CHAPTER III

SETTING YOUR GOALS AND OBJECTIVES

Initial Considerations:

As you may have gathered by this point, renovation is a very tricky and expensive
endeavor, especially if you will not or cannot take on many of the tasks yourself. Nonetheless,
property renovation can be quite profitable, regardless of who does the work. Assuming the
renovation candidate has not already been purchased, determine whether it will become your
residence, or just resold immediately upon completion (presumably for profit), as this inherently
should determine the potential scope of the renovation project.

My wife, who is far less mercenary than me, would suggest that utilizing a property as a
residence can justify many cost over-runs. Though I do not entirely agree on this point, she is
generally correct that long term appreciation will absorb the added cost, and it is far more
satisfying to have done the renovation job right, especially if you are planning to live in it.

With twenty-four years of renovation and new construction experience under my belt, I
believe that the decision as to what level of renovating you plan to take on should be very
heavily based on how much of the work you can and will do yourself. This single factor plays a
huge part in the cost of any project, especially when it comes to kitchens and bathrooms.

You may have gathered by now that I strongly advocate acting as your own general
contractor. Recognizing that general contractors typically work on a twenty to thirty percent
profit margin, you will save the cost of a luxury car, small boat or even four years of college
tuition for your kids by taking on this responsibility. This is not to say that acting as your own
general contractor is a picnic because it is not.

No matter how much the general contractor claims to be an instrument of your desires,
you wi || | ose some el ement of control
show up to do work when it is least convenient for you, like on the weekend you are having a
large barbecue. Then, there is the issue of escalating costs and you're not quite sure why. By
acting as your own general contractor, you have total control--for better or worse.

Acting as your own general contractor helps you build Up Your List of Subcontractors.
One benefit of paying the giant profit margin to the general contractor is that he insulates you
from some of the less-pleasant aspects of home renovation. The reality is that sometimes dealing
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with subcontractors can be a major hassle. But by dealing with subcontractors, directly, you
build up your Rolodex and get to know these people personally in the event you need them at a
later time (and you may meet some really great people, too). Also, because you have used the
plumber for a big-ticket job, he may be more amenable to showing up at an inconvenient hour
when you have a plumbing disaster! Our plumber drove twenty miles out of his way to ascertain
why our $650.00 showerhead fell; our cleaning lady forgot to tell us that she broke it while
cleaning.

Earlier, I stated that my subcontractors are generally paid by the hour. This stems from
my past experience that subcontractors who charge by the job utilize much higher hourly rates
for kitchens and bathrooms. This is based in part on the higher level of skill required for kitchen
and bathroom renovations, and the customer’ s
themselves.

If you have not renovated previously, consideration should be given to utilizing fixed
price subcontractors as it does help in controlling cost overruns. Should you go this route, be
very certain to have a clear written agreement as to the entire scope of the job, including
provision for the unexpected — the rotted studs behind the plaster/dry wall. Further, also have a
written agreement to cover changes and/or additions that you may want or that become necessary
—the cost to you for installing a desk in the out cove where the plans call for a pantry closet, or a
set of French doors in lieu of a window, etc.

When interviewing subcontractors, always look for the ones who are very detailed about
what skills they, themselves, bring to the table, when they can begin the job, how long it will
take them, how much of the job they can handle themselves (as opposed to how many and what
other subcontractors will be required), and how much they plan to charge. The guy who says he
does it all, does not. That subcontractor just knows how to charge. Do not let such
subcontractors work on your project. Shake their hand, count your fingers, and politely show
them the door. Also, be very weary of any perspective subcontractor who appears lost or
befuddled examining blue prints as this can be a strong indicator of inexperience. By the way,
there are only two types of contractors who are available for work immediately — the
incompetent and over priced. Do not use anyone who is available now unless they come with a
personal reference from someone you personally know.

Choosing The Property:



Regardless of the intended use for the property upon completion, the most critical factor
in choosing the renovation candidate is, of course, location, location, location I want to turn
your attention to the location of our case study home in Fort Lauderdale, Florida. It serves to
make my next point in the selection process - that you need to fully appreciate what can drive
values in a local market when purchasing property for renovation.

