Strategic Default in Anti-Deficiency States
By Mariana E. Gomez1
Mortgage lenders coping with rising foreclosure rates have
a growing problem on their hands: underwater borrowers are
walking away from their homes in increasing numbers.2 These
borrowers can afford their mortgage payments but choose to
“strategically default” because the amount owing on their
mortgage exceeds the value of the home.

As many as one in four

defaults may be strategic.
“Strategic default” is fast replacing traditionally
accepted mores surrounding debt and repayment.3

Consumer

advocates are encouraging underwater borrowers to divorce
themselves from their mortgages and start over.4

Borrowers who

walk away from their loans often blame lenders for not offering
a significant reduction in the principle.5

But lenders may be

disinclined to offer principle reductions to borrowers who
refinanced purchase-money loans or took equity out of their
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homes to finance luxury vehicles, vacations, investment
properties, weddings, and other consumer goods and services.6
Strategic defaults are a particular concern for lenders
operating in states that limit lender recourse after mortgage
defaults.

Under the common law, a borrower is personally liable

for mortgage defaults if the foreclosure sale does not satisfy
the full amount of the lien encumbering the property.

The

common law also allows lenders to file multiple actions related
to the same mortgage default; lenders can foreclose on the
collateral and sue directly on the dishonored note. Defaulting
homeowners in common law states faced the loss of their home and
personal liability for the balance of the debt not satisfied by
the foreclosure judgment. The double threat of foreclosure and a
“deficiency” judgment are formidable disincentives against
voluntary default.
The number of states that allowed common law foreclosures and
deficiency judgments decreased after the Great Depression.
States enacted a variety of “anti-deficiency” laws to mitigate
the effects of strict foreclosure and personal liability.

Anti-

deficiency statutes take a variety of forms: they may limit the
election of remedies with “one-action” and “foreclosure first”
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rules7 or cap deficiency judgments based on “fair value
appraisals” instead of relying on the sale proceeds to determine
the value of the collateral.8

Some states go further and limit

purchase-money security interest (PMSI) lenders9 and bar
deficiency judgments after non-judicial foreclosures.10
Not surprisingly, the rate of strategic defaults is higher
in such states. This article explores the various options
lenders can utilize to maximize recovery against borrowers who
opt to “strategically default.”
Residential PMSI mortgages and deficiency laws:
Borrowers in states with nonrecourse PMSI mortgages may be
especially tempted to walk away from their homes. In contrast to
states like Illinois, that explicitly allow deficiency judgments
without any fair value limitation,11 strategic defaulters in
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Arizona California, Florida,12 Montana, Nevada13, North Carolina,
and North Dakota14 may be emboldened by laws that grant PMSI
mortgages on residential property non-recourse status.

Oregon

also restricts recourse on borrower-occupied dwellings secured
with PMSI mortgages but with an important limitation: PMSI
lenders can waive their lien on the collateral and sue directly
on the note.15
Other states bar personal liability on PMSI mortgages if
lenders conduct nonjudicial or trustee foreclosure sales;
Colorado, Louisiana, Maine, Massachusetts, Montana, Kentucky,
Oklahoma, and Pennsylvania allow lenders to sue for a personal
judgments after a judicial foreclosure against a residential
PMSI mortgage, but not after a private sale.
In the past, laws authorizing deficiency judgments only
after judicial foreclosures had the practical effect of making
PMSI mortgages non-recourse because lenders often forgo
deficiency judgments in favor of nonjudicial foreclosures,
despite the availability of deficiency judgments after judicial
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foreclosures.

Lenders prefer nonjudicial foreclosures because

private sales are faster, and importantly, eliminate the
debtor’s statutory right to redeem the property. Eliminating the
right to redeem protects the value of collateral because however
unlikely it is that a debtor will exercise the right to redeem,
the threat of redemption lowers the market value of the
collateral.16
The increasing phenomena of strategic default may prompt
lenders to rethink their foreclosure strategies.

Unlike

involuntary defaulters, strategic defaulters are more likely to
have a reliable stream of income and own other assets. Strategic
defaulters are probably more likely to purchase new property
after default than an involuntary debtor.

In these situations,

a senior PMSI lender may weigh the hardships of judicial
foreclosure with the benefits of deficiency judgment against the
debtor.

