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Anti-Deficiency Laws in California 

By LEE KANON ALPERT AND MARK S. BLACKMAN
      
      As the real estate market slows, California is experiencing an increase in foreclosures. Some lenders are starting to see a repeat of the early 1990s: The real property, which secured payment of a promissory note, does not have sufficient equity to satisfy the debt.


      One way lenders may recoup their losses is by seeking "deficiency judgments" from borrowers following certain foreclosures. 


      The amount of a deficiency judgment is the greater of 1) the difference between the unpaid balance of the secured debt plus foreclosure and legal fees and the amount realized at the foreclosure sale, or 2) the "fair value" of the real property security (as determined by a court).
      Under California law, a number of rules limit a lender's right to pursue a deficiency judgment.
      
      Security-First Rule 
      Before a lender can seek a deficiency judgment on a secured debt, it must exhaust all collateral that served as security for the debt, usually one or more parcels of real property. If the sale of the collateral does not satisfy the debt, the creditor must overcome the following exceptions when seeking a deficiency judgment.


      Purchase Money Prohibition 
      A deficiency judgment cannot be obtained when a borrower defaults on a loan used to acquire and occupy a residential dwelling for four or fewer families. 


      This prohibition applies to all secured residential real estate loans used to acquire the property, whether as a first-position loan or as a secondary loan secured by a junior deed of trust. 


      This rule was enacted to achieve price stabilization in the marketplace where a property value was accurate when the loan was made but declined over time because of market forces.


      These provisions have a few exceptions. For example, a lender who makes an unsecured loan to acquire such property may try to recover funds. 


      Additionally, if the loan is for construction costs made at the time of acquisition of the property, a secured construction loan is not subject these anti-deficiency provisions. 


      Once a borrower of residential real property refinances the property, the borrower loses this anti-deficiency protection.


      Private-Sale Prohibitions 
      A deficiency judgment is generally unavailable when a lender, under terms of the mortgage or deed or trust, conducts a "nonjudicial" foreclosure sale.


      Nonjudicial sales are usually quicker, easier and less expensive than a judicial foreclosure (described later), but the lender may recover only the amount bid at the sale and no more. If more than one parcel of property is securing the loan, the lender may continue selling (foreclosing) until the debt is satisfied or all collateral exhausted (subject to credit bidding rules set forth in the California Civil Code).
      
      Judicial-Foreclosure Limitations on Deficiencies 
      Unlike a nonjudicial foreclosure sale, a "judicial" foreclosure allows for a deficiency judgment if the loan was not a purchase money loan. The sale, however, is a multistep process. A lawsuit is filed with the Superior Court, the court makes a determination that a parcel or parcels of real property may be sold to satisfy the debt, and, thereafter, the property is sold by a sheriff. Within three months of the sale, the lender must file a motion to determine the deficiency judgment and obtain a determination as to the "fair value" of the property.


      Unlike fair market value where a value is determined based on what a willing buyer would pay a willing seller in a nondistressed (property not in foreclosure) condition, the court may consider many other factors here, including clouds on title, zoning, market conditions and financing potential when determining a fair value. Prior liens against the property are deducted from any fair value amount because a buyer acquires the property subject to such liens and must pay them as they become due.


      Unlike a nonjudicial foreclosure, in a judicial foreclosure the borrower has a right to redeem the property after foreclosure. The borrower (who was unwilling or unable to make the mortgage payments) may recover the property for the amount paid by the successful bidder at the sale (the "redemption amount"). 


      Additionally, the borrower may continue to live on the property until the redemption period expires. The redemption period is three months if the amount paid at auction is sufficient to satisfy the debt and one year if the entire obligation cannot be satisfied. 


      In addition, if the debtor pays the redemption amount (redeems) on the property, the debtor will be required to pay the successful bidder for the debtor's use of the property from the date the sheriff conducts the sale until the date the successful bidder is paid the redemption amount. This is usually the reasonable rental value of the property.


      A judicial foreclosure is generally used only on commercial property and on refinanced residential real property. Before undertaking a judicial foreclosure, the lender must determine the collectability of the deficiency judgment; otherwise, the lender will end up with an uncollectable judgment.


      These anti-deficiency provisions, which were all enacted during the Great Depression of the 1930s, were designed to protect debtors from over-reaching lenders. Conservative institutional lenders usually require a sufficient equity cushion to protect themselves from market forces beyond their control when making their loans; however, some aggressive subprime and asset-based lenders tend to leave smaller equity cushions to protect their interests. In either case, when the real estate market declines and lenders are unable to satisfy the debts owed to them through foreclosure sales, deficiency rights become important. 


      The time to prepare for collection of deficiency judgments is at the time of loan inception. Both borrowers and lenders should consult with an attorney to obtain a full explanation of their rights and remedies following a mortgage loan default. 
      
      Lee Kanon Alpert and Mark S. Blackman, right, principals in the Encino law firm of Alpert, Barr & Grant, APLC, practice real estate, construction and commercial law.
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