
dividually.

HUD's holding costs are minimized whenever the as-is or bulk sale tech-
nique is used. As-is dispositions result in the greatest savings with respect
to holding costs. However, when the bulk sale technique is used, savings
due to decreased holding costs are in part passed on to the purchaser through
the application of the "'bulk sale write-off'" in the pricing formula. Under nor-
mal circumstances, the bulk sale write-off amounts to 40 percent of the
monthly average office turnover rate. In the case of the Korman bulk sale,
the Philadelphia Field Office obtained a waiver from HUD Central to apply
the full 100-percent turnover rate in computing the bulk sale price. This was
considered a necessary financial incentive to make the overall bulk sale price
attractive to a large-scale developer such as Korman. As a result, the sav-
ings HUD would have realized through the sale of the 120 properties (in terms
of holding costs alone) were largely passed on to Korman, as reflected by a
lower bulk sales price.

To determine whether the innovative bulk sale to the Korman Corporation
was the best alternative for HUD from a financial standpoint, a comparison
was made with other conventional disposition financial experiences. Projec-
tions were developed based on: HUD's experience in the 18 months before
the Korman sale of the additional properties in the inventory after initiation
of a disposition plan; the implicit costs associated with this holding period;

17



and the costs involved in the repair and/or sale of the properties. These
projections were combined with actual data (such as the FHA-appraised fair
market value) to develop the estimated loss to the HUD Insurance Fund re-
sulting from each of the disposition techniques.

Costs of Other Disposition Scenarios

At the time of the Korman sale, HUD had used four other property dis-
position techniques in the Philadelphia area: as-is sales, a bulk sale to a
nonprofit housing development corporation (HDC), repair and sell, and a
bulk repair and sell. To develop estimates of the financial loss to the Insur-
ance Fund that would have been experienced had one of these techniques been
used for the 120 properties, several simplifying assumptions were made:

The estimated property repair costs developed by HUD for the
initial bulk sales price of $340,000 were based on repair costs
previously experienced by HUD in its repair and sell programs.
These programs used individual detailed specifications for the
work to be done by the contractor rather than a uniform standard
as used in the Korman sale. It is assumed that HUD would have
continued to use the individual specifications for the repair and
sell techniques. Consequently, these initial repair estimates
are used for the repair and sell scenarios and as a basis for
computing the sales price for a bulk sale to the HDC and for
as-is sales.

. For the purposes of calculating holding costs for the repair and
sell and the as-is scenarios, the additional time in inventory
is assumed to approximate that actually experienced by HUD for
these techniques in the respective census tracts. The holding
cost per day used is the national HUD average.

. HUD is assumed to forego a 10-percent return on the investment
in the properties during the additional holding period.

. In view of the strength of the market in the affected census
tracts demonstrated by the rapidity with which Korman sold the
properties, it was assumed that placing all 120 properties on
the market in a short period of time would not significantly af-
fect HUD's holding period after September 1976, or the ability
to sell at the price derived from the HUD-appraised value.

Description of the Individual Scenarios

Exhibit 8 presents the primary characteristics of each alternative dis-
position technique.
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EXHIBIT 8

A COMPARISON OF THE PRINCIPAL FEATURES OF THE ALTERNATIVE DISPOSITION
POLICIES USED IN THE OAK LANE STUDY AREA

ALTERNATIVE
DISPOSITION
STRATEGY

FEATURESOF
BISPOSITION
STRATEGY

AS-IS
SALE

BULK SALE
TO THE
HDC

BULK REPAIR
CONTRACT

TRAOITIONAL
REPAIR
AND SELL

KORMAN
SALE

DESCRIPTION
OF
TECHNIQUE

The on-hand properties
wauld be sold in an unre-
habilitated condition to
buyers wha bid the high-
est for individual propar-
ties. The properties ars
sold a8 soon as a buyer
is found.

All properties wauld be
sald to the HOC at a
buik sale price. The prop-
erties wouid be sald in
an unrehabilitated con-
dition,

The properties would be
contracted to a singie
contractar and sald by
HUD for the HUO re-
paired market vaius when
repairs are completa.

The properties would he
repaired by many smail
contractors and sold by
HUD for the HUD re-
paired market value when
repaifs are complete.

The properties would he
disposed of in bulk t0 a
single large contractar
who must make soecified
uniform repairs tao the
properties and  subse-
quently seil the properties
through his own market-
ing program.

TYPE OF
REPAIR
STANDARDS

None required by HUD

No repair standards are
explicily specified by
HUD.

Individual repair specifi-
cations are prepared for
each pruparty.

Individual repair specifi-
cations are prepared for
each praperty.

Uniform reoair standards
are prepared for ail prop-
arties, the repair stan-
dards are more demand-
ing than conventional
Property Oisposition stan-
dards.

HUD
MONITQRING
OF REPAIR
STANDARDS

None required

None required

Monitoring is conducted
by HUD Property Dis-
position staff.

Monitoring is conducted
by Praparty Disposition
staff,

A final inspaction will be
canducted to insure com-
pliance with generai re-
pair standards.

HUD
HOLDING
cosT

Holding costs accrue up
to the time of sale, hoid-
ing periods are lass than
with repair and seil tech-
niques.

Holding costs accrue up
to the time of sale, hoid-
ing pariods are less than
with repair and sall tech-
nigques.

Hoiding costs accrue while
the properties are being
repaired until the prop-
erties ara finaily said.

Holding casts accrue while
the properties are being
rapaired until the prop-
arties are finally sold.

Holding costs accrue up
to the time of sale,
hoiding periods are less
than with repair and
seil technigues,

HUD REINSURANCE
PROVISIONS
— Conditional
Commitment

No automatic reinsurance
an as-is sales.

Detarmined by HUD at
time of resaie aof prop-
ertiesby HOC .

Oetarmined by HUD at
time of sale.

Determined by HUD at
time of sale,

Conditional commitment
for reinsurance guaran-
teed by HUO at time of
sale to Korman,

HUD RESPONSIBILITY
FOR POST-CLCSING

None

HOC is responsible for
pastclosing complaints.

HUD is responsible far
post-closing complaints.

