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While this coverage should
never have been relied upon as
a substitute for sound under-
writing practices, it had been
routinely requested and issued
until the downturn in the econ-
omy. 

Creditors can assert credi-
tors' rights claims based upon
two sections of the Bankruptcy
Code and similar provisions
under state laws.  The first the-
ory of attack is that the granting
of the lien to the lender was a
"preferential transfer".  To suc-
cessfully assert that a transfer
was preferential under 11 U.S.C.
§ 547, an attacking creditor must
show that the transfer of an in-
terest by the debtor (via the exe-
cution of a deed of trust) was:

• To or for the benefit of a
creditor;

• For or on account of an-
tecedent (existing) debt made
while the debtor was insolvent; 

• Was within 90 days of the
filing of the bankruptcy petition
(or within one year of the filing if
the creditor was an ‘insider” of
the debtor); and

• Enables the creditor to re-
ceive more that the creditor
would have otherwise received
in a Chapter 7 proceeding.

If all of these elements are
established, a bankruptcy
trustee can avoid the transfer,
with the result that the lender's
lien is set aside and the asset is
returned to the bankruptcy es-
tate for the benefit of all credi-
tors.  There are defenses
available to such a claim, the
most common of which are that
(i) the transfer was made in a
contemporaneous exchange for
new value, or (ii) the transfer was
in the ordinary course of busi-
ness.  In addition, under 11
U.S.C. § 550, a trustee in bank-

ruptcy cannot recover from a
transferee who takes in good
faith and without knowledge of
the voidability of the transfer.

The second theory of attack
is that the granting of the lien
was a "fraudulent transfer" under
11 U.S.C. § 548.  A transfer will
be deemed to be fraudulent
under this section of the Bank-
ruptcy Code if the transfer was
within one year of the date the
bankruptcy petition is filed, if the
debtor:  

• Made the transfer with the
actual intent to hinder, delay or
defraud creditors; or; 

• The debtor received less
than reasonably equivalent
value; and 

• Was insolvent on the date
the transfer was made, or be-
came insolvent as a result of the
transfer, or was engaged in a
business/transaction that was
undercapitalized; or incurred
debts beyond its ability to pay.

Under 11 U.S.C. § 550(b), a
bankruptcy trustee cannot re-
cover from a transferee (or an
immediate transferee thereof)
on the basis of fraudulent trans-
fer if the transferee takes for
value (including the satisfaction
or securing of existing debt), in
good faith, and without knowl-
edge of the voidability of the
transfer.

AA  ((vveerryy))  bbrriieeff  hhiissttoorryy  ooff  ttiittllee
iinnssuurraannccee  iinn  CCaalliiffoorrnniiaa

For many years, it has been
standard practice for lenders to
request the issuance of a 1970
lender's policy form.  This form
of policy was silent on the sub-
ject of creditors' rights coverage,
and was thus requested for that
very reason, but some title in-
surers have questioned whether
such silence ever equated to
coverage.

In 1992, changes to policy
forms were made by the title in-
surance companies, and lenders
could obtain creditors' rights cov-
erage by endorsement.  As the
result of competition in the in-
surance market, lenders benefit-
ted from a new form of policy
made available in 2006.  The
2006 form of policy has been
generally accepted by most fi-
nancial institutions.  The ALTA
2006 loan policy included, as a
"Covered Risk", the invalidity, or
lack of priority of the lien result-
ing from the avoidance, in whole
or in part, or from a court order
providing an alternative remedy,
of any transfer of all or part of the
title or any interest in the prop-
erty prior to the insured lien be-
cause the transfer constituted a
fraudulent or preferential transfer
under federal bankruptcy, state
insolvency or similar creditors'
rights law.  However, under the
exclusions to the 2006 policy
form, the lien that was being cre-
ated by the deed of trust was ex-

cluded from coverage, but that
exclusion could be removed by
endorsement (Endorsement 21
or 21-06).

