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Foreclosures, short sales have consequences

IRS will want taxes on cancellation of debt

“If ya don’t pay, ya don’t stay”
goes the old saying in the mort-
gage business. And many in Lee
County are not paying, and
therefore not staying. Foreclo-
sure filings tripled from 2006 to
2007 in Lee County. And filings
this year will likely be higher
than last year. (An interesting
byproduct of this is that Lee
County courts and judges are
clogged with foreclosures, cre-
ating delays in all other types of
suits).

This situation is not going
unnoticed by the media.
Recently, national news publica-
tions reported that Cape

Coral/Fort Myers has the high-

est foreclosure rate in America,
with one in every 86 homes in
foreclosure, Indeed, most local
real estate attorneys, including
yours truly, have been inundat-
ed with foreclosure, short sale
and deed in lieu questions from
borrowers. This is understand-
able, since there are many tax
and legal consequences to fore-
closure, so borrowers in this
position should always seek
professional legal and tax help.
Unfortunately, though, there are
usually few “loopholes” or legal

“technicalities” available to get

a foreclosure suit thrown out.
This is not Hollywood.

But a borrower’s big question
is usually, “can the lender come
after me for everything I own?”
That concerns deficiency judg-
ments, and will be covered in
this article. But don’t forget the
IRS. It has far more power than

any lender.

A “deficiency” arises when
the fair market value of the
property is less than the loan
balance plus the attorney’s fees
and costs incurred in the fore-
closure action. If that is the
case, the lender can seek a
“deficiency judgment” against
the borrower. This is the “going
after” that so many borrowers
are so afraid of, Generally, in its
Motion for Summary Judgment
of Foreclosure, the lender wiil
ask the court to reserve juris-
diction for a deficiency judg-
ment. The lender then has 10
months from the date of entry
of the Final Summary Judgment
of Foreclosure to file its Motion
for Deficiency Judgment. If the
lender does file this motion, the
court will then conduct an evi-
dentiary hearing to determine
the amount of the deficiency
judgment against.the borrower.
Roughly, the court will calculate
the deficiency by subtracting
the fair market value of the
property as of the foreclosure
sale date from the outstanding
loan balance.

Of course, if the fair market
value of the property exceeds
the outstanding loan balance,
then there is no deficiency and
the lender would not be enti-
tled to a deficiency judgment.
(Note that the lender must have
gotten personal service of
process upon the borrower in
the foreclosure action in order
to obtain a deficiency judg-
ment). Interestingly enough,
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though, at present, most lenders
in Lee County are not pursuing
their rights to a deficiency judg-
ment, due to the time and effort
involved. But that may change.

No one knows what the
lenders will do in the future,

We only know what they can do
under the Florida law. And they
can pursue a deficiency judg-
ment if the property value is
lower than the loan balance.
the lender does get a deficiency
judgment, they can enforce that
judgment.and try to collect
upon that judgment like any
other judgment. Note that Flori-
da s a rather debtor friendly
state, though, so collecting on a
debt here can be tough.

There are alternatives to
foreclosure, such as deeds in
lieu of foreclosure and short
sales. A “deed in lieu of foreclo-
sure” occurs when the borrow-
er simply gives back the proper-

ty to the lender by signing and -

delivering to the lender a sim-
ple deed, via either a quitclaim
deed or a warranty deed. Such a
transfer may occur prior to or
during the pendancy of a fore-
closure lawsuit. The benefits of

deed in lieu to a lender are that

it avoids the cost, delays and

- risk of a full foreclosure, Deed

. in lieu benefits to a borrower

. are that it prevents a foreclo- .

. sure appearing on his or her

- credit report, and it may help

- avoid a deficiency judgment (if
. the lender accepts the deed in

lieu as a full satisfaction of the
mortgage, which most of them
do not).