HUD is responsible far
post-clasing compiaints.

Korman is responsibla for
past-ciosing complaints.

COMPLAINTS
HUD SALES Auction of properties by | Sale negotiated by HUD | Auction of proparties by | Auction of proparties by | Auction of progerties
TECHNIQUE HUD toindividuai buyers. | with HOC. HUD toindividual buyers. | HUO toindividual buyers. | by HUD to developer.
- Auction
-~ Negotiated Sale
SPECIAL None HOC wouid be given | None None . Korman would be given
FEATURES 100 percant turnaver rate. 100 percant tumover

rate,

. Korman profits in ex-
cess of 30 percent in
sale are returned to
HUD and will serve
to increase the raturn
to the insurance fund.
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As-Is Sale: The 120 properties would be sold in an unrehabilitated con-
dition to the buyers with the highest bid for each individual property. The
price paid for the properties is estimated at the HUD-appraised value less
the estimated cost of repairs. HUD would incur some additional holding
costs and opportunity costs for the period from September 1976 to the date
of sale. It is assumed that HUD would incur a 5-percent sales commission.

Bulk Sale to the HDC: The 120 properties would be sold to the HDC in an
unrehabilitated condition in September 1976, for a bulk sales price. No re-
pair specifications would be given to the HDC. The bulk sales price would
be computed as the HUD-appraised value less the cost to repair and less the
bulk write-off. The cost to repair is the initial HUD estimate. The bulk
write-off is assumed to be equivalent to that ultimately given to Korman,
which approximates 100 percent of the average HUD holding cost plus sales
commission and closing costs. The bulk sales price is adjusted as needed
so that no individual property sells for less than land value.

Bulk Repair and Traditional Repair and Sell: In these two scenarios, the
properties would be repaired by contractors either in one package of 120 bulk
repair or in numerous smaller packages and then sold by HUD for the HUD-
appraised value. The repair costs are again assumed to be the initial HUD
repair estimates. Holding costs and opportunity costs would be incurred
from September 1976 to the date of sale by HUD. A 5-percent sales commis-
sion and 3 percent of the sales price for other costs associated with the sale
would be incurred. Finally, the cost of staff time required to deal with con-
tract amendments is included (based on HUD's experience).

The loss to the Insurance Fund computed for each of the scenarios is
shown in Exhibit 9.

Conclusions

The financial analysis indicates that in terms of return to the Insurance
Fund, the three basic alternatives are: as-is sales, bulk sale, or repair
and sell. From a financial standpoint, as-is sales constitute the best al-
ternative, bulk sales the middle alternative, and repair and sell the least
desirable both overall and in the individual census tracts.

The bulk sales to Korman and to the HDC are not significantly different
financially. The increased repair estimates for Korman were largely offset
by the premium paid over the bulk sales price. Furthermore, the competi-
tive bidding did not result in a material advance between the bid price and
what the fixed price used to deal with the HDC would have been. Therefore,
although the end product generated by Korman may exceed that of the HDC
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EXHIBIT 9

ESTIMATED LOSSES TO THE HUD INSURANCE FUND FOR THE
KORMAN SALE VERSUS ALTERNATIVE DISPOSITION SCENARIOS IN THE WEST OAK LANE AREA

CENSUS TRACT 263

Average loss per acquired
Total Loss (27 units)

CENSUS TRACT 264
Average loss per acquired
Total Loss (5 units)

CENSUS TRACT 265

Average loss per acquired
Total Loss (17 units)

CENSUS TRACT 266

Average loss per acquired
Total Loss (26 units)

CENSUS TRACT 267

Average loss per acquired
Total Loss (27 units)

CENSUS TRACT 277
Average loss per acquired
Total Loss (18 units)

TOTAL-ALL CENSUS TRACTS
Average loss per acquired
Total Loss (120 units)

Percent Increase in loss over the

next better alternative

unit

unit

unit

unit

unit

unit

unit

AS-1S BULK SALE BULK SALE TRADITIONAL  BULK REPAIR
SALE TO PHDC TO KORMAN REPAIR & SELL AND SELL
13.8 17.6 18.3 18.2 19.0
372.6 475.2 494.1 491. 4 518.0
9.3 12.8 12.4 12.9 13.9
46.5 64.0 62.0 64.5 69.5
15.2 18.7 18.5 20.5 19.8
258.4 317.9 314.5 348.5 336.6
12.1 15.5 16.7 17.3 16.4
314.6 403.0 434.2 449.8 426.4
15.3 18.8 18.8 21.2 21.0
413.1 507.6 507.6 572.4 567.0
15.6 16.3 16.3 19.1 20.5
280.8 293.4 293.4 343.8 369.0
14.1 17.2 17.5 18.9 19.1
1692.0 2064.0 2100.0 2268.0 2292.0

22.0% 1.7% 8% 1.1%




in quality, these two alternatives are essentially identical in terms of the
dollar return to the Insurance Fund.

The two repair and sell alternatives differ from each other only in terms
of the time in inventory and the staff time devoted to contract amendments.
The difference in these two factors is minimal; consequently, these two al-
ternatives are financially equivalent.

Major Determinants of Differing Financial Impacts

The repair and sell scenarios are the least desirable financially. With
these techniques, HUD is forced to bear holding costs and opportunity costs
while the properties are being repaired and until the point of sale by HUD.
The opportunity costs are further compounded by the increased HUD invest-
ment required for the cost of repairs. These costs, combined with the sell-
ing costs incurred by HUD, exceed the write-off given in bulk sales, even
when 100-percent turnover is given. Consequently, HUD reduces its sales
price in a bulk sale by less than the amount that it increases its costs (other
than repair) by using a repair and sell alternative. (This effect would be
further pronounced if the normal 40-percent turnover rate were used. For
the Korman properties, a 40-percent rate would decrease the loss to HUD
by approximately $2.2 thousand per property in a bulk sale, thus broadening
the gap between the two alternatives.)

