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PERFORMANCE BONDS FOR THE INSTALLATION

OF SUBDIVISION IMPROVEMENTS*

When an individual undertakes a land subdivision procject he engages in a busi-
ness enterprise. As an enterpriser, he is subject to the usual risks involved in
the investment of large capital sums and in the marketing of a costly and immov-
able product, Consequently, it will be his natural tendency to minimize the risk
as much as he can and to sell his product and realize a profit as quickly as pos:-
sible.

A bonding house -- likewise engaged in a business -- will similarly seek to
minimize its risk and will issue bonds only to persons whom it considers good
risks., A number of factors will be considered in the determination of a good risk:
the builder's past record for fulfilling his contracts; the extent of his liquid and
fixed assets; whether or not he owns the land that is being developed; and some-
times the nature of the local housing market.

The city or county government -- though not engaged in a business -- is also
concerned with risks. The local governing body generally wishes to avoid risking
funds in a new development. It may put up funds for improvements which are later
to be amortized by taxes, service charges, or special assessments., Historically,
the risk to the community has occurred when and after plats are recorded. His-
torically, cities have inherited premature subdivisions and residential areas devoid
of paved streets, storm and sanitary sewers, and water supply structures, or pre-
mature subdivisions with paved streets and otheér structures subject to uncollect-
able special assessments,

The peculiar characteristic of the product of the subdivision business is that it
eventually becomes a part of the physical city, i.e., it consists of residential and
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commercial buildings, streets and sidewalks, and utility structures, Therefore,
the municipal corporation possesses certain obligations toward the new subdi-
vision, It does not, however, wish to execute these obligations under conditions
that will result in a financial loss to itself. Consequently, the local governing
body, in granting to the developer the privilege of recording his plat, extracts
from him certain performances or promises to perform which will minimize the
risk of the new development to the community as a whole and which, if possible,
will result in the new subdivision becoming an asset to the community.

The private developer, then, in embarking upon a new land subdivision ven-
ture, encounters various conditions which must be met before he can complete
his product and place it on the market, On the one hand, he must comply with the
regulations established by the local legislative body. If he needs financial assis-
tance, he must, on the other hand, be able to meet the requirements of the finan-
cial institution dispensing the funds or the credit,

Previous PLANNING ADVISORY SERVICE bulletins have dealt with certain as-
pects of the municipal regulation of land subdivision. (See especially Information
Report No, 38, Installation of Physical Improvements as Required in Subdivision
Regulations,) Subdivision regulations requiring improvements may, at a mini-
mum, ask the developer to grade the streets and surface or pave the roadways.
At a maximum, he may be expected to install curbs and gutters, sidewalks,
street trees, storm and sanitary sewers, water supply, and a range of fixtures
including street signs, gas mains, electrical conduits, fire hydrants, and street
lights. Usually the ordinance or regulations governing the subdivision process
require that the designated improvements be installed by the time of final plat ap-
proval and before the plat is officially recorded. However, most regulations hav-
ing this requirement also offer to the developer one or several courses of action
which he may follow in lieu of prior installation, These alternative courses in
most cases take the form of afinancial guarantee that'the work will be completed
within a fixed length oftime. The most common type of financial guarantee is the
performance or surety bond, with the cash deposit, certified check, negotiable
bond, and special assessment experiencing less wide usage.

If the developer chooses to post a performance bond guaranteeing the comple-
tion of physical improvements, he must then secure the approval of the bonding
house. In other words, in order to go ahead with his development on this basis he
must be approved as a '"good risk'' by the financial concern involved. It is with
the requirements made by the financial institutions upon private developers in the
financing of improvements that this bulletin is generally concerned.

Improvement requirements (or performance bond in lieu thereof) are concerned
with what is done to the land in newly platted areas. Consequently, they affect
developers of land and attempt to curb uneconomic and speculative development of
land, Since World War II, more and more subdivisions have been completed by
developers who not only divide the land intc lots and install streets and other im-




provements, but who also simultanecusly build houses on lots. Their product is
houses-on-improved land. Termed the "merchant-builder" by The Magazine of
Building: Architectural Forum, they are subject to a wider variety of private and
public controls than is the developer of land only. In addition to making the
guarantee that street and lot improvements will be completed prior to sale, they
must also guarantee that the dwellings will be ready for immediate occupancy upon
completion of the sale. The financing institutions of the Federal Housing Adminis-
tration and the Veterans Administration require that certain standards of house
construction must be met as part of their terms for financial assistance. Private
lending institutions are no less demanding. Consequently, the risks of the mer-
chant-builder are greater than those of the land developer, he sells to a different
market, and his financial arrangements are more complex. Street and lot improve-
ments are only a part of the finished product, and a merchant-builder who em-
barks upon a development of houses-on-improved-land will probably not be unduly
concerned about raising money or putting up security for a performance bond for
physical improvements.

Although no differentiation was made in this survey between the experiences of
land developers and merchant-builders, it is assumed for the reasons given above
that it is with the land developer that the problems of performance bonding chief-
ly arise.

The question directly posed was: How widespread and how successful is the
use of the financial guarantee in lieu of actual improvement installation? Or,
stated more explicitly: Among those cities and counties that require the developer
to install physical improvements and that permit the alternatives of bond, cash,
deposit, or special assessment, how, in actual practice is the performance bond
in particular working out?

To find answers to this question, PLANNING ADVISORY SERVICE sent a one-
page questionnaire to a limited number of cities and counties. Certain qualifi-
cations determined the communities that were canvassed. The first and most ob-
vious qualification was that the subdivision regulations in the community (1) must
require the developer to install the improvements prior to final plat approval; and
(2) must containa provision for bond, cash deposit, or special assessment. The
second qualification was that there must be a person who could be called upon for
an analysis and appraisal of the bonding situation in his area. Since this kind of
information would take time and perhaps considerable effort to secure, the ques-
tionnaire was sent chiefly to communities who are members of PLANNING AD-
VISORY SERVICE and to planning officials in certain non-member communities
who are members of ASPO. The third qualification was geographical location.
Although it was not possible within the limits set by the first two qualifications to
get information from a city or county in every state, it was possible to obtain data
from widely separated points.



