Legal Questions, Practical Solutions

How Do You Handle Non-Refundable Earnest Money?

by Jeff Pitcher, Esg., Fennemore Craig
as interviewed by Gayle Henderson,
CRS, GRI, ABR, RE/MAX Excalibur
Realty

Jeff, our question this month comes from
one of our readers, Sue Shapiro, from
Coldwell Banker. The whole issue of
non-refundable earnest money is more
prevalent in the luxury market and the
very term “non-refundable” brings forth a
myriad of issues.

. Wil you start with a brief
o Synopsisof the value of
“strong” earnest money?

. Earnest money, as you remem-
. ber from your contract law class,

represents “ consideration” as
one of the required elements of contract
formation. Many buyer representatives
feel that the smaller the amount
of the earnest money deposit, the
less financia exposure to the
buyer and, in concept, the better
representation of the buyer’s
interests. However, a*“strong”
earnest money deposit can also
be thought of as equally having the
buyer's best interestsin mind. A
strong earnest money deposit indicates
alarger-than-average deposit, perhaps as
much as 5-10 percent of the purchase
price. Thisis more commonly witnessed
in the luxury market. The value isvery
simply that strong earnest money demon-
strates seriousness of intent on the part of
the buyer and the ability of the buyer to
have sufficient funds to close the transac-
tion. In theory, this may lead to a buyer
getting ahome at alower price than the

seller might have anticipated selling.

If I may pursuethisfor a moment, why
could it result in a lower
Q/ pricefor the home?
When the seller and higher agent are
reviewing the elements of the offer, they
., aremost concerned about two
o issues: What are the levels of
risks? And how likely isthis
contract going to close? Strong earnest
money answers both of those questions.
Strong earnest money inhibits buyers
from capriciously walking avay from a
contract in escrow should they suddenly
find another property that they might like
better or decide, for whatever arbitrary
reason, that they don’t want to close on
this contract. In addition, strong earnest
money deposits demonstrate enough lig-

uidity to close the loan, a critical element
in the contract process.

L et’s move on to this more complicated
issue of “non-refundable”’
. €arnest money and its
e Meaning

when intro-
duced into the contract language.

How do |, asan agent, handle thisissue
when raised during negotiations?
Non-refundable earnest money should be
addressed very carefully. Many issues

BROKER +"AGENT magazine [118

arise with “non-refundable”
A: earnest money deposits. At

what stage in the contract does

the deposit become non-refund-
able (i.e., upon deposit or after the
inspection period)? What happens to the
deposit when it becomes non-refundable
(i.e, doesit get released to the seller or is
it held in escrow)? What are the exact
conditions that lead to “non-refundabili-
ty” (i.e, failure to terminate after inspec-
tion or default)? Why isit necessary and
how can it be counter-productive? Asan
agent electing to add this language to
your contract, you must be absolutely
precise and articulate and make certain
that you are not creating a fal se set of
conditions.

It sounds asif you feel that the use of

theword “non-refundable’
Q/ is something you should try
>_ toavoid in contract lan-

guage. Isthat true?

Yes. | believe that you raise the possibili-
ty of unnecessary problems by
* adding that language. If the
earnest money is said to be
“non-refundable’ you possibly
Create an ambi-
guity with
many of the
other contin-
genciesin
the con-
tract
and
false
expecta-
tions or false sense of
security on the part of the seller.
For example, if the earnest money
becomes non-refundable upon satisfac-
tion of the inspection, you would aso
have to address and modify the buyer's
rights to review and approve the
Homeowner’s Association documenta:
tions and the preliminary title report.
continued on page 51
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Another contingency that would need
to be modified is loan qualification. In
reality this doesn’t occur until several
days before closing when the buyer is
signing the documents and the lender
“funds’ the loan. Up until that
moment, the loan contingency is still a
factor. The contract language handles
numerous ways that a buyer’s actions
can lead to a “breach” in the contract
and subsequently put his earnest money
subject to forfeiture. Let the contract
do its work in the printed language.

How do lines 306-311
. affect thisissue of earnest
s Money?

Prior to recent contract revi-

A . Sions, the escrow company, as
o aneutral third party, would

rarely release earnest money without a
“mutual cancellation” from both par-
ties. Regardless of how blatant the
breach might have appeared, in order to
get the earnest money released, the par-
ties usually ended up splitting the
earnest money. That situation has
changed, and agents should make cer-
tain that the escrow company is com-
plying with these five critical linesin
the contract. In essence these five lines
are specific instructions, from both the
buyer and the seller, that should there
be a dispute regarding the release of
the earnest money, the escrow company
in its sole discretion, through interpre-
tation of the language of the contract,
may release the earnest money.

In summary, what would
. YOU suggest to agents
e regarding earnest money?

Don’'t create a false sense of security to

. the seller through your use of
o hon-refundable deposits.”

Encourage buyers to make

strong earnest money deposits.
Remember, sellers are most interested
in making sure there is a better-than-
average probability that the contract
will close and that the buyers will not
capriciously walk away from a situa-
tion where they have financially little
to lose. Strong earnest money is your
best bet. And from a buyer’s perspec-
tive, strong earnest money may result
in the buyer getting his price, because
the seller sees fewer risks than with a
buyer with weak earnest money. [J

The contents herein are not necessarily
the editorial views or opinions of
BROKER AGENT Magazine. You may be
able to have your views and opinions
expressed in a future legal column by con-
tacting the Phoenix publisher whose con-
tact name and information appear on the
Table of Contents page. E-mail your ques-
tions to gayle@AzmovingPlan.com
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Spectrum Financial Group, Inc. just became a Mortgage Banker. This now enables Spectrum to fund their own loans giving

them more control of the transaction providing better customer service. In addition, they are till able to act as a broker, offering a
diverse selection of loan products and thus “ Smart Mortgage Choices’ to their customers.

Spectrum Financial Group, Inc. offers the most aggressive compensation plans available for producing L oan Officers and experi-
enced L oan Processors. Our Loan Officers and Processors work as a team to provide excellent service to close loans on time.

In addition, we are growing! We have 47,000 square feet in three great |ocations across the valley.

At Spectrum Financial, most Loan Officers earn twice as much as the industry norm and most Processors earn two to three times
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Spectrum Financial!
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