In the softer market areas, the financial attractiveness of the repair and
sell techniques further diminishes. In these tracts, there are numerous
properties for which the repair costs alone exceed the expected net sales
receipts and still more for which the total additional HUD investment for
repair and sell (repair cost, holding cost, and opportunity cost) exceeds the
receipts. In these cases, HUD loses not only its initial investment, but also
a portion of the incremental investment required to repair the properties.
Under a bulk sale or as-is sales program, the properties are never sold
for less than the land value. Consequently, in the softer market areas, a
repair and sell program will yield properties with a negative value to HUD,
while in the other programs, a negative value is avoided by requiring that
the minimum price be land value.

The bulk sales techniques are less favorable financially than the as-is
program because of the bulk sale write-off. The additional holding period
after initiation of the disposition method is minimal for as-is sales and
nonexistent for bulk sales. However, the savings to HUD in holding costs
are passed on to the bulk sale purchaser through the bulk sale write-off,
while HUD receives the full benefit of these cost savings in an as-is sale.



In summary, the as-is sales represent the best financial alternative
because: the additional holding period is relatively short; HUD's investment
is kept at a minimum, thus minimizing opportunity costs; properties are not
sold for less than land value; and no bulk sale write-off is given. The bulk
sale techniques represent the middle alternative because there is no additional
holding period, and hence no additional holding or opportunity costs. How-
ever, a bulk sales write-off representing the savings in holding and selling
costs to HUD is given to the bulk sale purchaser. The repair and sell tech-
niques represent the least favorable alternative because: holding, opportu-
nity, and selling costs exceed the bulk sale write-off due to the long holding
period and the increased investment involved in the repair costs; and in
softer market areas, some of the properties have a negative value to HUD--
a circumstance avoided in the other scenarios by requiring that the minimum
price be land value. Greater, more positive neighborhood impacts tip the
scales in favor of the repair and sell disposition policy in most instances,
however.

PROGRAM OPERATION

The innovative bulk sale concept served a limited useful purpose. Within
the historical context the Philadelphia Field Office faced in 1976-77, the in-
novative bulk sale was a viable alternative to conventional disposition tech-
niques. Given these circumstances, it should be looked upon as a noncon-
ventional method reserved for special cases (i.e., when conventional tech-
niques are inappropriate or ineffective).

The sales agreement between HUD and Korman contained no provisions
for imposing penalties in case of time overruns. The 180-day time limit was
an important objective of the innovative bulk sale. As cited earlier, com-
munity groups did not raise this as an issue, primarily because of Korman's
efforts to keep these groups informed. While they were aware that Korman
was late, they believed that a '"good faith' effort was made. This feeling is
not universally shared within HUD. Disagreement exists among HUD person-
nel as to whether the 180-day time limit was realistic. Some staff members
believe that an organization such as Korman has the capability to rehabilitate
120 properties within the time frame. Others think that 1 year would have
been more realistic.

It is beyond the scope of this report to isolate the exact causes or of re-
sponsibility for the time overrun experienced by Korman. However, two
factors appear to have played an important role: the severe winter of 1976-
77 and the HUD property inspection process. HUD and Korman agree that
the winter weather significantly delayed the progress of rehabilitation, and
considerable dissatisfaction regarding the HUD inspection process has been
expressed by Korman staff.
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HUD agrees that some initial scheduling problems arose in detailing in-
spectors out in the field on a timely basis. HUD attributes this problem to
inadequate staffing due to the assignment of inspection personnel to special
disaster duty. In addition, HUD maintains that this situation existed for a
short period of time only and caused no more than 1 month of delay. HUD
inspection personnel state that Korman has been treated very fairly and that
every turndown has been fully justified.

It is now estimated that Korman will be 9 to 11 months late. A large part
of this delay can be attributed to the extremely harsh winter of 1876-77. It
was not until the spring of 1877 that Korman initiated repairs in earnest. At
this same time, some HUD inspection staff were detailed to Johnstown, Penn-
sylvania, for disaster relief work. The combination of the severe winter and
disaster relief work by HUD resulted in a total delay of approximately 3 to 4
months. The Korman staff attribute the remaining period of delay to the HUD
inspection process.

The issue that divides HUD and Korman is whether the inspection-related
delays were due to overzealous inspectors or legitimate deficiencies in the
repair work. It should be reemphasized that the HUD inspection personnel
interviewed by PMM&Co. stated that once a Korman property did pass in-
spection, the quality of the overall workmanship was as good as or better
than other rehabilitation work inspected by HUD. Deficiencies cited by HUD
have been confined largely to cosmetic-type repairs. While these in no way
affect the structural integrity of the unit, in HUD's opinion they detract from
its overall appearance. A frequent source of turndowns has been the use of
putty to cover rotten wood in door jams and window sills, rather than re-
placement of the old wood. Other deficiencies cited in a sample of inspection
reports included:

. spot pointing in exterior masonry;

. inoperable bath tub drain trip levers;

. fence not installed in rear yard;
more electrical circuits required;
stopped-up toilet;

. downspout not installed;
basement walls not patched and parged;

toilet bowl not properly secured;
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thermostat not installed; and
locking handles not installed in windows.

An additional cause of some initial problems was the practice of ""es-
crowing' certain items. Such items as gas ranges, carpeting, and the final
sealer coating on hardwood floors are often not installed until just before
settlement. In the course of HUD inspections (which may precede settlement
by several days or weeks), an inspector can approve the property without
these items being installed at the time of inspection. His approval is subject
to the proper installation of the escrowed items as verified by the purchaser
or mortgagee. The rationale for this procedure is that the developer does
not want to install equipment or features in a property that may remain va-
cant for several days or weeks and be subject to possible vandalism. In
most cases this procedure has worked well. However, Korman staff did cite
instances in which some of their properties were turned down because no gas
range was installed.

When a property fails to pass inspection, it takes a minimum of 1 week
to have it reinspected by HUD. Depending on the number and nature of defi-
ciencies cited, work crews must be taken off ongoing rehabilitation to make
the required repairs. This affects the overall scheduling and progress of
the rehabilitation effort and results in additional time and costs.

In summary, inspections have materially affected the pace of the project.
This necessarily impacts the costs incurred by Korman. Because this final
evaluation is being issued prior to the required cost certification, the total
dollar impact on rehabilitation costs cannot be estimated.