The questionnaire consisted of two parts, The first was a short series of
questions on the number of plats recorded in 1952, the number of subdivisions
where improvements were installed prior to final plat approval, and the number of
subdivisions in which different types of financial guaraniees were given in lieu of
installation. The answers to questions in the first part are amenable to tabulation
and hence are summarized on the following page in Table I,

There is a teraptation to total the columns in Table I to see what percentage
of the total number of plats involving improvements actually had improvements
installed prior to final approval, and what percentage was covered by performance
or security bonds, This temptation should be resisted for two reasons: Firstly,
because the number of cases examined is small, and yet does not constitute a
sample. Secondly, because the significant percentages in this instance are the
"horizontal' ones, i.e., the percentages of improved subdivisions that are accom-
plished by different methods in a particular community. Nonetheless, it can val-
idly be concluded from this table that actual installation and posting of bond are
the predominant methods of insuring physical improvements in this group of com-
munities, with performance or surety bonds being the most frequently utilized.

The second part of the questionnaire was directed toward finding out the busi-
ness relationships between developers and bonding houses and the characteristics
of the bond market in various localities. To this end, a series of questions was
asked, These are enumerated below with the number of affirmative and/or nega-
tive answers given by the communities,

1. To your knowledge, have developers experienced any difficulty in securing
performance bonds? Yes - 9; No - 12, (In the remaining five cases, the
answers could be placed neither in the "yes' nor in the "no'' category be-
cause, although the regulations provided for bonding, in practice, other
methods had been used,)

2. Tt developers have had difficulty, for what period of time has it existed?

For the last six months ~ 2
Since 1951 -1
Since 1946 -5
No time indicated -1



TABLE I.
No.of Improve- Perw
Plats ments In- form-
Total Requir-stalled ance
No.of ing Im-prior to or sur- Cash Certi- Nego- OSpl.

Plats prove- final ety De- fied tiable Assess-
1952% ments plat Bond poglt Check Bond ment Other
California
Kern County 22 22 6 15 1
Long Beach 11 11 1 8 1 1
Pasadena L h 3 1
San Mateo 5 5 L 1
Santa Monica 1 1 1
Connecticut
Stamford 198 16 1k 2
Towa
Ames 9 7 1 1
Davenport 26 13 11 1 1
Kansas
Wichita®#*
Kentucky
F+t.Thomas 8 8 6 1 1
Lexington &
Yayette Co. 33 33 8 19 6
Louvisiana
New Orleans 209 7 6 1?
Maine
Portliand 3 3 3
Michigan
Flint 5 3 2 1
Saginaw g 9 7 2
New Jersey
Montclair 32 3 2 1
New York
White Plains 3 3 3
No.Carolina
Greensboro 25 25 25
Ohio
Dayton B 1 11
Montgomery Co. 60 60 1 51 g°¢
Oklahoma
Okla. City 25 25 1 2k
Tulse Co. 56 56 x%
Penngylvania
Mt .Lebanon Tp. 12 12 6 6
So. Carolina
Greenville L1 28 1 1
Virginia p
Alexandria 67 11 2 2 7
Washington
Tacoma L 3 3

* - Includes plats of previously developed sites and resubdivisiomns.

*%*- Numerical data not given.

- Contract with general contractor who was bonded.

- Includes 3-mile Jjurisdictional area,

- Perscnal bond posted.

- Special assessment districts created. Number not given, but apparently most sub-
divisions are improved in this manner.
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3. In your opinion, have developers been denied bonds because they lacked
adequate security?

Yes -6
Probably -1
No -1
Don't know -1

4, Other comments and appraisal of the situation. (In this question interest
was expressed in personal judgments on such things as whether or not
bonds are easier to secure for certain types of improvements than for
others, e.g,, water as compared with sidewalks; and how much depends

- upon the reputation of the developer.)

The answers to the questions in the second part fall immediately into several
different groups:

I, Communities where developers have experienced little or no difficulty in

securing performance bonds (i.e., those that answered no to the first
question).

II. Communities where performance bonding, though authorized, has not been
used (those that answered neither yes nor no to the first question),

IIl. Communities where developers have experienced difficulty in securing
performance bonds {those that answered yes to the first question).

IV, Communities which at one time or another have considered performance
bonding but which at present are utilizing other arrangements for the es-
tablishment of tangible physical improvements in new subdivisions,
(These are in addition to the cities and towns listed in Table 1.)

Except for the first question, the significance of the answers in the second
part also does not lie in their numerical distribution. Question one -- displaying
a ratio of twelve localities having no difficulties with performance bonding to nine
having some difficulties -- at least indicates that ‘the performance bond is a suc-
cessful device in nearly half the cases examined.But again, it is impossible to

make any valid generalizations on the basis of this ratio because of the small num-
ber of cases involved.

The most interesting and informative answers were found to question number
four, which dealt with local observations., Communities in all four groups re-
sponded enthusiastically and submitted plentiful illustrations. The information
presented below under each of the four group classifications for the most part con-

-8 -



sists of answers to question number four,

Group I. Communities where developers have experienced little or no difficulty
in securing performance bonds, A minority of the twelve communities in this
group made little or no personal observations on the bonding situation in their
areas. It is probably fair to conclude that in these instances the arrangement had
been working smoothly for some time. In a number of cases, however, amplify-
ing statements were made, as indicated. Further light will be cast upon these ex-
amples if Table I is referred to for information on the extent of subdivision activi-
ty in each area.

Long Beach, California - No comment.

Pasadena, California - No indication of any difficulty at any time. However, the
observation is made that 1952 was not a representative year.

San Mateo, California - No comment.

Santa Monica, California - This city has had very little experience in this field in
recent years for the reason that little or no acreage remains in the city. For the
same reason, subdivisions present very little risk to the subdivider or the bond-
ing concern, so that it may well be that this community has enjoyed a preferred
status. In any case, the planning director had not heard of a single instance in
which a bond had been refused. In the one case of subdivision in 1952, a certified
check was presented by the subdivider, a well-to-do builder, to expedite matters
and to save the cost of the bond.

