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Memorandum 96-21

Homestead Exemption: Proceeds Exemption

At the February meeting, the Commission postponed further action on the

homestead exemption recommendation and directed the staff to summarize the

policy issues for consideration at this (April) meeting. Senate Bill 1368, which had

been introduced by Senator Kopp to implement the Commission’s

recommendation, was put on hold, and the Commission suggested that Senator

Kopp should be free to use the bill for another purpose as he saw fit. (The bill has

now been recycled.)  Accordingly, the Commission no longer has a pending

homestead bill in this session, although Senator Kopp indicated his willingness

to attempt to pursue the matter this year if the Commission finalized its

recommendation in time to meet legislative schedules.

This memorandum summarizes the main policy issues and the opinions of

various interest groups. The preprint version of the Commission’s

recommendation that was approved last November is attached. The

recommendation was approved “subject to working out additional rules to

restrict the freedom to dispose of exempt proceeds from sale of a homestead.”

(November 1995 Minutes, p. 6.)

LATEST PROPOSAL

At the February meeting, the staff presented the following set of cumulative

changes that would be made to Section 704.720 to implement Commission

decisions to date (this would replace the section of the same number in the

attached recommendation):

Code Civ. Proc. § 704.720 (amended). Homestead exemption

SEC. 5. Section 704.720 of the Code of Civil Procedure is amended to
read:

704.720. (a) A homestead is exempt from enforcement of a money
judgment as provided in this article and is exempt from sale under this
division to the extent provided in Section 704.800.
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(b) The proceeds from a disposition of a homestead are exempt for the
purpose of purchasing another qualifying homestead under the following
conditions:

(1) If a homestead is sold under this division or is damaged or destroyed
or is acquired for public use, the proceeds of sale or of insurance or other
indemnification for damage or destruction of the homestead or the proceeds
received as compensation for a homestead acquired for public use are
exempt in the amount of the homestead exemption provided in Section
704.730. The proceeds are exempt for a period of six months after the time
date the proceeds are actually received by or become payable in an amount
certain to the judgment debtor, whichever is the earlier date except that, if a
homestead exemption is applied to other property of the judgment debtor or
the judgment debtor’s spouse during that period, the proceeds thereafter are
not exempt.

(2) If a homestead is voluntarily sold, or otherwise sold in a manner not
described in paragraph (1), the proceeds of sale are exempt in the amount of
the homestead exemption provided in Section 704.730 for a period of six
months after the date of sale.

(3) If a homestead exemption is applied to other property of the judgment
debtor or the judgment debtor’s spouse during the six-month period
provided in paragraph (1) or (2), the proceeds exemption terminates.

(c) If the judgment debtor and spouse of the judgment debtor reside in
separate homesteads, only the homestead of one of the spouses is exempt
and only the proceeds of the exempt homestead are exempt.

(d) The exemption of proceeds provided in paragraph (2) of subdivision
(b) does not apply to the enforcement of a judgment for child, family, or
spousal support, unless the judgment debtor has other obligations for child,
family, or spousal support and obtains an order, on noticed motion, that all
or part of the proceeds are exempt. In making this determination, the court
shall apply the standards provided in subdivision (c) of Section 703.070.

(e) Except as otherwise agreed by the judgment debtor and judgment
creditor, if an exemption is claimed for proceeds under this section, the
proceeds shall be deposited with the court, or held in a controlled deposit
account, subject to the judgment creditor’s lien. At any time during the
applicable six-month exemption period provided in subdivision (b), the
court shall, on noticed motion of the judgment debtor, make an order
applying all or part of the proceeds to the purchase of another dwelling that
qualifies for a homestead exemption under this article. Unless the judgment
debtor purchases another dwelling that qualifies for a homestead exemption
under this article during the six-month exemption period, the court, on
noticed motion, shall order the proceeds applied to the satisfaction of the
judgment.
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(f) The proper court for filing motions under this section is the court
where an application for an order of sale of the dwelling would be made
under Section 704.750.