For example, in the Washington, DC metro a
enormous role in determining the value of a location. Inside the Beltway generally translates to
dollars; though, there are a number of additional factors that contribute, especially proximity to
the Metro (subway system), and of course, the neighborhood in which the property is located.
On the other hand, because Fort Lauderdale, Florida is the boating capital of the world, dockage
with ocean access translates to dollars, especially if there are no fixed bridges between a given
property and the ocean. Point in fact, virtually any water-front translates to money in your
pocket as the seller.

Most of the Fort Lauderdale, Florida marinas that historically provided dockage for
vessels under forty-five feet have been redesigned for yachts and mega yachts over the past five
years. Also, smaller marinas unable to make this conversion are now being sold as
“ d o ¢ umi—rindomisivin dockage. Even an undesirable dockage (slip), location sells for
$200,000.00 as of this writing. This fact in mind essentially meant that we were paying
$400,000.00 ($600,000.00 - $200,000.00), for a 2,114 square foot three level single family home
located ten minutes from everything. In October, 2005 (and before Hurricane Wilma), our
agreement to pay $600,000.00 compared very favorably, to competing properties and locations
despite the overall deplorable condition of our case study Fort Lauderdale home.

Numerous factors drive real estate values, two of them are related. Proximity to good
roads and/or public transportation are pretty big selling points. By the same token, while
proximity to either or both is desirable, the noise associated with either can be a major problem
upon resale. So, try to stay off of busy through streets, focusing, to the extent possible, on cul-
de-sac locations. Such locations are rarely available in urbanized areas. In these areas, focus on
streets where the likelihood of large truck traffic is minimal. Also, stick to narrower side streets
as that factor also reduces noise pollution significantly. In an urban area, however, never loose
sight of the importance of parking on or adjacent to the property. Parking will not only affect
long term appreciation and resaleability, but the lack thereof will make renovating unpleasant
and very expensive.

When renovating in a neighborhood geared to families, pay particular attention to the
schools. This is especially true when completing up-scale renovations because purchasers for



such properties will likely care about and want to know the reputation of the schools their kids
will attend. Conversely, selling to singles, young couples or empty nesters requires locations
close to entertainment — dining, movie theatres, shopping and the like.

Because the pioneers really do take all of the arrows, I have never believed in purchasing
property in so-called redevelopment neighborhoods. Select property in nice neighborhoods
where the homes are pretty well maintained. More recently, I have focused on areas that have
teardown potential —neighborhoods where the likely selling price of the property is twenty-five
to thirty-five percent of the value of a new completed home on the lot were the old home torn
down and a new one built. In such areas, the location of the land has become significantly
valuable, generally due to its proximity to good schools, transportation and/or employment
centers.

Probably the best articulation of a barometer as to whether to purchase in a neighborhood
was made by a radio talk show host and, at the time, chairman of the Temple University Real
Estate Institute, Jay Lamont. He essentially urged that if you do not feel comfortable walking
around the block in a perspective neighborhood at 9:00 p.m., you should not buy there because
others will have the same reaction and not purchase either. My experience has taught me that
borderline areas will almost always improve during real estate booms; however, gentrifications
often come to a grinding halt when the bubble inevitably bursts.

For a variety of reasons, I prefer to listen to the neighborhood before purchasing because
just looking does not always tell the story. This generally requires two or three visits —once
during the work day, once during either morning or afternoon commuting hours, and once during
daylight hours on the weekend. Listing to a neighborhood from inside a property and in both the
front and rear yards sometimes speaks volumes about the neighborhood and the immediate
neighbors.

For instance, the walk around the block test at 9:00 p.m. did not exactly leave either my
wife or me with a warm fuzzy feel when we initially looked at our home in Takoma Park,
Maryland. Nonetheless, the area was loaded with normal looking, non-threatening people
walking their dogs, mostly large protective dogs. At that time, we owned a large, albeit not very
protective, dog. During 2003, when we purchased this property, there were no signs that the real
estate boom was ending in Washington, DC; so, the neighborhood clearly deserved investigation.
Our weekday visit to the Takoma Park home really told the story.