Davenport, lowa - ""Housing has been in such demand that developers are certain
of selling their additions - hence no difficulty has been encountered in securing
bonds for any phase of building except in very extreme cases.' It is the opinion
of the planning engineer that in those few cases the developers had been denied
bonds because they lacked adequate security,

Portland, Maine - Portland requires the developer's bond for street (including
gravel), sidewalks and sewer construction, '""We have no knowledge of any develop~
er experiencing difficulty in obtaining a bond for a bond~approved development."

Flint, Michigan - No comment,

Dayton, Ohio - This is another instance where most of the subdivision activity in
the past year has taken place outside the city limits. Although the city plan board
has the responsibility of approving or disapproving plats within a three-mile jur-
isdictional area, the county planning commission is responsible for securing bonds
for all plats beyond the city limits. (See report of Montgomery County, Chio,. fol-
lowing.)




Inquiry was made of some of the engineers and developers who had worked on sub-
divisions within the city limits and none of them reported that they had had any
difficulty in securing bonds,

Montgomery County, Ohic -~ This area displays the highest rate of subdivision ac-
tivity of all the communities in our study. In this area alsc were posted the larg-
est number of performance or surety bonds. The planning director reported that
developers had experienced no difficuity in securing these bonds. In the course of
answering the questionnaire, this director conferred with local bonding companies
and reported the following observations:

"Local bonding companies find that improvement bonds are a very hazardous risk.
However, subdivisions that merely require sidewalks and streets are more read-
ily bonded than those subdivisions that require all improvements, i.e., sidewalks,
streets, sewers and water.

"The financial background and experience of the developer is important to the
bonding companies, Developers that have had good financial standing and have had
experience in putliting in improvements have a better opportunity to get bonded than
a developer with meager circumstances and little or no experience in developing.
Local bonding companies in the majority of instances require collateral as secur-
ity for the bond. In addition, bonding companies have required that a performance
bond be taken on the contractor putting in the improvements." :

"Local comments on improvement bonds are: 'They are definitely not a preferred
type of risk' and'they are a hazardous type of bond.'

"Recently the bonding companies have raised another consideration and that is the
area in which development is taking place. This consideration has arisen because
of the saturation of housing in certain areas of the county. As a consequence, the
companies will not bond improvements in those areas, '

Oklahoma City, Oklahoma - No comment,

Alexandria, Virginia - No comment,

Tacoma, Washington - No comment.

Group II. Communities where performance bonding, though authorized, has not
been used,

Ames, Iowa - The procedure now in practice in this city is to not accept the final
plat until improvements are installed and paid for.

Wichita, Kansas - In this city, neither completed improvements nor bonded
guarantee have been insisted upon prior to final plat approval, although one or the
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other is required, according to the adopted regulations, Currently, all utilities
and paving improvements are made on the basis of special assessments. The
planning director reports, however, that these improvements are not ordered in
unless there is sufficient building activity in the area to assure continuation of the
project. In cases where storm drainage problems occur within a development, the
city has required that the developer complete the necessary improvements prior to
final approval of the plat. The planning commission has from time to time
attempted to put the subdivision requirements into effect. However, it has, in the
past, been successfully argued that the requiring of performance bonds will limit
the field of development to large-scale operators. It has also been pointed out
that whereas the city can secure bonds at a 1 1/2% interest rate, the individual
must pay 4%. It is believed by a local observer that in the not too distant future
some change will have to be made in the current practice because the major por-
tion of the municipality's bonding power is now being absorbed by special assess-
ments,

Greensboro, North Carolina - Improvements in all cases of subdivision in 1952
were installed prior to final approval, A suggested arrangement on two develop-
ments now pending is for the developer to secure a performance bond from the con-
tractor which may then be assigned to the city.

Township of Mt, Lebanon, Pennsylvania - Although the subdivision ordinance per-
mits the township to accept bond in lieu of improvement, the township has always

required improvements, or petitions for them (to be paid by special assessment),
prior to issuance of building permits.

Greenville, South Carolina - Another instance of exiensive extraterritorial sub-
division activity. Although the requirement of making improvements prior to the
approval of the final plat is in the regulations, they do not apply outside of the city
limits and have not been enforced until the last three months.

Group III. Communities where developers have experienced difficulty in securing
performance bonds., It is in this group especially that the replies to question num-
ber four were complete and detailed. In some instances, respondents went to
considerable trouble to report accurately upon the performance bond market in
their communities and to document their replies with letters and specific illustra-
tions., Some made the request that the information they had furnished be handled
prudently, In order to pass on the lessons learned in these various places and, at
the same time, to observe the request for discretion, letters of the alphabet have
been used in reporting upon the cities and counties in this group.

A. "The bonding situation in A apparently began to 'tighten' about two years ago.
This may have resulted from the fact that prior to this time, the county was ex-
tremely lax in the matter of requiring subdividers to live up to contractual agree-
ments for subdivision improvements, Now the county takes a firm stand in this

matter, and requires the subdivider (or the bonding company) to fuifill the agree-
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ment. At the present time, a subdivider is generally required to produce liquid
assets before a bond will be issued to him. The type of improvements involved
does not appear to affect this situation .”

B. "Surety bonds only have been required by this board since August 1950." No
further comment.

C. "One developer seems to have had no difficulty. Another has, "

D. 'We have found the difficulty experienced by subdividers in obtaining perform-
ance bonds is due mainly to the red tape and delay the bonding companies have to
go through in getting progress reporis on the construction and in getting final re-
lease of the bond. The system we have worked out with the bonding company is as
follows: The bonding company sends the subdivider a letter asking him to fill out
a 'progress report.' If the work is all completed, he is instructed to send the
filled-out progress report to us. We refer it to the road engineer, or to the city
engineer for checking. After receipt of their statement that all improvements have
been installed satisfactorily, we are authorized to sign a progress report, thereby
releasing the bond and send it back to the company. Although this system seems
to be working beiter than the previous onhe, it is still rather cumbersome, and re-
sults in considerable delays at times."