Conditions for Using the Innovative Bulk Sale Technique

The innovative bulk sale technique is an alternative to conventional dis-
position programs. It should be considered for use when analysis shows that
conventional disposition programs are ineffective or inappropriate. The in-
novative bulk sale technique should be considered when any or all of the fol-
lowing problems exist:

inability to reduce inventory (or a portion of it) at a rate that
meets demand for properties;

frequent cost overruns or repair and sell or bulk repair con-
tracts that increase losses to the Insurance Fund;

conventional disposition programs that have adversely affected
neighborhood stability and market values; and

25



neighborhood residents and organized groups that are strongly
opposed to conventional disposition programs, particularly the
use of as-is sales.

Based on its implementation in Philadelphia, the innovative bulk sale
technique can be most effective when implemented under the following condi-
tions:

The HUD Field Office has relatively large concentrations of ac-
quired properties in limited geographical areas.

. The inventory is highly saleable.

. The local real estate market is sound with neighborhoods in sta-
ble or stabilizing conditions.

The objective of the innovative bulk sale is to create the maximum posi-
tive impact in a short period of time. Heavy concentrations of HUD-acquired
properties are necessary in that HUD can exert the greatest leverage through
large-scale rehabilitation. While no rule of thumb exists to estimate the op-
timum size of the project area, it should be limited to clearly defined neigh-
borhood areas in an urban setting or subdivisions in suburban areas. Based
on the policy objective of creating the maximum positive impact in a short
period of time, a minimum of 50 to 100 properties is desirable to use this
technique. The innovative bulk sale technique differs from the conventional
repair and sell program, which proceeds on a piecemeal basis, and from the
conventional bulk sale program, for reasons that will be explained in the fol-
lowing sections.

The innovative bulk sale technique is designed for those areas where HUD
has not been able to dispose of its inventory fast enough or where its inven-
tory is not in good enough condition to meet market demand. It is not meant
for use in severely deteriorated neighborhoods whose overall housing stock
is in poor condition with very limited marketability. The innovative bulk
sale technique should be undertaken in situations when public intervention is
needed only to stimulate and assist the action of the local real estate market.
A profit-motivated sponsor would necessarily be more concerned about se-
lecting neighborhoods with strong or stable real estate markets than would be
a nonprofit sponsor. The nonprofit sponsor may be willing to take greater
risks than its profit-making counterpart. However, even nonprofit sponsors
must limit their losses in order to remain viable.

The presence of active and organized neighborhood groups, while not a

necessary precondition for using the technique, can be beneficial in devel-
oping and implementing a disposition strategy. An important element of any
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neighborhood stabilization program is retaining existing residents. Contin-
uing turnover resulting from foreclosure or depressed sales can diminish
whatever positive effects the innovative bulk sale may generate. For in-
stance, residents who cannot afford to sell their properties may revert to
renting them. Introducing a significant number of rentals may alter the eco-
nomic mix and marketability of the neighborhood as a whole. A major inter-
vention strategy such as the innovative bulk sale can serve to bolster resi-
dents' attitudes about their neighborhood. It is therefore important to make
residents aware of the stabilization program. Efforts should be made to fa-
miliarize them with the nature and scope of the program, and the developer
should be encouraged to meet with them to explain the rehabilitation process
and show them how rehabilitated homes will look. Such actions can generate
a positive atmosphere between the developer and residents and also help the
developer's marketing program by creating word-of-mouth advertising.
Neighborhood residents can also assist the developer by "keeping an eye on'
the vacant properties to prevent or minimize vandalism. It is in the resi-
dents' self-interest that the developer's properties be secured and vandal-
free so that they remain marketable.

Design of an Innovative Bulk Sale Strategy

If based on an analysis of its disposition problems and neighborhood con-
ditions, the local HUD Field Office decides that the innovative bulk sale tech-
nique is a viable alternative, a program must be designed to fit the individual
needs of the Field Office. Variations in the Philadelphia Office approach
should be explored when appropriate or necessary.

The major features and requirements of the innovative bulk sale technique
are as follows:

. Rehabilitation must be completed within a specified time period.

. "Like new' uniform repair standards are applied to all proper-
ties in place of individual repair specifications that meet mini-
mum FHA property standards.

Conditional FHA insurance commitments are offered on all prop-
erties at the time of sale to the developer.

. The bulk sale write-off (a measure of HUD's holding costs based
on the average monthly turnover rate) used in the formula for com-
puting the bulk sales price is increased from the normal 40 percent
to anywhere up to 100 percent.
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« In the case of profit-motivated developers, profit and overhead
is limited to a fixed percentage of the entire bulk sales cost
and subject to cost certification.

The modified cost formula is waived and replaced by appraisals
based on market comparison in estimating the as-repaired fair
market value of the units.

Establishment of a time frame for completing rehabilitation should be in-
cluded as a requirement in the sales contract between HUD and the developer.
The stipulated deadline should be realistic and enforceable. Penalties should
be specified in the contract for failure to comply with deadline requirements.
The contractual deadline also serves as an assurance to neighborhood resi-
dents that the work will be performed within a given time limit.

The use of uniform repair standards is a procedure aimed at ensuring
high quality rehabilitation with a minimum amount of HUD oversight. In the
case of Philadelphia, 'like new' repair standards were employed. This was
done in part to increase the value and marketability of the units, and not be-
cause most of the units were in such a state of disrepair that ''like new'' re-
habilitation was necessary. The decision to rehabilitate to this level must
be based on an assessment of local market conditions. Uniform repair stan-
dards eliminate the need to develop costly and time-consuming individual re-
pair specifications for each property; however, the potential for waste exists
when they are used. For example, if all mechanical and structural systems
are to be replaced rather than repaired, some still functional items may be
removed. One way to avoid discarding still usable items is to create a waiver
system. Depending on the age and physical condition of the unit, such items
as bathroom fixtures, floors, and furnaces may be in perfect condition. The
waiver system should be constructed in such a way that salvageable items
are retained with the minimum amount of red tape. When original items are
retained, the developer should be required to issue a warranty for a reason-
able period of time. This requirement may act as a disincentive to the de-
veloper to retain such items. However, if the waiver process is operated
efficiently, the developer can keep its costs down and avoid the needless re-
placement of functioning systems.