But if there are any junior
lienholders (i.e, a home equity
line of credit (HELOC), a sec-
ond mortgage, HOA or condo
liens), then the lender will not
accept a deed in liey, since a
deed in lieu does not wipe out
those lienholders, whereas a
foreclosure does. And frustrat-
ingly, some lenders simply
won't respond to a request for a
deed in lieu for whatever
bureaucratic reason.

A “short sale” is where the
lender accepts less than the full
amount due for a payoff and
satisfaction of the loan. A short
sale is requested when the bor-
rower is “upside down” and the
loan balance exceeds the fair
market value of the property.
Note, however, that a lender is
not required to agree to a short
sale, just like it is not required
to accept a deed in lieu. But
short sales have exploded over
the last year. When the whole
mortgage meltdown started,
many lenders would not agree
to them. But some are coming
around now. Short sales can
also be frustrating, though,
because a lender generally will
not even discuss a short sale

unless the borrower is in
default, or the lender either
won't respond to a short sale
request, or takes forever to
respond, or some lenders will
verbally agree to something,
only to renege at the last
minute, or some lenders require
the borrower to fill out a
lengthy “work out” package,
wherein they request detailed
financial infermation that the
borrower may not want to give.
When short sales do go *
through, they can be beneficial:

The borrower sells the proper- -

ty, and he or she avoids a fore-
closure suit and the risk of a
deficiency judgment. But the
borrower’s credit will still take
a hit. And Uncle Sam will still
want his “cancellation of debt”
tax money. .

Of course, there are only two
things certain in life. Don’t
think foreclosures, deeds in lieu
and short sales are exceptions
to these certainties. But every-
one’s financial and tax situation
is different. A borrower should
seek the advice of a CPA if they
are facing a foreclosure or one
if its alternatives. Generally, the
IRS treats “cancellation of
debt”, whether via a foreclosure,
deed in lieu, or short sale, as
income, to be taxed at the bor-
rower’s tax rate.

The lender is supposed to
send the borrower a 1099, and
the borrower is supposed to
report to the IRS the de facto
“income” that the borrower
received from the foreclosure,
deed in lieu, or short sale. The
IRS calculates cancellation of

debt “income” similarly to how
a court calculates a deficiency
judgment: By subtracting the
fair market value of the proper-
ty as of the foreclosure sale date
from the outstanding loan bal-
ance. The difference is the
“income” to the borrower.
However, the borrower won't

 be taxed on this income if: The
" borrower discharges the debt

through bankruptcy, or if the

" borrower is defined by the IRS

as “insolvent” at the time of the
cancellation of debt, or, effec-
tive December 2007, if the loan
was on a primary residence,
and the loan was taken out to
“buy, build, or substantially
improve” a primary residence.
The last exception phases out
after 2009.

See IRS publications 982 and
544 for more information. They
are available at wwwIRS.gov.
Or, the borrower may be able
to show some losses to offset
the cancellation of debt
income. Again, a borrower
should see his or her CPA.

How we got to this mortgage
mess has been well document-
ed by others, so there is no
need to get into that here. But
cheer up. This is beautiful
Florida. We all want to live
here. Everything is cyclical.
Things will turn around. And
when things do turn around,
we will still be standing, if not
prospering.

— Edward W. “Ned” Hale is a
real estate attorney in Fort
Myers. You can contact him at
931-6767.
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Florida’s judicial foreclosure policy

requires lawsuit be filed by lender

A few weeks ago in this column, I dis-
cussed some of the alternatives to fore-
closures, such as short sales ahd deeds
in lieu of foreclosure. But what happens
if a borrower simply cannot or will not
pay his or her mortgage, and he or she
cannot work out a short sale or a deed
in lieu of foreclosure?

Remember that lenders don’t want to -
have to foreclose. They are not in the -

business of owning property. They are
in the business of lending money. They
want that money back; not the property.
But foreclose they will if they don’t get
paid back.

(And of course, a borrower’s credit’

report is hit hard by a foreclosure).