E. "It is the view of the largest bonder (who issues four bonds out of six) that
ispeculators' are the only developers who need bonds. Subdividers bonded by this
company in 1952 are all natives of E, and are thought to be exceptionally 'depend-
able.' Agents declare, however, that reputation and 'family background' would
not be an important factor except in borderline cases., Largest bond made in 1952
was for a subdivision whose developers paid nothing to the landowner, their father,
until all houses were sold,

"Bonding agencies are extremely cautious in writing bonds to assure improve-
ments in new subdivisions, One agency must submit applications for such bonds

to its home office in City J for close scrutiny. Bonds apparently would be executed
more readily for curbing and sidewalks, say, than for street pavement or under-
ground utilities." '

F. "The practice in connection with required permanent improvements for land
subdivision in F has been installations by the proprietor, or in lieu thereof, pe-
titions filed for such improvements. These include pavements with curb and
gutters, sewer, water, sidewalks, street trees and street signs. Proprietor must
enter into an agreement with the city that no property will be conveyed unless it is
written into the conveyance that the improvements for which petitions have been
filed are agreeable to and approved by the consignee.

"If the proprietor elects to have the city install the sewers, the proprietor must
install certain temporary improvements such as graded streets and gravel or

stone surfacing after the sewer has been installed.
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"In practice, most subdividers prefer to have the city install the major permanent
improvements, but they want to put in street trees, street signs and temporary
roads themselves. It is for these temporary improvements that performance
bonds are requirad. In the first subdivision since 1946, there was some difficulty
in getting performance bonds. Corporate bonding companies still don't like to
bother with them. However, it is becoming less difficult and it is suspected that
bonding companies are furnishing the bonds because the local insurance and bond-
ing companies want them to. I think it would be quite another thing, however if
such bonds were to cover installation of permanent iinprovement mentioned.'

G. In the community of G, the planning director arranged for interviews with
two of the most prominent developers in the area who gave him information based
on their own experience in obtaining bonds and their knowledge of the experience
that other developers have had in trying to obtain bonds for subdivision improve-
ments., Following is a slightly paraphrased report of the interview with each de-
veloper:

Developer No, 1. 'This developer spoke from his own experience and supple-
mented that information by inquiring of other developers concerning the matter of
obtaining bonds to cover the cost of housing development improvements. He said
that it was virtually impossible for the average developer to obtain a bond, and

the only developers who find it at all possible are those who are quite wealthy and
have an outstanding reputation in the building industry. For the average developer,
the bonding houses require that he have as much collateral in the way of negoti-
able bond or first-class stock to cover the amount which they would write any bond
for the surety of the completion of improvements within a development. The con-
ditions to their bonding would be:

1. That there be a performance bond based on a given lengih of time for the
completion of the work.

2. That both the developer and the contractor would have to be bonded in
order to insure the risk,

3. That there be a maintenance bond on the improvements for a period of
three years.

An example of a developer considered wealthy was a developer in the area who is
estimated to be worth $2 or $3 million. The bonding company will write a bond
for such a person in the amount of $400, 000 or $500,000 without the same re-
quirements as those imposed upon the average developer, Generally speaking,
however, the developer whom I was interviewing maintains that it is virtually im-
possible for the average developer to obtain a bond, and that it is much better for
him to raise the money and deposit a certified check and provide for arrangements

with the municipality to release sums from this deposit as the improvements are
installed,"
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Developer No, 2. '"The second developer verified all the information that had
been obtained from the developer in the first interview. He gave me, in addition,
some personal opinions as to the reasons why bonding companies are hesitant about
issuing bonds on developments, This man happens to be a very close friend of the
head of the K insurance company, and learned from this insurance official that
their company has adopted the policy of not issuing any more bonds on develop-
ments. Apparently, it is rather hard to obtain from the official the reasons for
such a policy, but the developer is of the opinion that it is based upon the uncer-
tainty of the approval of subdivisions that are granted by rnunicipalities, which re-~
sults in the time in which the developer is able to carry the project to completion
being very uncertain, and in many cases, running from three to seven years,

"This developer, for instance, gave examples of two tracts of land he has that
have been held up by the municipality since 1946, because of a technicality for ex-
tension of sewer facilities into the tract. He indicated to me that he has had over
$70,000 tied up in this tract for that length of time, The subdivision for the tract
had been approved subject to the utilities being satisfactory to the town and the
town engineer, but the developer was never able to carry out the development be-
cause of the town's and the town engineering department's inability to arrive at a
decision to extend a trunk line sewer into the area.

"A second tract which this developer owns was approved by the planning board,
and he was then prepared to go ahead with the development. However, he has
been delayed three years on this project because of a state highway right-of-way
which, as proposed, will affect the project in some particular way.

""The developer believes that examples such as these are the reasons behind the
bonding company's opposition to bonding development improvements because of
the many various ways municipalities can delay the completion of a development
after it has been approved by the planning board. In many cases such action by
the municipalities has seemed purely arbitrary, The {ime element for completing
a project is one of the basic factors that concerns a bonding house.

"In answer to one of the questions, 'Is it easier to secure bonds for certain types
of improvements such as water, compared with sidewalks ?' the developer's ans-
wer was that it is easier to secure bonds for improvements which are the last to
be installed in the development, such as a pavement and curbs. Even when a de-
veloper can get 2 bond, the high rate of interest he must pay, plus the conditions
of requiring additional bond to cover the sub-contractor and a maintenance bond
for a period of three years, makes it extremely impractical even to conisder bond-
ing the improvements. This results in the developer having to deposit a large sum
of money in escrow in a bank which, in the opinion of the developer, is not good
business, and is extremely hard for the majority of the builders to comply with.
way :
"He indicated that the/_(}_ planning board has cooperated with the builder in per-
mitting a developer to deposit a certified check and release sums from this de-
posit as the improvements are made, is as good as any arrangement that he is
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aware of. The developer made the statement that in his opinion the bonding re-
strictions, plus the rather prevaleni arbitrary manner in which most urban muni-
cipalities treat a developer, has resulted in their going farther into the suburban
areas to find tracts in municipalities where such requirements are not in existence,
and there attempt to work out arrangements with the municipality for carrying out
a development,"