The developer can be offered conditional FHA commitments if the reha-
bilitated properties comply with the uniform repair specifications. Offering
the conditional commitments at the time of the bulk sale, rather than when
each unit is resold, expedites the sales process. The conditional commit-
ments are offered up to the repaired market value as estimated by HUD.
Depending on the particular housing objectives of the HUD Field Office and
the local market conditions, one or more insured mortgage programs may
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be made available to subsequent purchasers. The FHA conditional commit-
ments backed by one or more mortgage insurance programs increase the
marketability of the units for the developer.

Based on market conditions, the Philadelphia Field Office found it neces-
sary to subsidize the developer by using 100 percent of the turnover rate in
computing the bulk sales write-off in the formula, which had the effect of re-
ducing the selling price to the developer. The bulk sales write-off represents
the cost of holding a property in inventory. In conventional bulk sales, HUD
normally absorbs 40 percent of these estimated costs. By using 100 percent
of the turnover rate, HUD absorbs all holding costs. The determination of
whether to use a higher percentage must be based on an assessment of the
market for acquired units. A profit-oriented developer may require addi-
tional financial incentives in terms of greater bulk sale write-offs. Non-
profit sponsors may not require such an incentive. The selected percentage
used to compute the write-off must be acceptable to both HUD and potential
developers. If the local Field Office determines that conditions warrant a
rate in excess of 40 percent, it must receive a waiver from HUD Central.

To make sure that profits would not be excessive, the Philadelphia Field
Office limited the developer's profit and overhead to 30 percent on the entire
bulk sale package. By imposing the limitation on the entire package rather
than individual units, HUD gave the developer some additional financial flexi-
bility. In this instance, the bulk sale package consisted of units with repaired
market values ranging from $10,000 to $21,000. Since uniform repair speci-
fications were used, the developer would incur approximately the same repair
costs on all units regardless of the resale value. The imposition of the profit/
overhead limit on the whole package enabled the developer to sell some units
in excess of 30 percent as a balance against lower-priced units where little
or no profit might be made. As with other components of the innovative bulk
sale technique, the Field Office must determine an acceptable profit margin
given the current housing stock circumstances, market conditions, and avail-
ability of interested developers. If a profit ceiling is specified, it must be
high enough to reflect the risk and opportunity cost of the developer, yet not
so high as to constitute "windfall" profits. This issue is moot if the Field
Office selects a nonprofit sponsor.

Implementation of the Innovative Bulk Sale Technique

Step 1: Identify and Assemble Bulk Sale Package

Based on the conditions identified in the preceding section, the Field Of-
fice must identify 50 to 100 properties to include in the bulk sale. As a group,
the properties selected must be marketable. This does not preclude the in-
clusion of lower-valued properties in less desirable locations. However, it
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is important that such properties constitute a relatively small portion of the
bulk sale package. In this way, properties resold with little or no profit are
compensated for by the sales of higher-valued units allowing greater profit
margins. If the cost of repairs exceeds the market value of repaired units,
the developer will require major subsidies and the innovative bulk sale tech-
nique will not be appropriate. A nonprofit sponsor will be able to absorb

more negatively valued units than a profit-making sponsor. This factor should
be considered when properties are being assembled and a developer selected.

Step 2: Contact Potential Developers

The purpose of this step is to determine the extent of developer interest
in the program and the necessary conditions under which they might partici-
pate. Both profit-motivated and nonprofit organizations should be contacted.
With respect to profit-motivated firms, HUD will be able to establish the
kind of profit levels required to attract private developers and, on this basis,
identify the type of incentives or subsidies necessary. This process is im-
portant in that HUD and potential developers can establish a common under-
standing of each other's needs. These contacts can be made informally, and
neither party should consider them binding.

Step 3: Prepare Contractual Material

Based upon the design of the program and the input of developers in Step
2, the HUD Field Office should prepare a sales contract. Any waivers of
HUD Property Disposition Standards should be obtained from HUD Central
before the drafting of the sales contract. The sales contract should contain
at least the following items:

repair specifications;

. allowable profit and overhead;

. time limits for completion of rehabilitation; and
sanctions and penalties.

Step 4: Establish Bulk Sales Price
and Repaired Market Value of Units

Concurrently with Steps 2 and 3, HUD must develop the financial informa-
tion upon which the sale will be based. As discussed in the Design section,
a waiver must be obtained from HUD Central to use market comparison ap-
praisals for establishing the repaired market value of units in order to issue
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conditional commitments. The HUD office must also determine which per-
centage (40 to 100) to use in computing the bulk sale write-off. This deter-
mination will depend on feedback from potential developers and on market
conditions. The local HUD office must balance the need to reduce losses to
the HUD Insurance Fund with the development of a sales formula that will
be acceptable to potential bidders when a minimum acceptable bid price is
being established.

At this point, the Field Office must formally determine whether to con-
tract with a profit-motivated developer or a nonprofit sponsor. Whenever
possible, HUD should seek to identify qualified profit-motivated developers.
Some of the reasons for doing so are as follows:

By selling to the private sector directly, the burden of risk is
transferred out of the public sector.

. Whenever possible, it is preferable to stimulate private rein-
vestment in troubled neighborhoods.

In a real sense, a nonprofit sponsor would face many of the same
problems HUD experienced in disposing of its inventory (i.e.,
finding qualified contractors, avoiding costly time delays, etc.).

In addition to these factors, profit-motivated sponsors in general can call
upon greater financial and skilled manpower resources. This is particularly
true of the larger development companies that would be required to undertake
this form of housing rehabilitation. From HUD's viewpoint, one of its busi-
ness objectives is to maximize the return to the Insurance Fund. In many
cases, this can best be achieved in a competitive, profit-motivated environ-
ment.

Due to the conditions of the market, it may be appropriate or necessary
for HUD to have a nonprofit sponsor. In this case, HUD may wish to nego-
tiate a bulk sale directly with the nonprofit sponsor. The criteria for se-
lecting a nonprofit sponsor should be similar to those for choosing a profit-
motivated developer (see following section).