Florida is a “judicial foreclosure
only” state. In other words, to foreclose,
the lender must file a lawsuit against the
borrower in the circuit court in which
the property is located. (Some big
states, notably Georgia, California,
Texas, and New York, allow non-judicial
foreclosure in some instances. But not
Florida). Foreclosure is started by the
lender sending the borrower a demand
letter to pay once the borrower falls
behind in payments. Usually the bor-
rower has 30 days to cure the default.
Some lenders may work with the bor-
rower by giving the borrower more
time to pay, or even reducing the
monthly payment. Some lenders,
though, will never return calls.

The options can vary greatly from
lender to lender. If the borrower can’t
work it out with the lender, or if the bor-
rower doesn’t want to work it out, the
lender will eventually foreclose. The
lender files a foréclosure complaint in
the circuit court in the county in which
the property is located. The suit must
be filed in that county, not the county in
which . the borrower resides or the
county in which the lender is headquar-
tered. The foreclosure complaint is the
“suit.” The lender will also record a “lis
pendens” in the public records of the
county in which the property is located,
which tells the world that the property
is in foreclosure. The lis pendens cuts
off the rights of any lienholder or other
party who records its lien or document
after the date of recording of the lis pen-
dens. The lis pendens is a very powerful
litigation tool It “ties up” the property
so that the seller cannot sell it until the
lis pendens is released. The lender must
join any junior lienholders (i.e., holders
of HELOC’s or second mortgages) in
the foreclosure action. Otherwise, their
interests will not be “foreclosed,” or
wiped out. The lender must try to get
personal service of process of the sum-
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mons and complaint on the borrower
and all other defendants. Note that it
must get personal service of process on
the borrower in order to eventually be
granted a deficiency judgment. If the
lender can't get personal service of
process after diligent effort, it can do
service of process by publicatios, by fil-
ing a Notice of Action in a local newspa-
per, once a week for four consecutive
weeks.

If the borrower is personally served,
the borrower must file an Answer and

.Affirmative Defenses with the court

and the lender’s attorney within 20 days
of being served the foreclosure com-
plaint. The borrower must admit or
deny the allegations contained in the
complaint, and state  why the foreclo-
sure should not be granted. But in
today’s environment, most borrowers
have little to no legitimate defense. If
the borrower does not file an answer
within the 20 days, he or she risks being
defaulted, which means he or she essen-
tially loses the case. Also, if the borrow-
er is defaulted, the lender’s attorney is
not required to mail to the borrower
any subsequent information from the
court or the case. Obviously that is a
huge disadvantage to the borrower,

‘because he or she will not know when

and what documents are being filed in
the case, nor will the borrower know of
hearing dates or locations. So the bor-
rower should always file some sort of an
answer.

Assuming no other motions are filed,
the lender will then file a Motion for
Summary Judgment, which says, in
essence, “the borrower has not paid, the
material facts are not in dispute, and I
am entitled to a Summary Final Judg-
ment of Foreclosure as a matter of law.”
(The Motion for Summary Judgment
usually asks the court to reserve juris-
diction to award a deficiency judgment.
But again, presently few lenders are
seeking deficiency judgments). The
lender sets the hearing on the Motion
for Summary Judgment, and sends a

notice of the hearing date, time, and
place to all parties who have filed an
answer. At the hearing, the judge will
usually grant the Motion for Summary
Judgment, unless he or she believes that
some material facts are in dispute; in
which case the judge sets the matter for
a non jury trial (no right to a jury trial in
a foreclosure case). Assuming the judge
does not believe any material facts are
in dispute, he or she then signs the Sum-
mary Final Judgment of Foreclosure,
stating the amount owed under the
promissory note and mortgage, plus
past due amounts, court costs, and
attorney’s fees, and setting the property
for foreclosure sale. The foreclosure
sale is ordinarily held within 20 to 35
days after the Summary Final Judgment
of Foreclosure is signed. A Notice of
Sale must be published once a week for
two consecutive weeks in the county in
which the property is located. The
Notice of Sale identifies the property to
be sold and states the time and place of
the sale. The property is then sold at the
sale to the highest bidder for cash.