The ALTA 2006 loan policy,
coupled with Endorsement 21 or
21-06, provided lenders with ef-
fective creditors' rights cover-
age.  However, the ALTA 21-06
endorsement provided that it did
not insure against loss or dam-
age if the insured knew that the
mortgage was intended to hin-
der, delay or defraud any creditor
or the creditor was found by a
court not to be a transferee in
good faith.

SSoo  wwhhaatt  iiss  aa  lleennddeerr  ttoo  ddoo??
In these tumultuous times, the
three most common scenarios
where the unavailability of credi-
tors’ rights coverage could have
a significant impact on a lender’s
rights under a deed of trust are
as follows:

1.  A lender takes a deed in
lieu of foreclosure;

2.  A lender takes additional
collateral to shore up existing
debt; or

3.  A lender finances the ac-
quisition of real property at a dis-
count.

In the first scenario, where
a lender takes a deed-in-lieu of
foreclosure, the lender already
knows its borrower is in financial
trouble.  Lenders who are con-
sidering taking a deed-in-lieu of
foreclosure should take care to
ensure that the amount of debt
forgiven as the result of the
deed-in-lieu bears a reasonable
relationship to the fair market
value of the property.

In the second situation, a
lender with an existing loan finds
itself underwater, due to declin-
ing property values, and seeks
additional collateral from the bor-
rower to bring the loan-to-value
ratio back into balance.  A prob-
lem arises when the borrower,
who gave the underwater lender
a new deed of trust to shore up
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existing debt, then files for bank-
ruptcy protection within 90 days
of executing the new deed of
trust.  It is safe to assume that in
such a situation, the creditors of
the borrower/debtor and/or the
trustee in bankruptcy will attack
the lien granted by such a deed
of trust as a preferential transfer
and demand that the lien be set
aside.  A lender should carefully
scrutinize the borrower’s overall
financial condition to avoid hav-
ing to sweat out the 90 day pref-
erence period and should give
some consideration (perhaps in
the form of a restructure or for-
bearance) in exchange for the
new lien.

In the third scenario, a lender
finances the acquisition of dis-
tressed real estate.  The good
news is that the buyer/borrower
is acquiring the property at a
deep discount.  The (potential)
bad news is that creditors of the
seller of the distressed asset
may attack the sale and seek to
have it set aside as not being for

"reasonably equivalent value".
Given the turmoil in the market
and wide ranges in appraised val-
ues, it may be difficult to deter-
mine the value of an asset and
thus whether "reasonably equiv-
alent value" was given.  Lenders
should protect themselves by ob-
taining third party appraisals with
solid and supportable reasons for
the conclusion of value given.

GGaazziinngg  iinn  tthhee  CCrryyssttaall  BBaallll
As noted above, the decerti-

fication of the specific forms of
endorsements does not prohibit
title insurers from offering some
sort of creditors' rights coverage.
It is possible that an enterprising
title insurer will do just that, but
may reduce the scope of cover-
age by, for example, eliminating
legal fees and costs from the
coverage.  It remains to be seen
as to whether such coverage will
be available, and if so, whether it
will be cost-effective for a lender
to require such coverage.

It has been suggested that
one alternative is to revert back
to asking for the issuance of a
prior form of policy and request a
deletion of the creditors’ rights
exclusion.  However, the simple
solution of requesting the 1970
form of policy will not work as
the title companies have already

indicated that going forward the
1970 form will now expressly ex-
clude creditors' rights coverage.

Another possible approach
is for law firms to issue solvency
opinions in conjunction with real
estate transactions.  These types
of opinions were used in the
years when leveraged buyouts
were in vogue, but well drafted
solvency opinions were both ex-
pensive and of questionable
value, given the voluminous
qualifications that eviscerated
such opinions.  

While strengthening the financial
representations and warranties
in loan agreements may seem to
be a simple but attractive solu-
tion, as a practical matter, well
drafted loan agreements already
contain representations and war-
ranties and will be of little com-
fort if the borrower becomes
insolvent.  However, the exercise
of bolstering financial represen-
tations and warranties, if met
with resistance, may be a warn-
ing sign of potential trouble
ahead.