Regardless of where you stood outside the property, the sound of home renovations
abound in virtually every direction. Further, during rush hour, the streets were not too busy, and



the neighbors typically did not drive old beat up cars. Takoma Park, Maryland also passed the
indoor listening test because the double glazed replacement windows filtered out most outside
noise from passing motorists. So, from a location point of view, the home in Takoma Park,
Maryland was a potential winner. Furthermore, though not prevalent, there were a few new
homes being built on tear-down properties in the neighborhood just across the creek from the
subject neighborhood.

Selecting the location of our case study home in Fort Lauderdale, Florida involved very
different criteria from Takoma Park, Maryland. For us, this would most likely be our personal
residence for the next eight years, when I am eligible to retire. Further, Cynthia simply does not
like moving. So, in our case, we needed to find a location that worked for us, a location where a
middle aged couple without children would feel comfortable. Also, because I do not drive, and
public transportation is very limited in Fort Lauderdale, Florida, it would have to be close to my
office.

The location of the case study Fort Lauderdale, Florida home is, like most situations in
life, somewhat of a compromise. In order to address transportation issues, and at the same time
purchase property with ocean access dockage, the case study Fort Lauderdale, Florida home
would necessarily require moving somewhere near the middle of Broward County, Florida.

Having previously lived in Fort Lauderdale, Florida from 1995 to 2001, I knew that we
needed to focus our house hunting expedition to areas along the New River as this body of water
flows right through down town Fort Lauderdale, Florida, and has minimal fixed bridges. From a
boating standpoint, it is a great location. The ocean is not too far, and because it is a few miles
away from the beach, the likelihood of serious damage from hurricanes is greatly reduced.

We ended up purchasing a home that, by all rights, should have been torn down.
Nonetheless, it is located on a cul-de-sac, three blocks from public transportation, and less than
three minutes from the Florida Turnpike and Interstate Route 95. My law office is a mere six to
ten minute drive from this location. It is located mid way between the two primary centers for
entertainment and shopping in Fort Lauderdale, Florida, and ten minutes from the airport.
Finally, the public schoolst hat serve the area are “A” rated.
premium | ocation from a boater’s point of vie
has tremendous appreciation potential once the real estate market rebounds.

The Selection Process:



After a perspective property meets location criteria, the next step in the selection process
is to determine the level of renovation that will be required as that ultimately leads to a decision
on whether to buy and at what price. Again, the intended purpose for purchasing is especially
critical at this juncture. For example, our Takoma Park, Maryland purchase was predominately
for resale as we planned only to live there three nights during the week (for two to three years),
in order to avoid our two hour one way commute from Washington, DC to our Harpers Ferry,
West Virginia home. Thus, this purchase necessitated purchasing a home that required, at best, a
no frills renovation. Further, the area is made up of starter homes; so, anything beyond no frills
would likely result in economic loss.

As an aside, this is the only time I entered into a bidding war. The Takoma Park home
was listed for $269,000.00, and the kitchen, two baths, heating and air conditioning (HVAC),
and twenty-three double glazed vinyl windows had been replaced. The house was originally
overpriced at $349,900.00 by the lady who had renovated it. The Montgomery county Maryland
public records reflected that she paid $241,000.00 for the property.

Initially, the realtor advised that four bids were coming in, and that she knew from
previous experience with me that bidding wars were out of the question. After pointing out that I
had already agreed that the house was worth somewhere around $300,000.00 given the then
current market conditions in the Washington, DC metro area, my wife convinced me to join the
party. We offered full list with a $2,000.00 escalator clause to $300,000.00. Within two hours
we were congratulated for successfully purchasing the Takoma Park, Maryland home for
$280,000.00, $40,000.00 below the realtor’'s p