In this market, with foreclosed prop-
erties containing little or no equity, the
highest bidder is usually the lender.
The lender ordinarily bids the amount
contained in the Summary Final Judg-
ment, plus a nominal amount, such as
$100. The lender can do this because it
gets a credit towards its bid equal to
the amount due under the Summary
Final Judgment. Immediately after the
sale, the clerk of court will issue and
file a Certificate of Sale, which identi-
fies the winning bidder. The borrower
has a redemption right and may stop
the foreclosure sale at any time before
the filing of the Certificate of Sale by
paying off the amount contained in the
Summary Final Judgment. Objections
to the sale must be made within 10 days
from the date of issuance of the Certifi-
cate of Sale. If there are no objections
and 10 days have elapsed, the clerk
issues the Certificate of Title to the
winning bidder, and disburses the sale
proceeds (if any) as per the Summary
Final Judgment. The Certificate of
Title acts like a deed, and it conveys
title to the winning bidder. The new
owner is entitled to immediate posses-
sion of the property.

If the borrower or tenants are still in
the premises, the new owner is entitled
to a writ of possession, usually without
having to file a new eviction suit.

— Edward W. “Ned” Hale is a real estate
attorney in Fort Myers. You can contact
him at 931-6767.
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Lenders don't seem to be pursuing deficiency judgments

BY NED HALE
Special to The News-Press

A few months ago, I ran into
an attorney in the hallway of the
Lee County Courthouse. This
attorney represents many
lenders in foreclosure actions. I
asked him if lenders were seek-
ing deficiency judgments
against borrowers in foreclo-
sure suits.

“None of the lenders I repre-
sent are, Not a single one,” he
replied. When I asked him why
more lenders were not seeking
deficiency judgments, he
replied with a less than flatter-
ing comment about the compe-
tence of bank executives.

Fast forward to a couple of
weeks ago, when 1 heard anoth-
er such active foreclosure attor-
ney state in open court in a fore-
closure hearing that only one
major institutional lender is
currently seeking deficiency
judgments in this county, and
that lender was only seeking
them in foreclosure actions
involving investors in Cape
Coral vacant waterfront lots.

In a foreclosure suit, a “defi-
ciency” arises when the fair mar-
ket value of the property on the
date of the foreclosure sale is less
than the outstanding loan bal-
ance plus the attorney’s fees and
costs incurred in the foreclosure
action. In plain English, it is
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roughly the amount that the bor-
rower is “upside down.” In such
cases, the lender can seek a “defi-
ciency judgment” against the
borrower. This is the “going
after” that so many borrowers
are so afraid of. In order to seek
a deficiency judgment, though,
the lender must follow strict pro-
cedures. Specifically, the lender
has one year from the date of
entry of the final summary judg-
ment of foreclosure to file its
motion for deficiency judgment.
If the lender does not timely file
this motion, then it loses its
rights to seek a deficiency judg-
ment if the borrower files its own
appropriate motions.

" If the lender does timely file
its motion for deficiency judg-
ment, the court will then con-
duct an evidentiary hearing to
determine the amount of the
deficiency judgment against the
borrower. The court will calcu-
late the deficiency judgment
amount by taking the outstand-
ing loan balance plus the attor-

ney’s fees and costs, minus the
fair market value of the proper-
ty as of the foreclosure sale
date. The difference is the
amount of the deficiency judg-
ment.

In this market, that difference
can be tens of thousands, even
hundreds of thousands, of dol-
lars. Note however, that the
lender, not the borrower, has
the burden of proving the fair
market value. As long as the
borrower has made a written
appearance in the forectosure
suit by filing a written answer
with the court in the foreclosure
suit, the borrower is entitled to
attend the deficiency judgment
hearing and present the expert
testimony of an appraiser to
attempt to prove that the actual
fair market value is higher than
the lender believes, thus leading
to a lower deficiency judgment.
(Of course, if the fair market
value of the property exceeds
the outstanding loan balance
plus attorney's fees and costs,
then there is no deficiency and
the lender would not be entitled
to a deficiency judgment. But
mumn rarely happens in this mar-

et).