Comment. Subdivision (a) of Section 704.720 is revised for clarity and for
consistency with other exemption provisions. See, e.g., Sections 703.010,
704.010, 704.020.

Subdivision (b) is amended to adopt as a general rule the exemption for
proceeds of voluntary sales under former Section 704.960 (homestead
declaration). Subdivision (b)(3) is generalized from the last clause of former
subdivision (b) of this section. See also Section 703.080 (tracing exempt funds).

Subdivision (d) is a new provision that implements the application of the
general rule on equitable division of exemptions in Section 703.070 in a situation
where the judgment debtor has multiple support obligees. Unlike the general rule,
however, subdivision (d) places the burden on the judgment debtor to file the
motion and seek the court order.

Subdivision (e) provides a new procedure for claiming the proceeds exemption
and restricting the availability of the funds to the purpose of acquiring a new
homestead. Accordingly, during the six-month period during which proceeds are
exempt, the money is held in a court account or other controlled account for the
purchase of another homestead that qualifies under this article. The judgment
creditor’s lien priority is preserved on the proceeds during the six-month period. If
the proceeds have been levied upon after they were received by the judgment
debtor, such as in a case where the debtor has deposited the proceeds in a deposit
account, the general exemption procedure following levy of execution is
applicable. See Section 703.510 et seq. The tracing rules in Section 703.080 apply
to determine the extent to which a fund contains the exempt proceeds from
disposition of a homestead.

Subdivision (f) specifies the proper court for proceedings under this section.
Revised Background Comment (1982). Subdivision (a) of Section 704.720

supersedes former Civil Code Section 1240 (providing for a declared homestead)
and former Code of Civil Procedure Sections 690.3 and 690.31(a) (providing for a
claimed dwelling exemption). Unlike the former provisions, Section 704.720 does
not specify the interest that is protected and does not limit the homestead in a
leasehold to a long-term lease; any interest sought to be reached by the judgment
creditor in the homestead may be entitled to the exemption. The homestead
exemption does not apply where a lien on the property other than an enforcement
lien is being foreclosed. See Section 703.010.

Subdivision (b)(1) provides an exemption for proceeds of an execution sale of a
homestead, for proceeds from insurance or indemnification for the damage or
destruction of a homestead, and for an eminent domain award or proceeds of a
sale of the homestead for public use. Subdivision (b)(1) supersedes portions of
former Civil Code Sections 1256 and 1265 and of former Code of Civil Procedure
Sections 690.8 and 690.31(k). The exemption for insurance proceeds was not
found in former law. But see Houghton v. Lee, 50 Cal. 101, 103 (1875) (insurance
proceeds for destruction of declared homestead exempt).

Subdivision (c) is new. The spouses may select which of the homesteads is
exempt. If the spouses are unable to agree, the court determines which homestead
is exempt. See Section 703.110 (application of exemptions to marital property).
Note that a married person may, after a decree of legal separation or an
interlocutory judgment of dissolution of marriage, be entitled to a homestead in
his or her own right, and this right is not affected by subdivision (c). See Section
704.710(d) (“spouse” defined) & Comment.
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The language in subdivision (b)(2) runs the six-month period from the “date

of sale.” The staff discussed other possibilities with a representative of the

California Land Title Association, but no clear improvement presented itself.

Using a more precise event, such as the date of the recording of the deed, has the

defect of not being directly related to the debtor’s actions.  In addition, the “date

of sale” language is the same as the existing rule under Section 704.960(a) in the

homestead declaration procedure. In practice, we doubt that it will be much of a

problem.

Code of Civil Procedure Section 704.720 has been revised to cover the

situation where the judgment debtor has received the proceeds from sale of the

homestead before the judgment creditor’s lien attaches to the home. This may

occur in any case where there is no recorded judgment lien and the creditor

levies on a bank account containing the proceeds of sale or insurance. The

protection of proceeds in such cases is consistent with the general rule under

Section 703.080(a) which provides that “a fund that is exempt remains exempt to

the extent that it can be traced into deposit accounts or in the form of cash or its

equivalent.” The general procedures for claiming an exemption under Section

703.510 et seq.  would apply in this situation — levy occurs, notice of levy is given

to the debtor, claim of exemption must be made within 10 days after notice of

levy, burden on the debtor to prove the exemption and trace the funds, etc.

