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CREDITORS’ RIGHTS
(Roger Therien)

Introduction

Why does the concept of “creditors’ rights” cause title insurance underwriters so much concern? The reason is that there is a risk of the insured mortgage or conveyance being set aside, which means there is a risk of a complete failure of title.

This presentation will outline the following:
	Reason for creditors’ rights laws,

Basic warning flag,
What the law says,
Policy exclusion,
Transaction structures that create creditors’ rights risks
Creditors’ rights endorsement,
How to underwrite creditors’ rights risks.


Reason for creditors’ rights laws

The basic concept behind the law is that general creditors rely on the general asset and debt level of their debtors. If a debtor sells or mortgages property and receives the sale or loan proceeds, the debtor’s net worth has not changed. But if the mortgagor or transferor does not receive the entire benefit of the loan or transfer, and if the transaction leaves the mortgagor or transferor insolvent or with insufficient capital to continue in operation, general creditors have in effect been defrauded and may be able to set aside the transaction.

The red flag

This is the basic red flag warning of a creditors’ rights problem:

Somebody mortgages property to secure a loan, but somebody else receives the loan proceeds.

That’s it. However, as simple as that concept is, it can be difficult to detect in the middle of a complicated transaction. The same problem arises where property is sold and the seller does not receive the full benefit of the sales price, although most of the time, requests to provide coverage against creditors’ rights claims come from lenders.

The law

Under certain provisions of the Bankruptcy Code and State fraudulent conveyance laws, unsecured creditors can set aside a “transfer”, including a mortgage, by avoiding the transfer and turning the transferee (mortgagee) into an unsecured creditor. The possibility of a complete failure of title like this is always a big concern for title insurance underwriters.

The statutes are quite complex. I am going to give a basic explanation of the law, but you should refer to the statutes to understand some of the obscure exceptions and conditions that might affect the outcome in a particular case.

Fraudulent conveyance

A transfer (including a mortgage) may be avoided under Bankruptcy Code Section 548 and State fraudulent conveyance laws if the debtor:
	Received less than a reasonably equivalent value, and either:
	Was rendered or became insolvent as a result of the transaction, or
	Had unreasonably small capital in relation to the remainder of its property, or
	Believed it would incur debts beyond its ability to pay.

Preference

A mortgage that secures an antecedent debt, which means a previously unsecured debt is later secured by executing a mortgage after the fact, may be avoided under Bankruptcy Code Section 547, if it was made by an insolvent debtor within 90 days of the bankruptcy.

Equitable subordination

A mortgage may be subordinated under Bankruptcy Code Section 510 if a court determines the mortgagee engaged in inequitable behavior. An example where this can sometimes occur is a mortgage in favor of an officer or director of the mortgagor.


The policy exclusion

The following is the creditors’ rights exclusion in the 1992 ALTA Loan Policy (the exclusion in the 1992 ALTA Owner’s Policy is similar). Note that the 1970 ALTA Owner’s and Loan Policies do not contain a creditors’ rights exclusion.

Exclusions From Coverage
7. Any claim, which arises out of the transaction creating the interest of the mortgagee insured by this policy, by reason of the operation of federal bankruptcy, state insolvency, or similar creditors' rights laws, that is based on:
(i)	the transaction creating the interest of the insured mortgagee being deemed a fraudulent conveyance or fraudulent transfer; or
(ii)	the subordination of the interest of the insured mortgage as a result of the application of the doctrine of equitable subordination; or
(iii)	the transaction creating the interest of the insured mortgagee being deemed a preferential transfer except where the preferential transfer results from the failure:
(a)	to timely record the instrument of transfer; or
(b)	of such recordation to impart notice to a purchaser for value or a judgment or lien creditor.

So far, so good. We do not need to worry about creditors’ rights claims because they are excluded from coverage. But it’s never so simple. Underwriting considerations arise when insureds request an endorsement deleting the exclusion or affirmatively covering creditors’ rights. So we need to understand the types of transactions that give rise to potential creditors’ rights problems.


Transaction structures that create creditors’ rights risks

As a shorthand way of referring to such transactions, I am going to use the phrase “creditors’ rights structure”. Note that each of these is a legitimate transaction as between parties themselves. However, if the transaction leaves the seller or mortgagor insolvent or with insufficient capital to continue in operation, there is a risk that the transaction may be set aside by creditors.

Mortgage securing a guaranty

A mortgage secures a guaranty of a loan made to a third person. The mortgagor’s property is encumbered by a mortgage, but the loan proceeds go to the third party.

Upstream transaction

This is a very common transaction where subsidiaries mortgage their property to secure a loan to the parent. As you can see from the diagram, the parent receives the loan proceeds and the subsidiaries mortgage their properties without receiving any benefit from the loan.

Cross-collateralization (Sidestream transaction)

This is a common transaction involving a lender making separate loans to two or more entities owned by a common parent. The lender requires each borrower to mortgage its property to secure the entire loan balance, even though each entity only receives its share of the loan package.

Leveraged buyout (LBO)

A mortgage is made by an entity to secure a loan that buyers use to pay owners of the entity for their ownership interests. The transaction leaves the entity with debt, but the loan proceeds are paid to the previous owners.

