#D=-312 5/7/80
Memorandum B0-42
Subject: Study D-312 - Creditors' Remedies (Exemptions as Applied to
Married Persons-—Redraft of Exemption Provisions)

Attached to this memorandum is a redraft of the exemption chapter
of the enforcement of judgments statute. Attempting to make the statute
work for a married judgment debtor or joint judgment debtors who are
married has been one of the most difficult drafting jobs the staff has
encountered. We have tried in this redraft to spell ocut the rights of
the spouses in more detail than in previous drafts. Please read the
statute with care, noting any problems vou see. We hope to approve the
statute at the May 1980 meeting for inclusion in the comprehensive

statute.

Purchase-Honey Judgment

Code of Civil Procedure Section 690.52 provides that property that
would ordinarily be entitled to an exemption is not exempt from enforce-
ment of a judgment recovered for its purchase price. The Commission at
the April 1980 meeting questioned the usefulness of this provision since
it may be difficult or impossible to get the levying officer to levy on
property that appears to be exempt even though the judgment is for its
purchase price, The Commission alsc requested the staff to check the
treatment of purchase-money judgments under the new Bankruptcy Code.

The exemptions provided in the new Bankruptcy Code apply regardless
of the nature of the judgment. There is no exception made for purchase-
money judgments. The staff has deleted the purchase-money exception

from the draft of the exemption statute.

Homestead Exemption

The scheme of the Commission's current homestead draft is to pro-
tect the debtor in the family home until the debtor sells the home or
until the equity becomes so great ($5100,000) that it should be forcibly
sold on execution. The amount of the exemption is substantially in-
creased over existing law so the ordinary debtor cannot be involuntarily
evicted from his or her home. When sale occurs, the debtor is given a
relatively small amount of the proceeds—-57,500--which the debtor can

use for housing or for any other purpose the debtor desires.



Under the Commission's scheme, the $7,500 proceeds exemption is
available without regard to any security interests creditors may have in
the home, Thus, if a person has a second trust deed on a dwelling and
the dwelling is sold on execution or is voluntarily sold by the debtor,
the judgment debtor will get his or her $7,500 even though this means
that the note secured by the second trust deed will not be satisfied in
full. The effect of the provision is that the security for the second
trust deed is reduced by $7,500. This provision would be significant if
there were a general decline in the market value of houses,

The general rule for other exemptions is that an exemption is not
good as against a security interest in the exempt property. The Commis-
sion departed from the general rule in the case of the homestead exemp~-
tion because of the unique nature of the homestead right and because the
amount of the homestead exemption on sale of the dwelling would be
substantially reduced under the Commission's recommendation.

One drawback te this homestead exemption scheme is that lenders may
be less willing to loan money based on the security of the family home,
and sellers may be less willing to carry secondary financing for home
buyers, than they would if the security interest were not subject to a
$7,500 exemption in the property that secures the loan. This presents a
basic policy issue——~whether the possibly adverse effect on the ability
to obtain credit is outweighed by the needs of the dispossessed debtor.
The staff is divided on this issue and believes that the Commission

should review it.

Time for Application of Exemptions

The Commission has previously decided that exemptions should be
determined under the law and circumstances applicable at the time the
judgment is sought to be enforced against property. There are cases
under the Contract Clause of the United States Constituticon indicating
that a contract creditor can be bound only by exemptions in effect at
the time of the making of the contract. However, it is the Commission's
belief that these cases can and should be challenged by statute.

The question remains: At what time is the judgment "sought to be
enforced against property'--the time the creditor impeses a lien pursu-

ant to an enforcement process, the time of levy, the time an exemption
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claim is made, the time of hearing an exemption claim, or some other
time? The time the creditor imposes a lien on property is adopted in
the current draft as the time the creditor acquires rights in the prop-
erty for exemption purposes. The time of the exemption hearing might be
a preferable time viewed from the policy of the exemption statutes,
which 1s to protect minimal needs of the debtor, On the other hand, is
it good policy to eliminate or reduce the creditor's rights by legisla-
tion enacted after the creditor has obtained a lien on the specific
property?

One important consideration in this decision is what the Due Pro-
cess Clause allows--does the creditor acquire vested rights by creation
of a lien on property so as to prevent retroactive application of sub-
sequent changes in exemptions? The answer to this gquestion is mnot
clear. See extract from W. Reppy, Retroactivity of the 1975 California
Community Property Reforms, 48 So. Cal. L. Rev. 977, 1047-52 (1975),

attached as Exhibit 1. Perhaps a more important consideration for our
purposes is what the creditors' lobby will stand for and what the debt-
ors' lobby will support. The Commission's effort to improve the wage
garnishment exemption to provide greater protection for low income
debtors with many dependents failed in the face of opposition from
creditors. The Commission should make a judgment on these issues before

proceeding.