H. ''Do not believe the type of irnprovernent is considered. Depends on reputa-
tion of developer.”

I. In this community, performance bonds are not required in lieu of actual in-
stallation, but maintenance bonds are. The observation was made that ''water and
sanitary sewer bonds are not too difficult t{o obtain when the city water and sewer
department is involved, Street pavement bonds, on the other hand, are subject to
much question and scrutiny before issuance. Reputation is important, but a finan-
cial balance sheet is even more so, Local lumber companies often play an impor-
tant part in I with respect to subdivision development. They are the silent part-
ners in providing funds to the individual developer,"

Although the community of I was not able to include a provision for peformance
bonding in the subdivision regulations when they were adopted several years ago,
considerable investigation was made into that possibility at the time, The local
subdividers and home builders objected strenucusly to a performance bond provi-
sion and many of them stated that one of the reasons they were against the bond was
because they feltit would put them out of business, They also admitted that they
could not put up the security for the bond. Several of the local bonding companies
checked with their national associations and affiliates. After evaluating the local
subdividers, the local bonding companies indicated that they would want "blue
chip'' collateral in the greater number of cases, Ii is observed that the wisdom of
doing this was further emphasized by the information they received from other
bonding companies,

Our correspondent has made available some of the correspondence between the lo-
cal bonding company in 1, and their affiliated asscciation . Certain portions of
this correspondence have been extracted and paraphrased with the view to making
available information of especial interest. In all cases the identity and location of
the firms concerned have been disguised.

From local insurance agency L. -

"In accordance with our conversation some time ago, we made some
inquiries from our bonding companies as to the rates and require-
ments for furnishing a subdivider's or developer's bond, should the
I Planning Board pass such an ordinance. The M ¢asualty company

advised that they would consider each bond on the application and fi-

nancial statement of the principal; that the rate would be $15.00 per
$ 1,000 on the cost of the improvements for any term up to twenty-

four months, or less, ggg if bond actually guaranteed the actualcon-
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struction, it would have to be rated on the class of work to be
done; they consider them hazardous, and the experience of the
principal desiring the bond, as well as his financial position,
would be important."

The L agency then went on to say that they were enclosing a letter from N com-
pany, ;. who represented two or three big bonding companies. The portion  of the
letter from the N company stating its policy on performance bonds for new sub-
divisions is quoted below;

"We have contacted our bonding companies, and they have advised
that this type of bond is considered very hazardous because most
of the applicants required to furnish such bond are real estate
operators who, in order to sell the lots, must guarantee to the
municipality that they will put in the necessary improvements re-
guired, In cases of that kind, the principal on the bond has to
pay for all the cost of the improvements with his own money,
and it is, therefore, unlike contract bonds, because under the
latter the contractor receives payment for doing the work.

"The rate for this type of bond is $15.00 up per $1,000, based
upon the cost of the improvements,

"However, we wish to advise that none of our bonding companies
will accept this type of bond unless the real estate operators
or promotors own the property with no loan against it and who
have sufficient funds on hand with which to pay the cost of all
the improvements to be installed,"

The O insurance company, operating in an active area where municipalities had,
for a number of years, required the installation of improvements, and where, as
a consequence, there had been considerable experience with performance bond-
ing, also submitted their observations.

"The city and/or county will not approve the map for subdivision
until such a performance bond has been posted. Generally, they
set the amount of the bond in accordance with estimate of the en-
gineer of the city and/or county, plus 20 per cent, and this cost
is generally based on what the engineering department computes
that it would cost them to do the job. We have not had any ex-
perience where they have given any latitude to the subdivider be-
cause of any special arrangements or type of machinery which
he has available, Our practice has been to accept the figure of
the engineer as the price of improvement, and charge our premium
thereon,
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"Our underwriting of the last decade has been based primarily upon
funds for the cost of improvement being available before the bond
is written, and either placed in escrow or deposited as collateral
to be released as progress payments are to be made, except in
cases of highest caliber contractors., We have deleted entirely
from our underwriting the prospective profit anticipated from the
sale of lot and/or houses, even though commitments have been
made.,

"It has been the practice locally here over a long period of years to
take out these subdivision bonds and install improvements in certain
portions of the subdivision and then await receipt of proceeds of the
sale of that portion before progressing with the balance of the sub-
division improvements, and if this balance never materialized to
permit further improvements to lie dormant until it is called to
the public official bodies' attention.

"Our most unsatisfactory experience occurred in this vicinity in

the subdivision boom of 1927 and 1928 followed by the crash of 1929,
We found at that time many subdivisions started in the outlying areas
and then jist as soon as the bottom fell out of the price of real estate,
the work ceased, and nothing more was heard regarding the comple-
tion of the job maybe for a period of four to six years. Then some-
one who had acquired ownership of the land found that improvements
were supposed to have been put in prior thereto, and local sureties
improved numerous subdivisions in this vieinity."

A final letter of advice comes from P_company in a city located in an entirely
different part of the country from the previous writer, but which also has exper-
ienced a great deal of subdivision activity in the last three decades.

"We would like to call your attention to the fact that the law states that
in lieu of the completion of such work previous to the final approval
of the plat, the commission may accept a bond in that amount and
with surety and conditions satisfactory to it. Both in the city and
county, the commission requires a bond equal to 50 per cent of the
estimated cost of the improvements. The city estimates the cost
at $10.00 per foot for streets and $20.00 per lot for sewers. In
some cases the city constructs sewers; however, in many recent
cases the city has required the subdivision contractor to construct
sanitary sewers along with the other improvements.

"The home office keeps reminding us of the terrible experience which
they have on bonds of this type; however, we have discussed this
with the city engineer who has been in office for twenty-five years,
and not once during his term of office has the city ever made demand
on the surety company under one of these bonds. You will note that
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the contract states that the contractor will make all of the improve-
ments outlined, but there is nothing in the bond or agreement to
the effect that the contractor must pay for all labor and materials
in connection with the work.,

"In this section, the developer usually owns the land here, and makes
arrangement for the mortgage loan company for temporary financing,
which usually amounts to approximately 70 per cent of the FHA
guarantee, Arrangements are made so that the property can be
closed out in the name of the contractor in the event it cannot be
sold so that the final loan can be made and temporary financing
returned to the mortgage loan company., The permanent loans
cannot be made until all of the off-site improvements have been
completed."