What we purchased for $280,000.00 was a home in serious need of major landscaping
cleanup, a home with a seriously decrepit front door, a bad interior paint job and not one window
treatment. This house was an ugly duckling to say the least. In reality, what we purchased and
ultimately resold two years and one day after closing (for a net sales price of $386,000.00), was a
renovated home with potential on three fronts. First, purchasing just ten feet from the next door
neighbor to the south would yield a second $175,000.00 conforming building lot. Secondly,
purchasing the entire property to the south would yield one small $150,000.00 and one
$195,000.00 conforming building lot in addition to a nicely maintained three bedroom, two bath
$325,000.00 to $335,000.00 cape cod home. Thirdly, and with minimal neighborhood
gentrification and persuasion of the Takoma Park arborist, four very nice buildable single family
lots could be obtained. Having expended less than $4,000.00 to complete the renovation started
by the previous owner, and recognizing that we did not want to landlord Takoma Park, Maryland
from our new home in fort Lauderdale, Florida we sold the home for a very tidy net profit of
$73,000.00. Certainly, we could have held out for the potential big payoff by waiting to



purchase the home just to the south; however, I subscribe strongly to the theory that pigs get fed
and hogs get slaughtered. Remember, there is nothing wrong with leaving something on the
table for the next guy as this effectively induces him or her to purchase the property.

Selecting the actual case study property in Fort Lauderdale, Florida had some very
critical considerations. Most homes in the areas we were focusing on are no larger than 1600
square feet. While this certainly would work for us, personally, larger homes are more resalable,
especially to families. Unlike Washington, DC and Harpers Ferry, West Virginia, where real
estate taxes are comparatively lower, taxes on real estate are very high in Florida. Consequently,
in order to keep taxes as low as possible in Florida, it is essential to avoid renovations that
require building permits.

As a general rule, building permits are not required on interior renovations unless
structural modifications are made; most jurisdictions do require permitting for electrical,
plumbing and heating/air conditioning (HVAC) systems; though, these permits usually do not
translate to significantly higher taxes. Conversely, regardless of the jurisdiction, additions to real
estate are considered new construction, requiring permits. In such cases, count on increases in
property taxes predicated on these type of improvements. In South Florida, additions that add
square footage can result in greatly increased property taxes.

Having identified a specific neighborhood, it was necessary to locate our target
acquisition property. The neighborhood comprises cul-de-sac streets with canals behind most
homes to dock boats. Approximately 1,000 homes were built in the neighborhood between 1957
and 1963, comprising two ranch style, two tri-level and one bi-level models. The largest and
most desirable models are the two tri-levels. Our house, as you can see from photographs, is a
tri-level, and at 2,114 square feet, the third largest in the subdivision. Unfortunately, while it had
the square footage we were seeking, this home was in serious need of renovation.

In retrospect, I wish we had followed my original instinct and backed out of the purchase
once Hurricane Wilma hit because the storm damage made a bad situation much worse. My
second inclination, which should have been pursued as an alternate, was to tear the house down
and build new from the ground up. Nonetheless, we forged ahead into a massive renovation
during a time when procuring skilled workers and materials was virtually impossible. Having
gone through Hurricane Andrew in 1992, I knew that getting labor and materials, post hurricane,
would be problematic; and, for this reason, we should have backed out when the seller refused to
lower his price dramatically.



Lessons Learned:

There are a number of lessons to be learned from our Takoma Park, Maryland and Fort
Lauderdale, Florida acquisitions. First and foremost, because our goals were radically different
for each of these transactions, our tolerance for the scope of each project radically differed.
While we intended to reside in the Takoma Park, Maryland home, our motive, here, was
primarily to profit from the transaction. Conversely, our goal, in fort Lauderdale, Florida, was to
purchase a long term residence in a neighborhood that met our needs, and that would appreciate
during the next eight years. Were profit the primary motivation for purchasing, the case study
home would have been eliminated based on both its size and pricing.