Again, though, the big news is

that at present very few large
institutional lenders are even
bothering to seek deficiency
judgments in foreclosure suits.
The main reason is that lenders

figure that if someone cannot
pay his or her mortgage, then he
or she probably cannot pay a
deficiency judgment either, and
the lender could waste money
on an attorney chasing a defi-
ciency judgment and not collect
a dime. Instead, lenders focus
on getting title to the real estate
in a foreclosure suit so they can
resell the property and recoup
some of their losses. (Note
though, that a few smaller banks
and hard money lenders are
regularly seeking deficiency
judgments).

Nevertheless, it is still quite
surprising that more lenders do
not at least try to get deficiency
judgments more often, since
obtaining them does not involve
a great deal of extra time or
work. If lenders were to get
deficiency judgments in all
cases, they most certainly
would eventually be able to col-
lect on some of them, which
would likely more than pay for
the attorneys fees on the uncol-
lected ones. But since banking
executives do not seem to
understand this logic, I must
echo the comments of the attor-
ney Italked to at the courthouse
about their overall competence.

One very interesting point
about a deficiency judgment is
that a lender cannot seek one
unless it has obtained personal
service of process upon the bor-

rower in the foreclosure suit.
Personal service of process can
be had in a number of ways, but
it most often occurs where a
process server does a hand-to-
hand transfer of the foreclosure
suit and summens directly to a
borrower or to a borrower’s
family member aged 15 or older
at the borrower's residence. If a
lender cannot affect personal
service of process — most often
because it cannot find a bor-
rower — then the lender must
follow a procedure called “con-
structive service of process”.
This is an expensive and time-
consuming process whereby
the lender publishes a docu-
ment called a notice of action in
a Jocal newspaper, and it must
file additional documents with
the court. Lenders hate having
to resort to constructive service
of process due to the additional
time and expense involved, but
they regularly do it when they
have to.

Once a lender follows all of
the requirements for construc-
tive service of process, it can
proceed with the foreclosure
suit and eventually gain title to
the real estate, but courts in
Florida have ruled that if a
lender has relied on construc-
tive service of process in a fore-
closure suit, then it is not enti-
tled to a deficiency judgment
against the borrower.

A lender must have had per-
sonal service of process upon
the borrower in order to obtain
a deficiency judgment. Simply
put, no personal service, no
deficiency judgment. This
makes sense, because if a bor-
rower has not been served the
summons and complaint, then
he or she many not know about
the case and therefore may not
be able to defend himself or
herself. Overall, though, the
courts’ requirement of personal
service of process for entitle-
ment to a deficiency judgment
greatly benefits borrowers,
since personal service of
process cannot be had on many
of them. Some really cannot be
located, and some intentionally
conceal themselves.

In those unusual cases where
a lender does seek and obtain a
deficiency judgment, it is the
lender’s burden to collect on
that judgment. Many borrowers
are terrified that they will lose
everything if the lender comes
after them, but in actuality only
a portion of a borrower’s assets
are at risk. What assets are pro-
tected and what assets are at
risk will be the subject of a
future article.

— Edward W. “Ned" Hale is a
real estate attorney in Fort

Myers. You can contact him at
931-6767,
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Mostlenders not mmm_abm deficiency judgment

Florida often seen
as ‘debtor friendly”

“I have c.mma through some v

terrible things in my life,
some of which actually
happened."—- Mark ﬂsﬁs

Lee Oo::é recently
received the dubious dis-
tinction of having the
highest foreclosure rate in
the entire country for
2008.

Most borrowers here
facing foreclosure accept
the fact that they will lose
the real estate, but nearly
all fear that a foreclosing
lender will also obtain a
money judgment (called a
“deficiency judgment”),
against them and then try
to seize their assets in an
attempt to collect.

The deficiency judg-

.ment would be calculated

by taking the difference
between the fair market
value of the real estate and
the loan balance.