The additional feature that is needed for the homestead proceeds exemption

is to hold the proceeds for purchase of another qualifying homestead within six

months. Accordingly, the court will need to order that the money be deposited

into court or held by the garnishee subject to court order, or paid as agreed by

the debtor and the creditor. This type of procedure may also apply where the

proceeds are still in escrow and the judgment creditor levies on the debtor’s

interest in the escrow account.

Where the homestead is subject to a recorded judgment lien, the goal has

been to make the exemption work with as little procedural complication as

possible. From our discussions of these issues with title company representatives,

it appears that the draft statute will work. The preliminary title report will show

judgment liens of record. The debtor-seller could try to reach an agreement with

the judgment creditor so that the lien can be released and the sale proceed. If an

agreement is reached, the title company or other escrow agent simply follows

regular procedures and obeys the escrow instructions. If no agreement can be

reached, then the escrow will not close until there is a court order or the parties
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finally do reach some agreement. At that time, after the exemption claim is

determined, the proceeds will be deposited in court or as otherwise agreed by the

debtor and creditor. This procedure provides more guidance than exists under

the current proceeds exemption applicable where there is a recorded homestead

declaration.

OVERVIEW OF POSITIONS OF INTERESTED PERSONS

Several groups have commented on aspects of the tentative recommendation

and later pre-print final recommendation, as well as meeting materials. The staff

has also discussed the proposals with various interested persons and met with

the State Bar Business Law Section Debtor-Creditor and Bankruptcy Committee

and representatives of the National Association of Consumer Bankruptcy

Attorneys. The following discussion summarizes the views of those who have

commented, as best we understand them:

California Land Title Association.

CLTA commented early on that it supported the concept of having one

exemption statute and the elimination of the homestead declaration procedure.

CLTA also indicated that this should be done only if the protections of existing

law were retained. The staff has been working on the assumption that CLTA is

essentially neutral on the substantive aspects of the proposal, but does not want

to appear to support a bill that would hurt the interests of debtors or creditors.

We have not had any further written communication since the original tentative

statement from Sandra L. Fuhrman. (See First Supplement to Memorandum 95-

64, Exhibit pp. 3-4.) We have had additional discussions with representatives of

CLTA as to technical issues and to attempt to find out what role homestead

declarations play in the real world. Based on these discussions, the staff

concludes that the latest draft of Section 704.720 as set out in this memorandum

would be acceptable to CLTA from a technical standpoint. In addition, we have

not been able to confirm from CLTA any examples of cases where a homestead

declaration has been effective to give cash proceeds to a judgment debtor against

a judgment lien.

Family Support Council

 The District Attorneys and the Family Support Council have commented

frequently and made a number of proposals, largely through John Higgins, who
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has attended several Commission meetings. The Council’s efforts have been

directed at preserving the collectability of support judgments against support

obligors who voluntarily sell homes that have been subject to a lien for support.

The Council would apparently prefer that the voluntary sale proceeds exemption

not be extended, but has accepted the proposal embodied in the recommendation

which makes proceeds subject to enforcement of support, but permits the debtor

who has competing support obligations to obtain a court order for an equitable

division of the proceeds. Discussions with Council representative have also failed

to uncover any cases where a declared homestead has been effective to enable a

judgment debtor to pocket exempt proceeds as against a competing judgment

creditor.

