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Inspection Contingency Issues in Residential Transactions Generally
Historically, lending practices have linked inspections to repairs.  The old PMAR form (and original versions of the OREF form), for instance, contained separate “repair” and “inspection” clauses.  Under these typical “required repairs” clauses, the seller pledged a sum certain toward repairs right in the offer.
  If the lender, based on an inspection, later required repairs greater than the sum pledged, the parties negotiated around the problem or the deal died.  The usual manner of negotiating around a financing repair problem was by generating a separate “repair” addendum.

Inspection clauses probably started as simple “right to inspect” clauses.
  Later, these clauses started to contain contingency language of one kind or another.  Initially, most inspection clauses contained a “material defects” contingency that allowed the buyer to terminate the transaction only if the inspection revealed undisclosed material defects.  

Having separate “required repairs” and “inspection” clauses made sense in a sales industry.  The contract presented to the unrepresented buyer by the seller’s agent favored the seller by limiting the buyer’s right to withdraw based on inspection and, at the same time, limited the seller’s obligation to make repairs to a predetermined amount set by the seller.  Thus, the contingencies allowed the buyer to escape only if a material defect was discovered while at the same time speeding up the transaction by anticipating lender needs.

The advent of buyer agency in the early 1990s changed the way inspections and repairs are handled.  It is to the buyer’s advantage to get the seller to complete as many “repairs” as possible. prior to closing.
  Simply put, the more repairs the buyer can get, the better the deal is for the buyer.  Thus, property condition focus has shifted from inspection for material defects and pledged lender repairs to open negotiation between buyer and seller over repairs to be done by the seller prior to close.  

Because repair negotiations have shifted from a lender issue to direct negotiation between buyer and seller, most real estate forms now contain some process to guide the negotiations.  To give the buyer bargaining power in these negotiations, inspection contingencies are now written as “buyer satisfaction” contingencies.
   A “buyer satisfaction” contingency,  depending on the wording, allows the buyer to “disapprove” of an inspection report, or at least to not “approve” it.  It is inspection approval or disapproval that raises the issue of contingent “releases.”

A contingent release works by coupling the buyer’s power to terminate the contract with some desired contract modification.  In the inspection context, the contingent release is used to demand repairs.  The buyer, having the right to terminate under an inspection contingency, threatens to exercise the right if the seller will not agree to make repairs. The buyer is, in effect, using threatened non-performance to demand seller price concessions in the form of repairs.
  It is the use of threatened non-performance that is at the center of inspection clause issues in Oregon.

Inspection Contingency Issues in Residential Transactions in Oregon
Conditional contingency releases came into vogue here in Oregon under a material defect inspection clause.  This is somewhat surprising because the buyer’s legal ability to cancel, and therefore their negotiating power, depended on evidence in the inspection report of a material defective condition.  This made the buyer’s actual power to cancel the contract very limited.
  Nevertheless, it became common in many Oregon transactions for buyers to send over a contingent inspection release proposing repairs.

The uncertainty and anxiety created by the use of contingent inspection releases under a material defect inspection clause probably had a lot to do with the development, in the late1990s, of buyer satisfaction inspection contingencies in Oregon.  Buyer satisfaction contingencies greatly increase the buyer’s ability to demand repairs by linking repair requests directly to termination rights under the inspection clause.
  This linkage removed the need for a separate required repairs clause.  It also, unfortunately, greatly complicated repair negotiations in Oregon.

In effect, linking repair negotiations to inspection report disapproval formalizes the old contingent release of an inspection contingency approach to repair requests.  Because the contingency is for inspection rather than for repairs, it requires for its operation  “disapproval” of the inspection report.  The “disapproval,” however, is not really about the report.  It about the seller’s response to the buyer’s request for repairs.  It is this disconnect which causes most of the problems associated with using inspection contingencies to drive repairs.

It is not necessary to make the request for repairs contingent upon “approval” or “disapproval” of the inspection report.  The relationship between the report and the repairs is strictly informational.  What is being “approved” or “disapproved” when the issue is repairs, is the seller’s response to the repair request, not the underlying information about the condition of the property.  What the buyer wants to approve or disapprove of is the condition of the property after the seller has agreed, or not agreed, to make repairs. Giving buyer’s the right to directly approve or disapprove of the seller’s repair response is not common in Oregon but is common in other states.

How Inspections and Repairs are Handled in Other States.

A good example of untangling repair requests from inspections can be found in the Arizona Association of REALTORS® purchase contract.  The contract uses an inspection clause that allows the buyer, within a stated number of days after acceptance, to have the property inspected and give written notice to the seller of any items revealed by the inspection that are “reasonably disapproved.”  On the notice form, the buyer specifies the inspection items “disapproved” and whether the buyer elects to immediately terminate the contract or give the seller an opportunity to correct the disapproved items (i.e., do repairs).   If the buyer gives the seller an opportunity to “correct,” the seller has five days within which to indicate what, if any, repairs the seller is willing to make.  If the seller refuses to correct any of the items disapproved, the buyer may, within five days, decide whether to cancel the contract or proceed with the transaction.

A similar  inspection and repair contingency can be found in the state mandated Colorado residential contract to buy and sell real estate.  The “Property Disclosure and Inspection” clause of the Colorado form demands a seller’s property disclosure and grants the buyer the right to inspect.  The disclosure and inspections must take place before the “Inspection Objection Deadline” established by the parties.
  

If, “in the buyer’s subjective discretion,” the physical condition of the property is “unsatisfactory,” the buyer can, at any time prior to the objection deadline, either give notice of termination or provide the seller with a written “Notice to Correct.”  The Notice to Correct contains a description of  “any unsatisfactory physical condition which the buyer requires seller to correct.” 