As Hhave stated in this
column previously, -

Eocm? most foreclosing
lenders are not bothering
to even ask the courts for
a deficiency judgment,
and therefore most bor-
rowers have nothing to
worry about. But to vﬁw-
phrase the above Mark -
Twain quote, the fact that
something is unlikely to
happen does not stop us
from fretting about it.
And even complacent
borrowers shouid at least
be informed about what
assets are at risk in the
unlikely event that a
lender does obtain a defi-

_ciency judgment, (Note

too that Florida Jaw on
asset seizure described in
this article applies to all
types of civil judgments in
Florida, not just deficiency
judgments by a foreclos-
ing lender.)

The general rule in

‘Florida is that all assets
‘belonging to a debtor are
_subject to seizure by a

judgment creditor (a
lender with a deficiency
judgment against a bor-

judgment creditor), unless
that asset falls under a
specific exemption to
seizure.

Examples of assets
which are subject to

+ seizure include real estate;
personal property such as
cars, boats, jewelry and
furniture; bank accounts;
certificates of deposit; cor-
.porate stock; mutual
funds; income from a
trust; and even future

* wages. :

What makes Florida law

- unique, however, is that

_ compared to other states,

" it provides for a relatively
high number of exemp-
tions to seizure, For that
reason Florida is often
seen as a “debtor friendly”
state.

Florida's best known
exemption is its home-
stead exemption, under
which a debtor’s home-
stead is fully protected
from outside creditors, up
to one half acre if the

+ homestead is located
within a municipality, and

rower is considered tobe a - up to 160 acres if it is
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located outside a munici-
pality. There is no dollar
limit to this exemption. Of
cowurse, this exemption
only applies to outside
creditors — if a borrower
does not pay the mortgage
recorded against the
homestead itself, the
lenider can still foreclose
on the homestead and can
still attempt to seize other
assets. So in the foreclo-
sure context, Florida's
homestead exception only
protects the homestead of
a borrower who has lost
investment real estate to
foreclosure: (In the non
foreclosure context, Flori-
da’s homestead exemption
provides a debtor with
great asset protection,
since it completely pro-

- tects what for many peo-

ple is their biggest asset:.
the equity in their home)."
. Another interesting
exemption to seizure in
Florida is the marital

‘property exemption.

Under this exemption, any
property, real or personal,
that is owned together by

“spouses in the marriage
cannot be seized to pay
the debt of one of the
spouses. So if only one .
spouse owns, say, invest-
ment real estate in his or -
her name only, and the
lender forecloses and
seeks a deficiency judg-
ment, then the lender -
cannot seize any assets.
owned by the spouses

. together as ::%m:n and

wife.

This canbe a <B.< use-
ful exemption for married
debtors, since most mar-
ried couples own much of
their assets together as
husband and wife. -

Other assets exempt
from seiziwre include up to
$1,000 in personal proper-
ty, the proceeds and the -
cash value of life.insur-
ance policy, the proceeds
and the cash surrender
value of an annuity (don't
just ignore those life insur-
ance and annuity sales-
men offering you a semi-
nar and a free lunchl), dis-
ability, worker’s compen-
sation, and unemploy-

ment benefits, certain
wages of a “head of house-
hold” wage earner, and

certain qualified profit

sharing and pension ben-
efit plans such as IRAS,
and 401(k)’s, as well as
prepaid college tuition.
plans such as 529'.

This article has simply
described what assets a
foreclosing lender can
potentially'seize from a
borrower in order to satis-
fy a deficiency judg ent
in a foreclosure suit. The
process which the lender
must follow to seize an
asset, such as execution,
‘levy, and garnishment,
and related issues such-as
fraudulent conveyances
and bankruptcy, will be
covered in future
columns. Fornow, -
though, the overly con-
cerned need only to
remember what Mark
Twain said.

— Edward W, “Ned” Hale

" is a real estate attorney in

Fort Myers. You can con-
tact him at 931-6767.