Step 5: Develop Rating System for Developers

The Field Office must establish criteria for selecting a contractor. This
can be accomplished in a two-stage process consisting of a prequalification
screening (see Step 7) and final selection procedure. Property Disposition
regulations allow the Field Office considerable flexibility in developing se-
lection criteria. Among those that should be considered are:

. bid price;
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. architectural and engineering capabilities of firm;

effectiveness of sales organization;
financial capacity;

staff and firm experience; and
reputation.

In the case of Philadelphia, potential developers told HUD they would not
compete in the bidding process if price were the sole determining factor in
award. As a result, the Philadelphia HUD office created a point system
which gave a relative weighting of 80 percent to price and 20 percent to the

other criteria cited above.

Step 6: Advertise for Bidders

At this point, notification of the bulk sale is printed in local general cir-
culation newspapers.

Step 7: Prequalify Bidders

Once potential contractors have been identified, HUD determines which
ones have the necessary technical, financial, and managerial qualifications to
perform the project based on criteria established in Step 5. Only those HUD
judges sufficiently capable to undertake the project according to the specified
guidelines are invited to submit bids. Once qualified bidders have been iden-
tified, the local HUD office should supply the addresses of the properties and
the FHA conditional commitment value, but not the minimum acceptable bid
price.

Step 8: Request Bids

At this point, HUD requests bids from all prequalified developers.

Step 9: Evaluate Bids

HUD must determine which, if any, of the bids meet the minimum accept-
able bid price established in Step 4. If none do, several alternatives can be
explored:

. reject the innovative bulk sale technique;

revise the criteria for prequalifying bidders; or

revise the design of the program.
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Step 10: Select Developer

Once the minimum acceptable bid has been reached or exceeded, HUD
must select the developer based on the criteria established in Step 5. Hav-
ing selected the developer, HUD then executes the sales contract.

Step 11: Post-Sale Monitoring

One of the objectives of the innovative bulk sale technique is to reduce
the amount of time and expense HUD must exercise in monitoring the devel-
oper's performance. HUD's involvement is in four main areas:

. FHA inspection of rehabilitated properties to ensure compliance
with repair specifications;

processing of FHA-insured mortgages;

. monitoring of developer's progress to determine whether dead-
line will be met; and

. profit/overhead cost certification.

Remedial action may be necessary if the contractor has not fulfilled the
contractual requirements. The exact nature of the actions depend on the
contract specifications. They may range from legal action (such as breach
of contract) to withholding FHA mortgage insurance. If the contractor's
profit/overhead exceeds the stipulated level, the excess is either returned
to HUD or divided between HUD and the developer.
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APPENDIX A
LEGAL OPINION

The following analysis is based on a legal review of the selection
process and sales contract between HUD and the Korman Corporation.
The legal analysis was performed by attorneys with the firm of Brown-
stein, Zeidman, Schomer, and Chase under subcontract to PMM&Co.

SELECTION PROCESS

The Korman Contract was let with a minimal amount of advertising:
apparently only a medium-size newspaper advertisement run for 1 or 2
days (see Exhibit A-1). There were informal efforts to interest contrac-
tors including off-the-record letters, telephone calls, and meetings. How-
ever, there were only three bidders on the final contract and only two of
them could seriously be said to meet the qualifications originally contem-
plated by the HUD area office. In fact, only one of the builders (Korman)
was of a size, capability, and reputation completely satisfactory to HUD
personnel,

Although the bidders for the Korman Contract did have to go through a
general "qualification" procedure, HUD officials felt forced by procurement
law to pick the highest bidder without considering factors such as experience
or staff size during the final bidding and auction sessions.

Since this bulk sales contract, especially as originally drafted, depends
so heavily for its success on the capability and reputation of the contractor,
HUD will need to find ways to have a wider selection of qualified contractors
and a procedure for giving proper credit to the qualifications of contractors.,

THE SANCTIONS AND INCENTIVES IN THE CONTRACT

Under the current Korman Contract, the contractor receives deeds to
120 houses, a conditional commitment of FHA insurance at a predetermined,
fully rehabilitated, appraised value, and the possibility of up to 30-percent
profit. However, there are no real sanctions or controls in the contract to
guarantee that the contractor properly rehabilitates the houses within the
specified time limit except the general right of HUD to sue for breach of con-
tract. Since there may be no meaningful measure of damages in such action,
the potential refusal by HUD to do future business with the contractor may
be the only actual sanction. (The sanction of HUD's refusing to insure the
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EXHIBIT A-1

U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT

NOTICE OF BULK SALE PRGPOSAL

The Department of Housing and Urban Development prooases o enter into agreements with qualified
develogers for the sala in stages of approximately 480 residential properties within the City of Philadei-
phia to be renabilitated and resoid to homa buyers,