Regardless of how the cur-
rent uncertainty shakes out, it is
apparent that lenders should in-
crease their scrutiny of transac-
tions and understand the

financial condition of the parties
(both before and after the pro-
posed transaction closes) when
financing the acquisition of real
property.  Due diligence per-
formed by lenders should extend
beyond analysis of the basics of
cash flow and appraised value.
In addition to normal underwrit-
ing of the real property involved,
lenders should pay attention to
the impact of a particular trans-
action going forward on the
buyer, seller and their related en-
tities.  In addition to performing
the normal and customary lien
and judgment searches, a closer
examination of a borrower’s
creditors (even though creditors
have not obtained a lien on the
real property in question) would
be in order.

In conclusion, by eliminating
creditors' rights coverage from
title insurance policies, the risk
of insolvency has been shifted
from the title insurer to the
lender.  Unless and until the mar-
ket offers a viable alternative
(and at this writing there are
none on the horizon), in addition
to the increased levels of due
diligence discussed above,
lenders should consider pricing
transactions to reflect their in-
creased risks.
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NNAAMMEESS  IINN  TTHHEE  NNEEWWSS  
CCrraaiigg  AA..  WWeelliinn spoke on receiverships (both real property and

equity receiverships) at the California Banker’s Association Lenders
Annual  Conference.

SStteevveenn  NN..  BBlloooomm was a featured speaker at the 2010 First Quar-
ter Business and Investment Breakfast presented by Citizens Busi-
ness Bank.

MMiicchhaaeell  GG..  FFlleettcchheerr was a featured speaker at the Special As-
sets Manager’s Association (SAMA) conference, on use of outside
legal counsel. He also was a featured speaker at a meeting of the Na-
tional Association of Chinese American Bankers, on loan modifica-
tions and problem credits in a recessionary environment.

BBrruuccee  DD..  PPoollttrroocckk was a panelist and speaker with Judge Green-
berg of the Los Angeles County Superior Court at the Receivership

Forum's program on "How to Appoint Business and Rents and Prof-
its Receivers / Benefits of Pre-judgment Litigation."

AAnnddrreeww  KK..  AAllppeerr was a featured speaker at the Equipment
Leasing and Finance Association's Credit and Collections Confer-
ence.

PPeetteerr  CCssaattoo and KKeennnneetthh  NN..  RRuussssaakk have again been selected
as Superlawyers in Los Angeles Magazine.

LLoorreenn  RR..  GGoorrddoonn has again been selected as a Young Super-
lawyer in Los Angeles Magazine.

AAllbbeerrtt  MMoooonn has been selected for inclusion on the 2010 South-
ern California Rising Stars list.
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VViinnaa  CChhiinn vvcchhiinn
PPeetteerr  CCssaattoo ppccssaattoo
AAllaann  HH..  FFaaiirrlleeyy  aaffaaiirrlleeyy
MMiicchhaaeell  GG..  FFlleettcchheerr  mmflfleettcchheerr
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HHaall  DD..  GGoollddflflaamm  hhggoollddflflaamm
LLoorreenn  RR..  GGoorrddoonn  llggoorrddoonn
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DD..  DDeennnniiss  LLaa  ddllaa
NNaannccyy  AA..  LLeeee  nnlleeee
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SShhaarrii  MMaarrkkss ssmmaarrkkss
MMeerrcceeddeess  OO..  MMaarrttiinn mmmmaarrttiinn
HHeemmaall  KK..  MMaasstteerr  hhmmaasstteerr
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FFaayyee  CC..  RRaasscchh  ffrraasscchh
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SStteepphheenn  MM..  SSkkaacceevviicc  sssskkaacceevviicc
PPaattrriicciiaa  YY..  TTrreennddaaccoossttaa  ppttrreennddaaccoossttaa
CCrraaiigg  AA..  WWeelliinn  ccwweelliinn
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