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What if the Borrower Files for
Bankruptcy Before the Closing?
One of the many perplexing questions in the title business that does not have clear answers is “how do we
know if a bankruptcy has been filed involving one of the parties to a closing?” Unlike many of the other
types of litigation that may affect real property which have to be brought in the county where the land is
located, or, if not, a notice of lis pendens must be recorded in the county where the land is located, a
bankruptcy petition is usually filed in the federal district where the debtor resides or does business.
Bankruptcy Code Section 549 (c) as written is intended to preserve the rights of persons who in good faith
and for value close real estate transactions relying on the public records without actual or constructive
knowledge of a bankruptcy filing by a party to a real estate transaction.
Section 549 provides:
(a) Except as provided in subsection … (b) of this section, the trustee may avoid a transfer of property
of the estate—that occurs after commencement of the case….
(b) The trustee may not avoid under subsection (a)…a transfer of real property to a good faith
purchaser without knowledge of the commencement of the case and for fair equivalent value
unless a copy or notice of the petition was filed, where the transfer of such property may be
recorded to perfect such transfer, before such transfer is so perfected….
Several years ago, however, in a case involving whether a lender was protected under this section, where
the lender did not have any knowledge of the borrower’s bankruptcy, one of the federal circuit courts of
appeal ruled that Section 549 (c) did not protect lenders. In re McConville, 110 F. 3rd 47 (9th Cir. 1996).
So, in a real estate closing involving a sale and mortgage, if the seller files bankruptcy before the closing,
and no notice of the bankruptcy petition is filed in the public records of the county where the land is
located, the trustee cannot set aside the deed to the purchaser but can set aside the mortgage lien.
You may have read or may be reading of the efforts by Congress to amend the Bankruptcy Act to make it
more difficult for debtors to be relieved of their debt obligations. The amendments also contain clarifying
language that would modify Section 549 (c) and other sections to protect lenders and others who acquire
interests in real property without knowledge of a pending bankruptcy.
As of the writing of this Title Chat we believe the amendments are working their way through Congress.
More to come . . .
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