1. PAOPOSALS-MINIMUM CRITERIA FOR DEVELQPERS
The Decarument will recaive and cansider Dropasals from interestea deveiopers who shall mest the fatlowing
requirements:
2. Can demenstrate administrative capadilicy,
1. Mave architactural and snginesving capacity,
2. Mave an sHzctive sales organizadion,
3. Have an experienced supervisory staft,
b, Mave financial cacability to succmsfully undertake and comptats the rehabititation and have ready for
sale of not 12ty than 120 properties wathin 130 days from convevanca,
& Have demonstrated success in the building incustry.
d. Can sadisty HUO’s Previous Participation requiraments.
L NUMBSER OF PROPEATIES
HUD wail vy ful develagers aporoximately 480 ocaperties over a peviod of 12 momns. Praoper-
ties wil be conveyed in four grouns of aporoximatsly 120 croperties asch.
1 SELECTION ANO LOCATION OF PAGPERTIES
Progerties to be 30id to Oevelogers wiil be sel d by the Philadeiphia Acea Otffice of the Dupartment of
Housing and Urzar Devel within the City of Philadeiphia,
4. ABSENCE OF LEAD-3ASED PAINT
Properties will be free from lead-based paint when sold by the deveicper. Caveloper shail execute an affidavie
agresing ta be Bound by the terms of an order of the U.3. District Coure, Sastern Oistrict of Pronsyivania
fisued in the case of City-Wide Costiton, ee ¥, v. HUD, 2¢ 4., C.A. Na. 72-1515 ta remave lead-0ased Dant
from the properties. A form of aftidavit and a copy of the order are avaiiadle for inspection at tne HUD
Area Office. Conveyence of the properties by HUD to the develager is conditioned uoon the Court’s lifting
its infunction to permit HUD t0 convey the propertiss,
S, MINIMUM “AS IS™ OFFERING PRICE TO DEVELOPES
The minimum “as is” attering prica to the developer shall be determined by a residual aporsisat metnod.
& METHOO OF PAYMENT
At the time 2ach Jroua of Sreoerties is canveyed, the develoger shall pay o HUD in full the agreed prics for
all progerties in the affering.
EQUAL CPPORTUNITY RFQUIREMENTS
Canstruction emoigyment an ths project will e subjeet to the Prilacaipnia Plan and the marketunqg af tne
~.repaired units must be in conformity with the Ozaartment’s Atfirmative Fair Houning Marketing Reguiations.
. CONQITIONAL SOMMITMENT AVAHLASILITY
The execution of a sales agreement carwesn HUD and the develooer shail aalicate HUD 3 issus 3 conditionat
CammithTent 0 iNUre 3 MOrT3I08 QN 23CN CranerT/ JOON it rasale 10 a qualifisa heme buyer: provided, that
Me pracerty shail have been rehagilitated in acSardance wath the 1389 agrosment Detvvesn the daveioper
and HUO,
REHABILITATION
The Oapartment wil furnian an ettablished renair sEandand to witich all Jroerties muse coaform whicn will
be part of the saies aqgreement. Deveicoar shatl be responsipie for compiying with apoiicadie focal buiiding
codes and licensing requirements, Al work snail De subject To HUD imspection and approvai Sefore reraie
0 the home duyer. 1t will be the devetoper’s reapoanibility 1o oBtan the necessary building cermics,
10. WARRANTY 7R9VISIONS
The deveioper wiil be required ta orovide 3 ons-yesr warrsnty to sach home buyer squivalent to that in paras
graon 11 of the Standard Peral Sates Contrace, Form HUD-9548 (July 1974), and in addition provide aopro-
Priate warrantiss on «ach sITUGTUIe's roof, heating, piumbing and slecrical systems,
11, SELECTION OF DEVELCPER ‘

~

The develogeris) will be salectsd from among those meeting or axcaeding tne minimum critenta for davelzcens
sat forth in garagragh 1, The award shail be made 1o the developer whasa otter is most ddvantageous 0 HUD,
price and other factars comsicered.

12. COST CERTIFICATION

The developer will be required to certify ail costs based on Cost Cartification factors sascified by the Osoart-
ment wnich will be sa¢ forth in the sales agresment. Profit and overhead will ta timited to 3C%.

OEVELQPERS INTEARESTED IN QUALIFYING FOR PARTICIPATION IN THIS PROGRAM MUST SUBMIT
EVIDENCE OF THEIR QUALIFICATION TO PAUL T. CAIN, DIRECTOR, PHILADELPHIA AREA OFFICE,
HUD, 525 WALNUT STREET, PHILAGELPHIA, PENNSYLUYANIA, 19106, ATTENTION: JAMES L. HATTER,
ON OR SEFORE THE CLOSE OF BUSINESS JUNE 4, 1976. INQUIARIES CONCEANING THIS MMATTER
SHOULD 88 MAQE TO JAMES L. HATTER, 537-7911.
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homes is limited both by the contract terms which do not seem to allow such
a refusal for failure to meet the time requirement and by the conventional
mortgage money which is apparently available to Korman in the Philadelphia
area.)

Also, there are minimal provisions for positive incentives in the contract
and the contract does not seem to deal adequately or fairly with such typical
contractor problems as marketing risks, construction financing, and greater
than allowed profit. Basically, this is a "good faith' contract in which HUD
is dependent for its basic performance guarantee on the contractor's reputa-
tion and successful marketing effort.

THE CONTRACT LANGUAGE

There are several contract provisions needing clarification. For exam-
ple, the excess profits section found in Paragraph 16 is ambiguous as to
whether the 30-percent profit figure is to be calculated on each unit as it
is sold or on the units as a whole at the end of all sales. Logic and our in-
terviews with HUD personnel have indicated that the intention was to compute
the profit figure on all 120 units as a whole. The contract language should
be redrafted to make that clear. Another example of an ambiguous provision
in the contract is found in Paragraph 1; it is unclear whether HUD will be
required to insure an individual unit even if the contractor does not meet
the 180~day time limit and even if he is defaulting on other houses in the
contract. As written, the contract appears to require HUD to insure each
fully rehabilitated unit even in the face of these negative eventualities. How-
ever, logic and our interviews indicate that HUD personnel do not intend
this result and, therefore, the contract language should be clarified.

BENEFITS FOR VERY LOW INCOME AND MINORITY GROUPS

The Korman Contract does not provide, nor was it apparently intended to
provide, benefits for very low income individuals, community groups, or
minority businesses other than to stabilize or upgrade the specific neighbor-
hoods in which the units are located. In fact, letting out the HUD-held prop-
erties in such large blocks will almost certainly cut out the typical minority
contractor from bidding on this work. Also, there is apparently some pres-
sure from the community not to resell or rent these units to the lowest in-
come groups. T
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POSSIBLE SOLUTIONS

Increase Publicity for the Program

Increased publicity for the program, such as larger advertisements in
more newspapers (including possibly The New York Times, The Wall Street
Journal, and trade journals) running for longer periods of time would encour=-
age more developers' bids. We would also suggest more informal efforts to
contact prospective single contractors or potential groups of contractors in
the Pennsylvania and New Jersey area. HUD might consider structuring the
program as a modified ''request for proposal' with HUD advertising in general
terms and the contractors responding with specific proposals.