Respectfully submitted,

Nathaniel Sterling
Assistant Executive Secretary
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A. THE LEXICON OF RETROACTIVITY CASES—THE MAGIC
TERMS “VESTED” AND “PROPRIETARY”

Unconstitutionality of retroactive application of legislation is ysually as-
serted on the basis of the due process clause of the fourteenth amend-
ment {or due process and just compensation clauses of the fifth a.menlcl-
ment where federal law is at issue) and any state constitutional equiv-
alent of the due process clause. The federal constitutional provision
against impairment of contracts has also been invoked in retroactivity

03583.213

But whichever of these constitutional provisions is asserted, the ap-
proach of the courts in cases involving constitutiopality of retroacuve

213. U5 Comsr. art. I, § 10; accord, Can. ConsT. art. 1, § 15, See Hochman,
The Supreme Court and the Constitwiionality of Retroactive Legislgtion, 73 Hanv. L.
REv. 692 (1960) [hereinafter cited as Hochman], and Slawson, Constitutional and Log-
istative Considerationts in Retroactive Lawmaking, 48 Cair. L. Rev. 216 (1960
[bereinafter cited as Slawson] for cases applying the federal clause. Retroactivity
cases decided under the state impeirment-of-contracts clause are not as pumerous. A
recent example is Frazier v. Tulare County Bd, of Retirement, 42 Cal. App. 3d 1046,
117 Cal, Rptr. 386 (1974). See also Coast Bank v. Holmes, 19 Cal. App. 3d 581, 37
Cal. Rptr. 30 (1971).

In cases involving purported retroactive application of statutes affecting English com-
mon law property brought into California, the privileges and immunities clause of U.S.
Const. art, IV, § 2, has been applied. See, e.g., fn re Estate of Thomton, 1 Cal. 2d
1,33 P.2d 1 (1934), However, in these cases the privileges and immunities clause be-
came an isspe because of an alleged taking of property at the time of a change of domi-
cile, not, as in retroactivity cases, at the time a new law is enacted and applied to pre-
enactment events or property, 1he privilages and hrmumties clause is not directly in-
volved in considering the validity of retrcactive application of the stantory changes that
becams sifective Tanuary 1 or July 1, 1975,
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application of statutes is basically the same:*1* if retroactivity is reason-
‘able under all the circumstances, no constitutional violation will be
found.

The analysis of reasonableness of retroactive application of a new
statute is essentially a broad, ad hoc weighing or balancing process.?!®
On the one side are: (1) whether reliance on pricr law by the party
affected by retroactivity was reasonable; (2) the extent of actions taken
by the party on the basis of such reliance, such as financial investments,
an irremeabie course of conduct, and so forth; and (3) the extent of
_ impairment or disruption of that investment or course of conduct result-
ing from retroactive application of the change of law. If reliance on
pre-enactment law was reasonable, investments of great value were
made on the basis of such reliance, and retroactive application com-
pletely.destroys the value of such reliance, the strongest case supporting
unconstitutionality of retroactive application of the change in the law
is made. On the other side of the balance the court weighs: (1) the
importance of social pelicies underlying the new enactment, including
the gravity of the social evil sought to be corrected; and (2) the extent
to which retroactivity of the new law, as opposed to prospectivity, is
necessary to achieve the legislature’s social policies. If a serious in-
justice that can only be eliminated by retroactive application of the new
~ law is found to have existed, the strongest case for constitutionality of
retroactivity exists.

214, For example, the opinion in Frazier v. Tolare County Bd. of Retirement, 42
. Cal, App. 3d 1046, 117 Cal. Rptr. 386 (1974), would not have been written any differ-
. ently had the due process clause been the constitutional provision cited to rather than
the impairment of contracts clause. See Hochman, fsupra note 213, at 6935; Slawson, -
pra note 213, at 221, '