Group 1IV. Communities where performance bonding has been considered, but is
not now in force. Other methods described.

In the following group of communities the proposal to provide for a performance
bonding alternative to actual installation was considered and discarded as being
inexpedient at that time. The reasons for the rejection of the performance bond
is given in all cases and a description of the method currently in force.

Little Rock, Arkansas - At the time of the adoption of the subdivision regulations
the local bonding houses expressed great reluctance to handle performance bonds
and recommended that this alternative not be included in the regulations. Of the
four plats recorded in 1952, three were approved in view of the past record of the
subdivider and on the basis of an oral agreement,

Baltimore County, Maryland - At the time that a bonding provision was under con-
sideration in new subdivision regulations, the member of the planning commission
charged with investigating this technique arrived at the conclusion that if a de-
veloper's credit was satisfactory he could borrow sufficient funds to enable him to
undertake an adequate section of his development; if not, he probably could not get
a performance bond anyway.

Baltimore County was the scene of considerable subdivision activity in 1952, with
a total of 125 plats recorded, comprising 4,607 lots. The average number of 37
lots per subdivision reflects the policy of permitting a relatively small proportion
of the approved preliminary plan to be submitted as a final plat, which is often
done in order to cut down the amount of tax deposit required of the developer.

Instead of performance bonds, Baltimore County requires a public works agree-
ment which involves the deposit of actual cash covering a portion of the prospect-
ive improvements., The deposit shall be in cash or certified check in amount equal
to the aggregate cost of the proposed work plus overhead charges. The amount of
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this deposit will be based on the following formula:
(A) Estimated principal deficit for water main extensions (if any).
{B) Estimated principal deficit for sanitary sewers (if anyj).
(C) Cost of water services,
{D) Cost of sanitary sewer house connections,
(E) Estimated cost of storm drains and connections.
(F) Estimated cost of curbs and gutters and street paving,

This agreement must be negotiated before the approval of the final plat by the
planning commission and the county roads engineer, The agreement covers water
mains and services, sanitary sewers, house connections, storm drainage facili-
ties, and the construction of roads or streets, When the public works agreement
has been approved, the developer can proceed with his building construction with-
out having to wait until all the public improvements have been installed, The plan-
ning director reports that with minor variations this public works agreement set -
up has been in effect for nearly five years, and in one only very minor instance,
involving a one street subdivision in which no houses had been constructed, has a
developer defaulted on his contract.

Sewer and water installations are accomplished through the Baltimore County Met-
ropolitan District which is really a sanitary district organized for this purpose,
The city of Baltimore furnishes water to the metropolitan district and provides
maintenance for the district's water distribution system. The district enabling
act empowers the county commissioners to fix an annual front-foot assessment

on all properties abutting on a water main, sewer or drain, for the purpose of
paying the interest and providing a sinking fund for the bonds issued. The act also
empowers and directs the commissioners to make charges for connections to the
water supply, sewerage or drainage systems. There are three arrangerents

that private developers may use. The act states that each new project shall be
self -supporting within a reasonable time after its completion, If estimates of the
expected revenues show that assessments and charges will not support the cost of
construction, the project cannot be undertaken unless the residents requesting the
extension of new lines agree to finance the deficit. Under the service extension
agreement, the developer deposits with the metropolitan district the full cost of
the utility extensions before houses are built in the subdivision., After the con-
struction of the utilities and houses, the developer is given a refund to the extent
that the project is self-supporting. calculated on the basis of the proportionate
cost of the utility for each property connected and normal assessment levied.

The second arrangement is often used when houses are partially constructed be-
fore utilities are installed. By this method the developer makes up any deficit
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resulting from the lack of sufficient normal revenue.

A third procedure enables developers to procure all public improvements under a
single agreement. After bids have been received on water, sewerage and storm
drainage, the developer deposits with the department of public works. the deficit,
if any, on water and se wage main extension s, plus the total cost of storm drains,
street paving, curbs and gutters. Formerly, the developer petitioned for the re-
turn of one-third of the cost of storm drainage and one-third of the cost of paving,
curbing and gutters upon completion of the project. Since January 1, 1953, how-
ever, the procedure has been modified so that the developer has to pay all of the
street paving costs with no eventual one-third rebate as previously allowed. The
county, however, now pays all the costs of storm drainage up to 48 inch drains
where conditions call for piping the surface water. Where conditions are suitable
for leaving an open channel, the county will require that the developer give up to
10 per cent of his property for adequate control of water courses. The county will
pay for anything needed above the 10 per cent.

Baltimore City, Maryland - The city of Baltimore likewise is obligated to work
very closely with the private developers in the paving of streets and the installa-
tion of water, sanitary and storm mains and sewers. The procedure in Baltimore
is outlined below, It should be noted that Baltimore is a very densely built-up
area with no new subdivisions reported for the year 1952.

A. Procedure for Paving of Streets in Builders Developments

1. Builder must make application to enter into agreement for street paving
where the builder and the City each pay 50% of the cost of paving.

2. After the agreements have been made, the bureau makes all necessary
surveys, draws plans and profiles and advertises contracts for bids.

3. When bids have been received, the builder's share of the cost is estimated
by the bureau, and the builder must deposit his share of the cost of the

work plus 10% for overhead in advance of the contract being let.

4, The bureau supervises the construction work and after final acceptance
the street becomes the property of the City and is maintained by the City.

B. Procedure for Installing Water Supply in Developments

A developer of residential property should make application with the
Bureau of Water Supply for the necessary water main extensions well
in advance of the time service is desired. Upon completion of the
bureau's plans for the installations, the applicant is required to make
a deposit of $1.50 per linear foot of main from the nearest existing
main to the most remote lot. This deposit is subject to refund at the
rate of $100.00 for each house erected within the limits of and supplied
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from the extension before the expiration of 10 years from the date of
the deposit, at which time the unrefunded balance becomes the prop-
erty of the City., Before actual work is started the streets must be
graded to within one foot of the grade officially established by the
City Surveyor,

C. Procedure for Installing Sanitary Sewers and Storm Water Drains in Builders'
Developments ‘

1. Builder must make application, asking the bureau to design sanitary
sewers to serve his development. He must furnish all pertinent data,
such as cellar elevations and corner stakes.