Give More Weight to Contractor Capabilities

Procedures which would either tighten up the pre-qualifying review or
give bidding weight to contractor capabilities should be researched so that
HUD will never find itself in the position of having to let such a bulk sales
contract to a company that is not likely to perform well, Various possible
procedures might be contrary to the letter or spirit of existing procurement
laws and the legality of the options must be reviewed carefully. The modified
"request for proposal'' procedures suggested above may put HUD in a better
position to consider factors in addition to the sale price of the units.

Include More Sanctions and Controls in the Contract

Include more sanctions and controls in the contract such as the following:

. Stagger the actual taking down or closing of the units (e.g., in
packages of 30 or 40 houses).

. Include, in Schedule B, more precise repair specifications and
maximum allowable repair costs for each unit.

. Prepare a rehabilitation schedule specifying which of the houses
should be worked on and in what order.

. Name a specific liquidated damages amount at the end of each
obligating paragraph or section in the contract.

. Provide for the deposit of a certain percentage of the profit al-
lowance in escrow until final compliance on all of the units.

. Specify that HUD reserves the right to refuse to insure any par- .
ticular house if the contractor is in default on the terms of the
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contract either as to that particular house or any other house
which is part of the contract.

Include More Incentives in the Contract

Include more incentives in the contract, providing for profit sharing over
and above the 30-percent excess profit limit with perhaps two-thirds of any
profits over 30 percent going to HUD and one~third going to the contractor.

Redraft the Entire Contract

Redraft the entire contract to remove ambiguities and other wording prob-
lems. Give more weight to contractor capabilities, include more sanctions
and controls, and include more incentives (as described in the previous sec-
tions of this paper).

Provide Benefits for Low Income and Minority Groups

Provide benefits for low income and minority groups, such as:

. Require that a certain (probably small) percentage of the homes
be financed under Section 235 of the National Housing Act or be
placed under a lease/option plan as at Dover Estates in Michigan.

. Have a community group (possibly as a party to the contract)
agree to provide home ownership counseling or agree to receive
one of the houses at cost or as a gift from the contractor to use
for some community purpose.

. Formally or informally encourage minority contractors to com-
bine and bid as a group for some of these bulk sales contracts.
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APPENDIX B

SALES CONTRACT BETWEEN HUD AND THE KORMAN CORPORATION
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iy 1s fursher provided tiat, snould Purchaser find that despite its best efloris

it <snnet promptly resell the fully renstilitated houses as they are repaired

acsosding to the standasds ani production timetadle seb for4h herein, Purchaser may

secuest a meeting with th2 Area Zirector anéd/or aspregriazte officials of Seller

selated prodblems, and if after such meeiing Seller datermines thal sales are s-o¥
+o develed for =easems Sersnd Turzhaser's control and desplie Purchaser's best
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froz Purchaser or Purchaser’s sgent..

‘2. The agreed purchase prisa of tha oropertfes listad La Schedule "A" Lls §282,000.00
. &

Two Hundrad Iighty Two Thousand Collazs), to be paid as fallows: §28,200 (Twenty-Zig

Thousand Two dundred Dollazs) Lia cash, which the Purchaser has dejocilzed with the

2 and to protact the Seller againsi losa or damage in |
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R : _~ ezt

15 ackmowledged hereby, and $253,200 (Two Hundred Fiifty

1lars) additional cash o e paid at closing. In

s2iitlsn, Purchaser assumas 2h2 obllizatlon o pay all closing expenses including

L3

edaral ravenus, cdzsi, or dosumentary stamp taxes, recording fees, and any i
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e Zays afzes execuzion of This zontTacst. Closing shall cziur upon tirvee days notlce
Izoa TerchasaT o Seilar iniizating L3 is reacdy wo close, and 3aid notise shall 3el &
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" oavagTaph. Purchaser hezsiy cegresants that it had

shiould discover

zzarstof rehabilltation

what it considers to Le 2 Iatent sivuctursl defeet in sucth narticular propersy

of sush magnitude as in Turthuser’s opinion to make resizration unfeasible,

.

Turchaser may so notify Seller and

wy

eller shall promptly inspec:t the property:

if{ after inspestion Sellaer scormzurs in Purchaser's cpinion as to beth-the

the defect and unfecasibility of restoratics, Saller shall delste
' . .

sush defective ' property {rom Szhedule “A" and may either vaduce the puzchase

price by an amount bearing thz 75 ratz share to the total purchase prics as

eszzibzd in this pazragraph or negutiate with Purchaser {zr substituzien of

.zrcperties., Sellar's doterminazion as to what shall ceomszicuze 2 latent structurval

Zefect of such magnitude as to m3kz restoration unfezasitle shall be £inal and binding
.

e the parties, .

3. If after inspection of any i{ndividual property listad on Schedule "A" herein

Purehaser In L{zs opinion dstermines that any aspect or asgects of that propezty

o

saiisfy the Repair Standazds s2t forth in Schedule "3" Gherein so that no, or
minimal, repair work is necessary in crder to bring such aspect or aspects up to

such Repalr Standards, Purchaser shall so notify Seller. Therealter Seller shall
grompzly inspect such progerty and L in Seller's opinicn any aspect or aspecss
¢f such property satisly Lh2Repair Standards in theis existing condizion, Scller

sLall exempt such aspect or aspects S-em required zehabilization work; provided,
:

that Purchaser shall not te rslieved from its warranty ciligations under para-
graph @ of this Contract 3y any exemptlons that may de jrantad pursuant to this

he vight to faspect the

'

properzics and understands tha:t the Seller makes no reoprasentaticn regarding the

ility of the propertiss or thes structual or mechanical conditisn of same,

6. 7The form of conveyancze shall be a special warranty deed in the form

)

customarily used in‘the Tity of Philadephia and in which Seller warrants to defand

tizle to the property agzinsz the lawful claims cf all persons claiming by, $rom,

throuzh or-under. the gramiss tharein. Transfer of titla and possession shall

‘zezome elfective by delivery ol & dred as of the actual time and data of closing.

©« Thne Purchaser shall com

III of the 13I8 Civil Righss Aet

2:ir lousing” Title of Law 30-284) in the rental of sale of all

TToperlios owned or mangr: Limoand prominencly display
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~defects in Its rTeaf, heating,

. - - . s, - e ' . K e
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