From a size point of view, it is much larger than most homes in the neighborhood. As
such, renovations of larger homes cost more; however, a larger home generally does not sell for
significantly more than the average of the neighborhood. Because the Fort Lauderdale, Florida
case study home required major renovation in virtually every room,

The return on investment would be much lower than renovation of a home of average size for the
specific neighborhood. That is, more roofing, windows, exterior doors, siding, electrical,
plumbing, HVAC, tile and other floor coverings, drywall, interior doors and moldings are
required to complete renovations on larger properties. Furthermore, larger properties often
contain additional bathrooms. But, the selling prices for these larger properties simply do not
support these additional costs for improvements. The only exception to this rule applies when it
comes to bedroom (and certain minimally acceptable bathroom) counts.

For instance, we looked at acquiring a one bedroom, one bathroom home in Pompano
Beach, Florida. This 539 square foot home is being advertised at $139,000.00. A 1,200 square
foot three bedroom, two bath home recently sold for $235,000.00 in September, 2006. We
estimate that adding the additional square footage will run about 70,000.00, including holding
costs and all soft costs. While this may not make sense as a renovation for resale due to at most
a $6,000.00 net profit - $235,000.00 les eight percent for commissions and seller closing costs,
less costs for acquisition plus renovation of $212,000.00. Even at the asking price, someone
wanting to live there would pocket $25,000.00 in equity for their efforts. The interior of the
existing home needs virtually nothing, less than $1,000.00 of work. So, as you can see, there are
exceptions to every rule when it comes to renovation.

Looked at another way, our Takoma Park, Maryland home comprised 1,216 square feet
as opposed to 2,114 for our Fort Lauderdale, Florida case study home. Recall, in Takoma Park,
the big ticket items had been paid for by the seller; she simply dropped the ball on the finish
details which resulted in the huge reduction she incurred on the sale price. We estimate that



about $40,000.00 was expended in renovating Takoma Park, Maryland by the seller.
Conversely, we renovated virtually each and every room in Fort Lauderdale, Florida at a cost in
excess of $200,000.00; and, that amount excludes the kitchen. Based on my math, 1,216 square
feet at $44,000 ($40,000.00 plus our $4,000.00 for finish detailing), works out to a mere $36.18
per square foot as opposed to $94.60 per square foot for our fort Lauderdale, Florida case study
home. Though protecting against hurricane damage clearly added about $40,000.00 to
renovation costs, it accounts for only about $19.00 of the $58.42 per square foot for the
difference between the homes in Takoma Park, Maryland and Fort Lauderdale, Florida. So,
then, where did all of this money go!!! Unfortunately, we know, and so will you over the next
few chapters.

Do’s And Don’ts Summary:

Remember, the order of the below Iist is n
because I believe them more important. The®* don’ t s” wi |l |l save you mone
renovation money means making more money on resale.

“DON’ TS":

If you are an inexperienced renovator, do not pay subcontractors by the hour;

e Do not use any subcontractor who is available now unless they come with a personal
reference from someone you personally know;

e Do not select properties that suffer from noise pollution unless that location has
commercial value and commercial zoning can be obtained;

e Do not purchase property in so-called redevelopment neighborhoods unless you are
willing to live there yourself;

e Do not purchase property in neighborhoods in which you, yourself, would not reside-
walk around the block at 9:00 P.M.; and,

e To avoid financial loss, do not purchase property needing extensive renovations unless
you can and are willing to live in it upon completion, or know that cost overruns will not
render you financially upside down in the property.

1] D O ) S ” :
. If you are an inexperienced renovator, use fixed price subcontractors;
. When using fixed price subcontractors, be sure that the contract contains

provisions for how unexpected cost overruns and change orders are to be handled;



When purchasing property for renovation, do be very selective in picking its
location;

Do select quiet locations;

Do know who may ultimately purchase the renovated property — singles, empty
nesters or families — because that affects your choice of location;
Do look for stable neighborhoods, especially those where homes are being torn down and
new ones built;

Do listen to the neighborhood in which a renovation candidate is located because
you may not see everything with your eyes;

Do know your purpose for purchasing property that requires renovation —to live
in, to lease out or to flip;

Do look for properties where expensive renovation work has been professionally
started and/or completed; and,

Do try to purchase properties where your need to pull permits is minimal to keep
property taxes from increasing dramatically.