State Bar Consumer Advocacy Committee

 As the Commission may recall, the Legal Services Section was responsible for

reopening the homestead issue through a letter sent to the Commission in

response to a solicitation for comments on the decennial review of exempt

amounts which became SB 832 in the 1995 legislative session. (See letter from

Robin Leonard, attached to Memorandum 94-25, Exhibit p. 65.) At that time the

Section argued that there is “no reason to restrict the benefit of a declared

homestead … to those who file a piece of paper.… Because few borrowers/

homeowners gain any benefit from declared homesteads, there is no legal or

logical justification for preserving them.” In a recent letter, the Consumer

Advocacy Committee of the Legal Services Section also argues for retention of

the ill-conceived rule requiring satisfaction of “all liens and encumbrances” on

the property before it can be sold on execution. (See letter from Laura W. Kaplan,

Exhibit pp. 1-2.) However, if this aspect of the Commission’s recommendation

were removed, the Consumer Advocacy Committee would support the

recommendation in the form presented in the attached recommendation. (For a

discussion of the “all liens and encumbrances” feature, see the attached

recommendation at pp. 7-8.)

State Bar Debtor-Creditor and Bankruptcy Committee

The Commission’s recommendation did not garner any support from the

Debtor-Creditor Relations Committee when a summary of the recommendation

was presented to them by their Post-Judgment Remedies Subcommittee. (See

letter from Ignacio J. Lazo, attached to the First Supplement to Memorandum 96-
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9, Exhibit pp. 3-5.) The committee took no position, but statements from

committee members as reported were generally negative, without suggesting

what should be done. The staff met with the committee on February 29 to discuss

the recommendation and options for reform of the law. The committee made no

group decisions, but it would appear that they would not support repeal of the

voluntary sale proceeds exemption, although no one at the meeting could say

that they had any knowledge of the use of the exemption. The discussion was

fairly general and we have not had any further written communication.

National Association of Consumer Bankruptcy Attorneys

Ike Shulman, President of NACBA, informed the staff informally by

telephone on April 5, 1996, that NACBA could support a single homestead

exemption statute for non-bankruptcy debtors that would not require a

declaration. The proceeds exemption would be for the same dollar amount as the

exemption from execution sales. The proceeds exemption should be for an

unlimited period of time, but NACBA could live with a two-year duration — six

months is too short. The proceeds could be deposited in a controlled account so

that neither the debtor nor the creditor could reach it, but interest on the account

should be exempt to facilitate purchase of another home. The judgment creditor’s

lien priority should continue, but would not be superior to the purchase money

mortgage lien on a new home. The debtor should have the benefit of statutory

increases in the exempt amount, without regard to when the judgment creditor’s

lien attached to the home. A separate, clear, and simply stated exemption for

proceeds should be provided for Chapter 11 bankruptcy debtors in the same

amount. The procedures applicable to the state money judgment collections

exemption would not apply in bankruptcy.

California Association of Collectors

CAC opposes implementing a voluntary sale proceeds exemption in the

automatic homestead procedure. Ronald H. Sargis attended the February

Commission meeting and said that such a change would upset the present

equilibrium between debtors and creditors in the context of voluntary sale of a

home subject to a judgment lien. Consistent with everyone else, Mr. Sargis’s

remarks indicate that the existence of a homestead declaration is irrelevant to the

behavior of the parties and the outcome of negotiations between them. We can

assume that CAC would oppose any proposal to repeal the homestead
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declaration procedure if it implemented a new voluntary sale proceeds

exemption under the automatic exemption procedure. The elimination of the “all

liens and encumbrances” rule did not appear to be of much interest to CAC,

perhaps because CAC members are generally seeking to enforcing judgments in

amounts under $25,000 where it is not efficient to levy on and sell a homestead.

Other Groups

Correspondence received by Senator Kopp’s office from representatives of

senior citizens have expressed support for the general outlines of the proposal as

formerly set forth in SB 1368. We anticipate that there would be additional

support from consumer and homeowner groups once a bill was set for hearing.