215. The balancing test is well explained in the Influential article by Hochman, su-
pra note 213, Hochmaa's formulation has been followed in several Califormnia cases.
See Loop v. State, 240 Cal. App. 2d 591, 598, 49 Cal. Rptr. 909, 914 (1966}; Floumocy
v. State, 230 Cal. App. 2d 520, 532, 41 Cal. Rptr. 190, 198 (1964). Cf. Peterson v.
City of Minneapolis, 285 Minn. 282, 288, 173 N.W.2a2 353, 357 (1969). The same or
a similar “reasonableness® formulation of the constitutional standard in the United
States Supreme Court cases is found by aimost all scholars who have analyzed them.
See, e.g., Hochman, supra note 213; Slawson, skpra note 213; Smith, supra note 42, This
approach can readily be applied in community property retroactivity cases. See, .8,
Armstrong, “Prospective” Application of Changes in Community Property Control—
Ruie of Property or Constiturional Necessine?, 33 CaLiF. L. REv. 476, 495-96 {1945)
[bereinafter cited as “Prospective™ Applicaiivn], Knutson, California Cemmunity Prop-
erty Laws: A Plea for Legisiative Study and Reform, 39 S8, CaL. L. REev. 240, 268
(1969) [hereinafter cited as Kmrtson]; Note, Retrogetive Application of California’s Com-
mitnity Property Starates, 18 STan. L. REv, 514, 521-23 (1966) [hereinafter cited as
Rerroactive Application].



1975} COMMUNITY PROPERTY REFORMS 1049

If the impairment of pre-enactment rights is sufficiently severe,
no degree of public harm prevented by retroactive application of a
statute can constitutionally justify the impairment without compensa-
tionn.?'® Thus, if the scales on the first side of the balance are heavily
weighted by a strong case of injustice to the individual, the state usually
cannot tip the scales in its favor by even the strongest case of harm
to the public.

Especially in older cases, this broad inquiry with respect to reason-
ableness is often obscured by the language of the opinions. It is almost
as if the judges considered it unseemly for the law to be flexible, to
lack more firm rules governing retroactivity cases. What the older
opinions often discussed was whether vested or proprietary rights were
taken by a change in the law. If the labels “vested” or “proprietary”
were applied by a court, retroactive application of the new law was held
unconstifutional. However, studies of the clder cases make it clear that
in most of them the judges understoed that the terms “vested” and “pro-
prietary” were simply legal conclusions that attached only after reason-
ablepess of a retroactive change in the law was analyzed—at least in
the secrecy of the conference room. Instances where it appears that
the courts became mesmerized by the labels “vested” or “proprietary”
and plugged them in as a shortcut to analysis are few. Most contemp-
orary courts are quick to recognize expressly that the terms “vested” and
“proprietary” are nothing more than legal conclusions to be applied to
pre-enactment rights or expectations of a party only after anmalysis of
the reasonableness of retroactivity of an act under all the circumstances
.. comnvinces the court that retroactive application was indeed unreason-
able.??7 :

In California, the meaning of the term “vested” in retroactivity
cases became confused in 1966 after the decision in Addison v. Addi-
son.*'® The court there stated that some “vested” rights can be taken

216, See, e.g., Slewson, suprz note 213, at 249; Smith, supra note 42, at 241,

217. County of Los Angeles v. Superior Court, 62 Cal. 2d 839, 844, 44 Cal. Rptr.
796, 799, 402 P.2d 368, 871 (1965} (“describing a right as ‘vested’ is merely conclu-
sory"). See also Coast Bank v. Hoimes, 19 Cal. App. 3d 581, 594, 97 Cal. Rpir. 30,
37 (1971) (whether statute can be given retroactive effect does not rest on distinction
between procedure and substance but on whether statute aliers legal effect of past trans-
acticns); Estate of Gill v. Hagny, 19 Cal. App. 3d 496, 501, 96 Cal. Rptr. 736, 789
(1971} (whether rule of law is labeled substantive or procedural is not helpful in deter-
mining whether a statutory amendment constitutionatly may be given retrospective ap-
plication; rather it is its effect which is decisive of the question).

218. 62 Cal. 2d 558, 566, 399 P.2d 897, 902, 43 Cal. Rptr. 97, 102 (1965):
“Vested rights, of course, may be impaired ‘with due process of law’ under many circum-
stances.” '
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or impaired copstitutionally through retroactive application of a statu-
tory change of law by virtue of the state’s police power. No longer
does the term signify to California judges a conclusion that the rights
and expectations are such ihat, weighing all the circumstances, their im-
pairment by retroactive application of the new statute would be un-
reasonable. Rather, after the Addison decision in Califorpia, the term
“vested right” in retroactivity cases seems to signify that the party ob-
jecting to retroactivity has come forward with facts that put sufficient
weight on that party’s side of the scales that the court must engage in
the weighing process. ,