If no Notice to Correct or terminate is given, the condition of the property is deemed satisfactory to the buyer. If the Notice to Correct is given, the buyer and seller have until the “Resolution Deadline” established by the parties to reach “a written settlement.”  If no settlement is reached before the resolution deadline, the transaction terminates one calender day later “unless before such termination the seller receives buyer’s written withdrawal of the Notice to Correct.”

The Arizona and Colorado forms both use variations on the theme of notice of disapproval of specific items, followed by the seller’s response, followed by the buyer’s election of whether to continue. Because the buyer retains control of the decision to terminate, contingent approvals or disapprovals are not necessary.  Negotiation with the seller, therefore, takes place through a specific request for repairs with the buyer in control of the final decision of whether to terminate or go forward.



Recommendations
Although the present OREF clause establishes a “negotiation period” during which the parties are expected to negotiate over repairs, parties do not use the clause as intended.  Instead, depending on the office, most agents wait until the end of the inspection period and then send over a contingent approval or disapproval “addendum” that lists required buyer repairs.  This manner of proceeding is completely unresponsive to the language of the inspection clause which requires “unconditional disapproval” within the negotiation period.

Because the OREF clause is triggered by unconditional disapproval of the inspection report, there is no specific form the buyer can use to specify the items on the report which they want corrected.  Instead, the repair request is incorporated into the “disapproval” notice.  This is what leads to the continued use of contingent release addenda in Oregon.   Unconditional disapproval of the report transfers the termination decision to the seller.  Because buyer agents tend to do whatever they can think of to avoid that consequence, many of the repair addenda used in Oregon are completely unresponsive to the actual language of the inspection clause.

This contingent approval or disapproval problem can be corrected by creating a formal “Notice to Correct” procedure.  Instead of a “negotiation period,” the form could set a deadline for the buyer to give a “Notice to Correct” to the seller, or to terminate by disapproving of the condition of the property (not the report).  In this way, if the buyer does not terminate, the focus shifts from the inspection report to the seller’s response.  Because the termination right can be separated from the seller’s response to repairs, the right to terminate can be more limited than is presently the case.








The buyer’s loss of control over the termination decision is a consequence of using inspection “disapproval” as the triggering event for the contingency.  Once the contingency trigger for corrections is shifted to the seller’s response to the buyer’s request for repairs, there is no need for the buyer to disapprove of the report.  If the buyer requests repairs, it is, and ought to be, the seller’s response to the Notice to Correct that triggers the buyer’s choice of whether or not to proceed with the transaction.

All things being equal, the Arizona procedure is probably the easiest and safest for real estate licensees.  The procedures “fails safe” by preserving the transaction if the buyer fails to meet the notice and response deadlines. (A copy of the Arizona clause is attached.)  The Colorado form, on the other hand, “deal fails” if the buyer does not withdraw their Notice to Correct. (A copy of the Colorado form is attached.) As an added benefit, the Arizona clause expressly requires the buyer’s “reasonable” disapproval of items contained in the inspection report. This standard curbs buyer misuse of the clause while leaving the ultimate decision of whether to proceed or not in the hands of the buyer. (A copy of a recent article regarding the operation of the Arizona clause is attached.)

Attachments (3)

�The “repairs” clause appeared on the first page of the PMAR/OREF series of forms for many many years. It was quite separate from the “inspection” clause found later in those same forms.


�Commercial forms to this day often contain only a simple “right to inspect” clause with no contingency.  Instead, the buyer is given a separate general period of “due diligence” within which to decide whether to go forward with the deal or not.  North Carolina REALTORS®  use this simple approach in residential transactions by use of a separate “suitability” period during which the buyer can unilaterally terminate the transaction.


� Seller repairs prior to close allow the buyer to finance the repairs. It is for this reason that buyers prefer completing repairs rather than renegotiating the purchase price to cover the cost of repairs. 


�A “buyer satisfaction” contingency is one in which the buyer has the discretion to approve or disapprove of something.  Although the buyer must exercise the right in “good faith,” a buyer satisfaction contingency gives the buyer tremendous control over going forward with the transaction. 


�The legitimacy of using such a threat depends very much on whether you believe the repairs are necessary to give the buyer what they bargained for or are being used by the buyer to get more than they bargained for.  Buyer and seller often see the same repair request from these two very different perspectives.


�Indeed, the clause was intended to favor the seller.  Without a report showing a material defect, the buyer had no right to cancel the contract and, therefore, the demand for repairs was legally hollow.  That doesn’t mean a buyer couldn’t, and didn’t, trade on the seller’s desire to complete the transaction or the legal uncertainty.


�To counter the practice of contingent inspection releases, seller’s agents in parts of Oregon developed the “counter offer” theory of contingent releases.  Under this theory, the buyer’s attempt to demand repairs in return for releasing the inspection contingency amounted to a “counter offer” that if rejected by the seller ended the deal.  Although the theory lacked any serious legal merit, it did serve as a brake on the practice of demanding repairs in exchange for releasing the inspection contingency.  It also, however, resulted in uncertainty and anxiety on the part of buyers, sellers and their agents.


�It is interesting to note that under a material defect contingency, the seller is almost always given the unilateral right to demand a copy of the inspection report.  That makes sense because the buyer must show that the report raises to the material defect level required to trigger the buyer’s right to terminate.  When inspection contingencies are converted to buyer satisfaction, the need for a copy of the report is greatly diminished.  It is for this reason, no doubt, that the OREF form change from material defect to buyer satisfaction was accompanied by elimination of the seller’s right to demand a copy of the inspection report.   Within a year or two, however, the seller’s right to demand the report was back in the inspection contingency.  The return of the seller’s right to demand the report is a natural consequence of linking repairs to the right to terminate under an inspection clause.


�The form contains right on its front page a printed list of all “Dates and Deadlines” relevant to the transaction.