STAFF CONCLUSIONS

Practical Effect of Declared Homestead Proceeds Exemption

We have yet to find any confirmation that the existing voluntary sale

proceeds exemption under the homestead declaration procedure is any more

than a paper right. None of the bar committee members, district attorney support

collection attorneys, bankruptcy attorneys, title company attorneys, bank

attorneys, or collections attorneys with whom we have spoken has confirmed a

single case where the statutory language providing the proceeds exemption has

worked. No one has even claimed to have heard of such a case. From the

evidence we have been able to gather — really a massive lack of evidence — the

only possible conclusion is that the voluntary sale proceeds exemption is

meaningless.

Nevertheless, neither the bar committees nor the NACBA representatives are

comfortable with the idea of just repealing the homestead declaration procedure

without adding a proceeds exemption to the automatic homestead and relying

on bankruptcy to preserve the debtor’s right to proceeds. The proceeds

exemption seems to have taken on an ineffable, mystical quality and is immune

from rational evaluation. From this perspective, any proposal to discontinue the

voluntary sale proceeds exemption is unacceptable.

Bargaining Position

In a typical case, when a person attempts to sell a home and the title company

discovers a judgment lien, it is up to the debtor and the creditor to work

something out. The creditor has to determine whether it is better to have some
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satisfaction now and permit the sale to proceed while the debtor has to consider

whether to bargain with potentially exempt proceeds in order to get the creditor

to give a release of the lien so the sale can take place. We are told by CAC that

this system works well enough, but predictably attorneys allied with consumer

or debtor interests discount this assertion, even though we have had no reports

of practical experience that questions the CAC assessment.

From all we have heard, the staff has concluded that the debtor’s bargaining

power is based on the threat of bankruptcy. Hence, repealing the declared

homestead would not have any effect on the balance of power between debtors

and creditors. As noted elsewhere, this elegant analysis, even though supported

by all of the factual information we have collected, has just not engendered any

support. The mystique of the voluntary sale proceeds exemption under the

declared homestead is too great to overcome with logic and facts.

So we are left with the other option of disturbing the reported equilibrium

between debtors and creditors by providing an automatic voluntary sale

proceeds exemption.

Amount of Exemption

NACBA would give the debtor the benefit of increases in the amount of the

exemption, the same as existing law provides the debtor with a prior recorded

homestead declaration. The Commission has thus far continued the general rule

applicable under the Enforcement of Judgments Law that exemptions are

determined under the law in effect at the time that the creditor’s priority is

established, e.g., when the judgment lien is recorded. This rule helps preserve

some of the balance between debtors and creditors. It also avoids creating an

incentive for creditors to levy on property in the face of an impending legislative

increase in homestead amounts.

Control of Proceeds

The latest draft for controlling proceeds during the exemption period seems

necessary to make the extension of the proceeds exemption palatable. Some

commentators would like longer periods (NACBA would have no time

limitation, but would accept two years) and some have suggested that six months

is too short to enable the debtor to purchase a new home. This is a judgment call.

The six--month period is existing law and that is why it has been continued in the

draft. To the extent that implementing the proceeds exemption in the automatic
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homestead exemption statute disturbs the balance between debtors and creditors,

keeping the exemption period down to six months helps to limit the disruption.

Conclusion

There is no way to form a consensus in this area. That is why we have the

confusing, inconsistent, and misunderstood bifurcated exemption statute in the

law today. Our best guess as to what has the best chance of success is reflected in

the draft in the earlier part of this memorandum — repeal the declared

homestead and implement a six-month, controlled account voluntary sale

proceeds exemption in the automatic exemption statute. Until the proposal is put

in bill form, however, and set for hearing so that the interested persons can get

together and work on language, we can’t tell how it will fly. But it is a sensible,

consistent approach that makes the minimal changes needed to achieve the basic

goal of unifying the homestead exemption statutes while preserving basic

protections.

As for the “all liens and encumbrances” rule, it is difficult to say what should

be done with it. Repeal is not essential to reforming the homestead exemption

procedures, but it is an irrational rule that favors irresponsible debtors and

would best be eliminated. On the other hand, some consumer advocates are in

favor of it.

Respectfully submitted,

Stan Ulrich
Assistant Executive Secretary
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