Mortgage loan to repurchase corporate stock or make distributions to equity holders

This is similar to a leveraged buyout, except there is no change in ownership of the entity. The same problem exists as with a leveraged buyout. The entity encumbers its property and does not receive the benefit of the loan proceeds, which have been paid to the individual owners.

Mortgage to secure an antecedent debt

This occurs any time there is a pre-existing debt and the mortgagor is now encumbering property without receiving new value. Examples of this are a debtor adding collateral to an existing loan, or a borrower making a deal with a lender to transfer a mortgage to other property and the new property is worth more than the old. In both cases the equity secured by the mortgages has increased without a corresponding increase in loan proceeds.

Seller receives less than full value

Examples are deeds in lieu of foreclosure where the property is worth much more than the amount of the loan, sales for prices “too good to be true” and irregularly conducted foreclosure sales.

Other transactions

Keep your eyes open for variations of the transactions described above, or any other transaction where a mortgagor or owner receives less than the full value of the loan or sale.


No creditors’ rights structure, no problem

Normal sale or loan

While we are very concerned when the transaction has a creditors’ rights structure, we are markedly unconcerned when it does not. Very often we are asked to issue a creditors’ rights endorsement in an ordinary sale or loan transaction. In those situations the parties are obviously receiving the full benefit of the purchase and/or loan proceeds.

Downstream transaction

Remember the earlier discussion about upstream transactions where a subsidiary mortgages its property to secure its parent’s debt, and sidestream transactions where an entity mortgages its property to secure the debt of an affiliate or sister company. What about a downstream guaranty where the parent mortgages its property to secure the debt of a subsidiary? These transactions are generally considered to be given for reasonably equivalent value, because the loan benefits the parent through its ownership interest in the subsidiary.


How to provide coverage

Remove the exclusion

The first way is to issue an endorsement that simply states that the creditors’ rights exclusion is deleted, or to issue a 1970 ALTA Loan Policy, which does not contain the exclusion in the first place. Title companies usually prefer this method in the hope that creditors’ rights claims might not be covered by the policy anyway or might be excluded under other exclusions.

Affirmatively cover creditors’ rights

The second way, preferred by some lenders’ counsel, is to issue an endorsement providing affirmative coverage rather than merely deleting the exclusion. In real-life the distinction seems to be more theoretical than practical.

ALTA Form 21 endorsement

The American Land Title Association has stepped in with a new endorsement, the ALTA Form 21. (The California Land Title Association has adopted it as its Endorsement 131.) The endorsement provides affirmative coverage against creditors’ rights claims, but specifically does not provide coverage if “the insured: (a) knew . . . that the transfer, conveyance, or mortgage was intended to hinder, delay, or defraud any creditor; or (b) is found by a court not to be a transferee or purchaser in good faith”. In my opinion, this new endorsement should be used because it clearly sets forth the limitations on the coverage.


What do we need in order to provide creditors’ rights coverage?

STEP 1:
Determine if the transaction has a creditors’ rights structure.
	If not, such as with an ordinary sale or refinance, issuing the endorsement is usually a no-brainer because the creditors’ rights laws do not apply. Go ahead and issue the endorsement.
	If so, we are in the danger area. Proceed to Step 2.


STEP 2 (The hard part):
Determine the likelihood of the loan going into default, and creditors successfully asserting that the transaction left the mortgagor or transferor insolvent or with insufficient capital to continue in operation.

Stop to think about that for a moment. You are a title underwriter skilled in the search, examination and analysis of real property titles. You are now being asked to make a determination that requires a high level of accounting skills and an in-depth knowledge of the mortgagor’s financial condition. Nobody in the title industry is qualified to do this. Nevertheless, that is our task, so let’s proceed.

We need to be confident that the parties are solvent enough to repay the loan and that the value of property involved is sufficient for the transaction to support itself. Underwriting the transaction basically requires that we obtain the following:

Creditors’ Rights Checklist

The following items are used in analyzing creditors’ rights risks:

Complete description of the transaction, including:
the nature and purpose of the transaction,
identity and relationship of all parties,
source and distribution of all funds and property involved in the transaction.
Financial statements of the entity receiving the loan proceeds.
This is important. For example, the parent company that is receiving the proceeds of a loan guaranteed by its subsidiaries (the infamous upstream transaction) is often a huge company whose financial strength alone goes a long way toward giving us the confidence to underwrite the risk.
Financial statements of the mortgagor(s).
This may be pointless where the mortgagors are subsidiary special-purpose entities whose only assets are the single property each one owns, encumbered by the new mortgage securing their parent’s loan. But it is important for subsidiaries that conduct ongoing business operations.
Appraisals or other estimates of the value of the property involved.
Again, this is important. Even though each of the entities guaranteeing the overall debt appears on its own to be completely under water, when we analyze the values of all the properties involved we can often achieve a level of comfort that the debt will be paid.
Prospectus or offering circular, if there is one.
It is common for a prospectus or offering circular to be prepared for some kinds of large transactions. If so, it will contain a wealth of information including, in some cases, a very frank disclosure of creditors’ rights risks. My favorites are the ones that contain a section entitled “Fraudulent Conveyance”. I’m not kidding. That is a risk that must legally be disclosed.

Use this information to determine that the:

	Security is adequate for the loan.

Financial strength of the parties minimizes the risk of default and/or bankruptcy.
Transaction does not render the parties insolvent.
Parties are sufficiently capitalized.
	Transaction makes sense.