2. The bureau then makes all necessary surveys and prepares the plans at
no expense to the builder.

3. Builder must then arrange to have a bonded drain layer or master
plumber install the sewer at the builder's expense.

4. The bureau supervises the installations of the sewer, and after final
acceptance it becomes the property of the City by a previous agreement
signed by the builder. The bureau then maintains the sewers. The
bonded drain layers are bonded in the amount of $2,500.

5. The City pays for installation of all street drainage, but if a builder
creates a sump in an alley or in private property, he must then provide
the necessary drainage structures and connect them to the City drains
at his expense,"

Raleigh, North Carolina - At the time of drafting the subdivision regulations in
this city (1952) the planning commission interviewed bonding companies and found
that they would not issue performance bonds to any but the largest construction
companies with sufficient collateral, The idea was therefore dropped from the
regulations, The director reports that the best control is the fact that all builders
want to do business with the commission again; and because the commission can
withhold water connections and reimbursement, there has been little difficulty re-
garding the installation of improvements, The developer must install all improve-
ments, including water, sewer and paving. If he is inside the city limits, he is
reimbursed for water and sewer as tap-ons are made. He would not be reimbursed
if improvements were not properly installed. According to the local regulations,
no improvements are required unless water is desired. |

Austin, Texas - Sixty plats were recorded in this city in 1852, none of which con-
tained completed improvements or provided for performance bond prior to ap-
proval of final plat. In all cases, cash deposits were made to cover utilities only,
In 1846, when the regulations were adopted the planning officials discussed with
several subdividers and bonding companies the advisability of using a performance
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bond instead of the presently required cash deposit, and at that time it appeared
that the easier of the two ways was io use the cash deposit., The subdivision reg-
ulations are being re-studied at the present time with the goal in mind of requiring
more of the subdivider than is being done at the present time. One of the points
under consideration is that of requiring the subdivider to furnish a performance
bond covering the installation of water mains, sanitary sewer mains and/or sew-
age disposal, streets, drainage, paving, sidewalks and grading,

Manitowoc, Wisconsinn - Despite the fact that the platting regulations state that
certain improvements shall be made by the subdivider, in actual practice neither
the improvements ner a surety bond have been required., Currently, special as-
sessments are used for some improvements, but this is not completely satisfac-
tory because it takes quite a while for the public utility commission to amortize
its investment in a new subdivision. The director reports that he is of the opinion
that it is unfortunate that the regulations have not been enforced because, as a re-
sult, there have been unnecessary costs to the city and a considerable number of
premature subdivisions.

CONCLUSIONS

PLANNING ADVISORY SERVICE undertook this survey of experience with per-
formance bonds in part because of reports of dissatisfaction from several cities,
Examples of the dissatisfaction have been described in the comments quoted
earlier in this report.

Before we try to draw conclusions from the answers to this questionnaire, we
should recall the reasoning that led up to the use of the performance bond. Un-
bridled land subdivision as a get-rich-quick scheme has left ugly scars on nearly
every major city and many of the smaller cities in the United States.

We are apt to date the heydey of this ruinous speculation as of the twenties --
just before the great depression, Many of the dead subdivisions have revived
since World War 1I, and the outlook has improved. Yet, as most planners know,
there are still older subdivisions that lie as obstacles in the path of normal city
growth. In one city of 20,000 population, 10 per cent of the area of the city -~
50 per cent of the best residential topography -- is tied up in a dead subdivision
recorded in 1890, more than sixty years ago. Planners point out that dead land
can be brought back to life through urban redevelopment. This is an expensive
solution, and even though the recent Illinois decision gives strong support to the
legality of the use of .urban redevelopment funds for this purpose, the system of
"killing"' land through premature platting is not one that we want to perpetuate.

In short, cities have had long experience with uneconomic subdividing, and it

must be considered gross negligence if they fail to do everything within their
power to prevent it in the future.
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On the other hand, it has been the experience that no developer will investin
utilities, streets and other land improvements unless he feels relatively sure that
he can sell the property. The city can most simply and directly protect itself
from premature subdividing by insisting on assured land improvements. The per-
formance bond is one means of assurance,

The decision then must be made as to where the responsibility for land im=
provements should be placed -- with the city or with the developer., As it was al-
so pointed out earlier in the report, there is risk involved in land development,
The profit to the developer is payment for the risk he takes. It is illogical for the
government to assume the risk for which the developer receives payment,

If the government is willing to assume the risk in land development, then, of
course, there is no need for performance bonds or any other method of assuring
the installation of improvements. In actual practice, nearly all cities do assume
part of the risk, Few subdivision regulations include requirements for ail im-
provements and amenities that are needed in a completely developed urban neigh-
borhood.

In commenting on the performance bond then, we must assume that (a) the city
has responsibility to prevent premature subdivision s; (b) assured installation of
improvements is aproved method for carrying out this responsibility; and (¢) some
part or all of the risk should be assumed by the developers,

In the subdivision regulations examined & develeper is offered at least two,
and usually three options for meeting improvement requirements, In every case,
he is permitted to construct and install the improvements prior to final approval.
If this is done, there is no need for the type of performance bond discussed here,

In lieu of actual installation, the developer is permitted either to put in escrow
money to cover the cost of improvements, or to furnish a bond guaranteeing the
installation.

On the basis of our premises, the first alternative, complete construction of
improvements, is the clearest and simplest for the city to follow. But this may
require, in a large development, tying up a great deal of capital for a long time
before the developer gets back his first return, Complete improvement costs may
run from $1,000 to $2,500 or more per building lot, To reduce this cost of tied-
up capital to the developer, the other alternatives are offered,

The cash in escrow (or the certified check) requires the same amount of initial
cash as installation of improvements prior to approval, However, if it is adminis-
tered equitably, the city releases portions of the security deposit as work pro-
gresses, The city also gives full approval to the subdivision before the land im-
provements are installed, In this way, the developer is free to sell lots about as
rapidly as he gets them in shape to be sold. He is able to realize part of his pro-
fit as he goes along. His costs of development are not tied up until the entire sub-
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division is completed.