Where the debtor has assets subject to levy, the lender

may be more inclined to pursue a course of action that permits
personal liability.17
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If a lender obtains a personal judgment against the debtor,
the judgment and lien on the debtor’s non-exempt assets survives
between five and twenty years.18

During the life of the judgment

creditors may levy on non-exempt property and where allowed, can
garnish the debtor’s wages.
More States are Passing PMSI Mortgage Anti-Deficiency Laws
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However, borrowers should be aware that the presence of a
residential PMSI deficiency law does not mean a lender can never
obtain a money judgment on a residential PMSI mortgage or trust
deed. Strategic defaulters relying on laws prohibiting
deficiency judgments on standard PMSI-mortgages should know that
both the PMSI transaction and the property securing the mortgage
must meet specific criteria before an anti-deficiency law
applies.

For example, although the PMSI-mortgage laws are

facially similar in California and Arizona, Arizona rejected
California’s interpretation of the statute.
In California, PMSI protection is limited to purchaseroccupied residential dwellings for not more than four families.25
It does not apply to investment properties, vacation homes,
reverse mortgages, refinancing transactions, home equity
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withdrawals, and non-standard PMSI’s.23

In contrast, the PMSI-

mortgage protection privileges in Arizona are broader than
California law allows. For example, Arizona deems refinanced
PMSI loans and loan workouts to be PMSI mortgages protected by
their PMSI anti-deficiency law; Arizona also shields PMSI
mortgages on investment properties from deficiency judgments.24
Non-PMSI Mortgages and Deficiencies.
PMSI and non-PMSI lenders alike must contend with (1)
foreclosure first laws; (2) one-action laws; and (3) bars
against personal judgments after nonjudicial foreclosures.
However, in most states, these laws will not apply to a non-PMSI
mortgagee that is subordinate to a senior lien.25

A non-PMSI

mortgagee with senior priority is subject to laws limiting a
lender’s election of remedies, but loans that are considered
“non-PMSI” (home equity loans, home improvement loans, loans to
26
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purchase other property, etc.) are frequently second or third in
priority.

For example, during the go-go credit days, a debtor

with some equity in their home could usually secure a second,
non-PMSI loan.

The long-term of traditional purchase money

mortgages (thirty years) also increases the likelihood that a
non-PMSI loan secured by the borrowers home will be second to a
senior PMSI mortgage.
Borrowers who walk away from their homes may be walking
away from both first and second mortgages.

A subordinate non-

PMSI loan can avoid election of remedies laws and laws
forbidding judgments after nonjudicial foreclosures by
exercising forbearance.

26
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The result is the

inapplicability of anti-deficiency laws to non-PMSI, subordinate
lienors.
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• Juniors are positioned to get two bites of the apple:
they can purchase the collateral at the senior’s
foreclosure sale (which extinguishes the right of
redemption) and sue on the note for a personal judgment.
• Borrowers who are planning to walk away from their homes
may continue to make payments on their non-PMSI
obligations even if they stopped making payments on the
first mortgages. The rational is that borrowers,
particularly strategic defaulters who can afford to make
payments on the second mortgages, make payments on their
home equity credit lines to preserve an important source
of cash.
• The financial resources and future income stream of
strategic defaulters are probably greater than an
involuntary debtor; thus the value of a money judgment
may be worth more to a junior lender than a money
judgment against a bankrupt debtor.
• Where debtors have a degree of financial stability and
the value of the collateral has decreased dramatically,
a money judgment may be attractive.

A money judgment

avoids the practical difficulties posed by taking
possession of thousands of foreclosed homes.

In a

depressed housing market and poor economic climate the
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home may remain on the market for months before it
sells.

A money judgment can be promptly sold to a

credit collection company.
The Long-Term Consequences of Strategic Default
Inevitably, some borrowers without second or third
mortgages will avoid personal liability after they walk away
from their mortgages.

However, borrowers should not confuse

legal liability with the debt itself.

Anti-deficiency laws can

extinguish the lien, but the underlying debt continues to exist.
Lenders can and do pursue borrowers for “voluntary” repayment of
their obligation.
A debtor’s credit report will take a heavy hit and make it
more difficult for a borrower to obtain quality-credit products
in the future.

Defaults are reported to credit reporting

agencies and may remain on the report seven years.

Defaulting

borrowers will also face additional hurdles the next time they
apply for a mortgage; debtors must wait at least five years
after a default before they can apply for a government-secured
loan, and there is no guarantee that a prudent lender will
extend credit to a borrower who walked away from their last
mortgage.
Despite the long-term economic consequences caused by
strategic default, these problems are not going away any time
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soon.

As long as anti-deficiency laws transform purchase-money

mortgages into non-recourse debt, rational borrowers will take
advantage of the laws as an easy way to shed debt.

Unless anti-

deficiency laws are curtailed - which is unlikely in the current
political climate – or until there is a sea-change in market
values, lenders can continue to expect waves of “jingle mail” to
flood their offices.28
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