Because it is helpful to the analysis of retroactivity problems to
be abie to draw on conclusory terms that characterize a particular type
of retroactivity case, and since the term “vested right” has never had
a clear meaning in the law*'®—and in California now seems to mean
one thing in older cases and something quite different in contemporary
judicial opinions—a more discriminating retroactivity lexicon should be
developed. For purposes of this Artlcle retroactivity cases are char-
acterized as follows:

1. Freely Impairable

This term describes benefits, rights, or privileges (the label here is un-
important) that a party enjoyed under pre-enactment law which, by
their nature and in light of the history of legislative authority in this
country, must be viewed as subject to change and adjustment at the
discretion of the legisluture. Amy reliance on the continuation of pre-
enactment law by the objecting party is per se unreasonable. The
party has nothing, therefore, to place on his side of the balancing scales,
and retroactive application of the law must be held constitutional unless
it is so arbitrary and senseless in kght of the social purposes of the legis-
lature that it denies due process. What was described in Part I as
“privilege-regulating” retroactivity will usually involve freely impairable
rights of a party. For example, no American can reasonably believe,
when he purchases real property, that tax rates will remain at the then-
existing level. And even if a wealthy man without a will is incurably
insane, his uncle, as heir presumptive under a gradual system of
descent, cannot assume that the legislature wiil not, before the intestate
dies, convert to a parentelic system of inheritance in which a grand-
nephew would become the heir.

219. See Smith, supra note 42, at 231.
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2. Unimpairable

At the other end of the continuum of retroactivity cases from those in-
volving freely impairable pre-enactment rights are cases where injustice
to the objecting party is so apparent by retroactive application of the
law that no social policies of the legislature could constitutionally justify
the impairment of that party’s rights without compensation. A good
example of a violation of unimpairable rights would be a conservation
measure prohibiting the state from selling ccastal lands to private
parties. It is obvious that thousands of perscns claim coastal lands ua-
der chains of title traced back to patents issued by the state (or other
conveyances By the state), that such persons will have relied on their
titles being good, will have spent considerable funds purchasing and im-
proving coastal properties, and will lose their entire investment if the
new law is applied retroactively to upset ancient grants by the state.
There is no occasion for balancing of interests, and retroactive applica-
tion of the law must be held to deny due process. Retroactivity cases
involving unimpairable righis will be few and will usually involve what
I have termed property-taking and transaction-overtarning retroactivity.

3. [Impairable on Balance

This category probably embraces the bulk of litigated retroactivity
cases. For a right to be impairable on balance, there must be at least
some reasonable reliance by the objecting party on pre-enactment law,
some change of position by that party based on such reliance (e.g., a
contract is made, money is spent, an opportunity to act is foregone),
and some loss of benefits already cobtained or reasopably anticipated
resulting from retroactive application of the statutory change. On the
other hand, examination of these factors does not present a case of such
patent injustice that the harm caused to the objecting party by retroactive
application of the statute could not be oufweighed by the interest of
the state in the exercise of its police power to benefit all the people
by eliminating a perceived social evil. Thus the courts must balance
‘the harm to the objecting party against the gravity of the evil sought
to be corrected by the legisiature and the extent fo which retroactivity
of the statute is necessary to eradicate that evil™® This category of

220. 'With respect fo the importance of the latter considerntion, see Thorpe v. Hons-
ing Authority, 393 U.S, 268 (1969); Hochman, supra note 213, at 70102, In addition,
if the anticipated benefits from the action taken in reliance are themselves speculative,
if the action in reliance involved ne financial cost, or if the pre-cpactment law relisd
on constituted an “insubstantial equity,” the balance is weighted in favor of finding ret-
roactive application of the statutory change to be constitutiomal. I, at 717, 720, 725.
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cases involving rights retroactively impairable on balance will include
most instances of transaction-regulating retroactivity and some lﬂstanécs :
of property-taking and transaction-overturning retroactivity. A statute
prohibiting a creditor from seizing security after default without first
giving the debior an opportunity for hearing, even though immediate
seizure was permissibie under prior law and agreed to in the contract
between the parties, would be 2 good example of a case where balanc-
ing of interests is necessary to decide the constitutionality of applying
the law to pre-enactment debtor-creditor relationships.?* o

21. {oast Bank ¥. Holmes, 19 Cal. App. 3d 581, 97 Ca] I«_lptr. ip (1971), 15 a
receznt California case where the court for the most part appln?d the rea-s::ablen:nss test
to uphold transaction-regulating retroactivity. The s_tatute at issue apphedto b: u'actsm-
entered into before its enactment and gave some parties an additional remedy D" pmligd
iné that if there was an attorneys’ fees clauge fo; the benefit of one party 1t app.

" to the other as well.