The final alternative is the performance bond. Under this method, theoretical-
ly, the developer buys insurance that the work will be completed. Here also,
theoretically, the developer is even better off because he deposits no money as se-
curity. The security is furnished by a professional bonding company.

In the first place, it should be pointed cut that although no statistical validity
has been claimed for the table in this report, over half the cities using perform-
ance bonds report no difficulties by the developers in securing bonds. From this
we must conclude that the performance bond procedure is workable, Any city in
which performance bonds are being proposed for the first time is not justified in
pushing it aside because of mere claims that it is unworkable.

On the other hand, we have cities in which there has been trouble. PLANNING
ADVISORY SERVICE is grateful to the several members from these cities who
have all done a lot to run down the source of the difficulty. The question becomes:
Is the difficulty inherent in performance bonds, or are there other reasons?

The complaint that runs like a refrain through the comments is that only de~
velopers whose assets are equal to the bond required are able to get a bond. How
general this is -- to what extent this is true in those cities reporting no trouble --
we do not know. However, it is not at all unreasonable for a corporaﬁan extend-
ing credit -- and that is what the bonding company is doing -~ to require security,

It may be that in some places, the bonding company is asking for excessive
security. But performance bonds are written principally by insurance companies,
operating with their customers' funds and under strict insurance laws, It is the
company's duty to make prudent investments. To compare, we find it also true
that an insurance company le nding money on a building mortgage -- without bene-
fit of FHA mortgage insurance ~- requires security equal to 150 to 200 or more
per cent of its loan. Even with FHA insurance, under the most favorable terms
conceivable, the value of the security is equal to or greater than the value of the
loan,

Obviously, what the fly-by-night developer would like to have is a chance to
get $100,000 credit with $10,000 security. Just as obviously, this is the type of
operation which has already gi ven us the vast areas of dead land we have in our
cities today.

As a corollary to the complaint against heavy security requirements, we have
the statement that the "little developer' doesn't have a chance, only the 'big de-
veloper'' can subdivide. To this objection, we must answer that the little develop-
er is "little'' because either (1} he is just beginning his career as a developer and
has no experience, (2) he has always been 2 little developer and has had no ex-
perience with large-scale developments, or (3) his large-scale developments have
not been successful enough to give him assets or credit acceptable to the bonding
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company, In any of the three cases he is turned down by the bonding company as a
poor risk,

It is unfair to assume that every small developer has disreputable motives .
when he asked to be allowed to expand. He is probably completely sincere in wish-~
ing to produce a creditable and successful subdivision. Nevertheless, it takes
more tangible assets than sincerity and good intent for a developer to weather
some of the adverse conditions that he may run into, Without security and exper-
ience, the small developer is a poor risk. If he wishes to become a large-scale
developer, he might grow into that position by easy stages, not by an overnight
jump.

The cost of a performance bond is cited as a disadvantage. The figure of
$15.00 per $1,000 is quoted. This is 1.5 per cent. An insurance premium of
this rate does not seem excessive, The developer must pass this cost on to the
ultimate purchaser of the lot, where it would increase the price of the lot $15.00
to $30, 00, Again, this does not seem excessive,

We might compare this performance bond premium with the cost of construct-
ing improvements under special assessment financing. In some areas, public
works can be financed by special assessment without penalty. However, in many
cities and states where special assessment bonds are not backed by the full credit
of the city, special assessment warrants and bonds are discounted heavily. Ten
per cent and even up to one-third are not uncommon discounts. Even at 10 per
cent, the cost to the lot owner of $1,000 in improvements is $1, 100, compared
with $1, 015, the increased cost due to the performance bond.

Before this survey was started one planner had asked whether or not there had
been a recent trend against performance bonds., The tabulation from the ques-
tionnaires does not indicate any recent concertied refusal by the bonding companies,
At the same time, some of the comments indicate that the availability of perform-
ance bonds is dependent upon economic conditions,

This is best illustrated by the comment received from Montgomery County,
Ohio:

"Recently the honding companies have raised another consideration,
and that is the area in which development is taking place. This
consideration has arisen because of the saturation of housing in
certain areas of the county. As a consequence, the companies will
not bond improvements in those areas,”

This reaction seems to be exactly the one we would wish to have, It is an auto-

matic functioning of the system to slow down development as the market for lots
becomes more speculative, The same controlling function of the market, in re-
verse, can also be interpreted from the experience in such cities as Santa Mon-
ica. Here, the supply of lots is short and quick sale is so nearly certain that no
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developer has any trouble getting a performance bond.

Finally, the returned questionnaires and comments led us to the conclusion
that there are local factors entering into the picture, Most important of these lo-
cal considerations is the local market indicated above. There also seem to be
sometimes prejudices regarding local and outside contractors.

In a few instances there are unfavorable opinions held by the bonding com-
panies regarding the action and faith of the local government. This certainly
merits attention .

In the first place we must not forget that the reason for using cash deposits
or bonds in lieu of pre-approval installation is to lessen the tie-up of funds. To
secure this advantage, the city must exert every effort to see that the developer's
funds and the bonding company's responsibility are released as rapidly as pos-
sible. Unless there is an honest effort to cooperate with the developer, there is
no reason to require the bond or escrow funds.

There must also be faithful and expeditious processing of subdivision approv-
al by the plan commission and the city council. This is an elementary considera-
tion in good government and needs no discussion. It is not possible, from the
little evidence we have, to judge the merits of the two cases quoted in City G .
However, we cannot blame the performance bond per se for the adverse opinion
a bonding company holds of an individual city.

To summarize the impressions we get from this survey:

Performance bonds in lieu of construction of improvements have proved
workable, The bonds are most easily obtained in those localities where the mar-
k et for new lots is gocd, and are most easily obtained by developers whose
credit is high and whose experience is good. Difficulty in getting performance
bonds is in direct prop ortion to the risk involved, either because of the uncer-
tainty of the market or the poor credit or lack of experience of the developer.
The performance bond does serve a useful purpose in reducing the cost of land
development, where there is the sensible requirement that subdivided land must
be improved. The bond serves to lessen the cost of tied-up capital, but it can
only do this if the city exerts every effort to expedite subdivision approval and
to release security promptly.
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