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Although the question of the constitutionality of Vermont's strict foreclosure law was settled decades ago, only
recently has the potential for bankruptcy attack on strict foreclosure titles been raised.  In a series of 2005 decisions
in Sensenich v. Moelleur (In re Chase), the U.S. Bankruptcy Court for the District of Vermont ruled that a transfer of
title via strict foreclosure may be invalidated as a fraudulent transfer under federal bankruptcy law. 11 U.S.C. Sec.
548.  Under this provision of the bankruptcy law, and a similar Vermont law, certain transfers made prior to a
bankruptcy filing may be challenged and voided if the court determines that the transferee did not pay "reasonably
equivalent value."  Under the federal law, a bankruptcy trustee can challenge transfers within one year prior to the
bankruptcy, and under Vermont law, the trustee can look back as far as four years.

Any time there is any significant equity value in excess of the debt owed to the foreclosing party, the forfeiture of
that value through strict foreclosure may result in a challenge to the transfer in the event of a bankruptcy filing by
the borrower that lost the property through foreclosure.  A successful challenge can result in the foreclosure being
invalidated, or a judgment against the foreclosing party for the excess value in the property above the debt at
foreclosure.  In the Moelleur case, the trustee recovered a judgment against the foreclosing party for $40,000.
Because strict foreclosure titles are now vulnerable to these challenges, there may be serious questions as to the
availability of title insurance on these titles. 

The Moelleur case involved a residential property located in West Danville that was determined by the court to have
a value of $151,200 at the time of the foreclosure transfer, when the outstanding debt was $110,927.  Following
decisions made by bankruptcy courts in Connecticut, the Vermont bankruptcy court ruled in Moelleur that a strict
foreclosure process like Vermont's does not do enough to protect against potential forfeiture of the debtor's equity in
the property.  Unlike the Connecticut foreclosure process, Vermont's strict foreclosure process does not involve any
judicial inquiry or determination whether the debtor has any equity in the property.  Nor does the Vermont process
give the court discretion to take steps to allow the debtor to protect any equity, such as granting a longer
redemption period or ordering a sale, even if the mortgage does not contain a power of sale.  Because of these
deficiencies, the Vermont process results in a foreclosure that is subject to challenge as a fraudulent transfer,
whenever the value of the property exceeds the debt.

Under the Moelleur ruling, any transfer of property via strict foreclosure is subject to challenge, so long as the fair
market value at foreclosure arguably exceeded the debt.   The Moelleur decision sets up a series of legal
presumptions to assist with resolutions of these types of cases.  If the property has a debt to value ratio of greater
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than 90% at the time of foreclosure, the foreclosing party is entitled to a rebuttable presumption that it gave
"reasonably equivalent value" for the property.  Conversely, if the debt to value ratio is less than 70%, the opposite
presumption applies, and the foreclosing party would have to prove that it gave "reasonably equivalent value."
Cases in the middle require a case-by-case analysis based on number of factors such as the extent of the "windfall"
to the foreclosing creditor, and the impact of this on the borrower's other creditors.

What does this decision mean for lenders?  As to foreclosures that are already completed, the risk exists that a
fraudulent transfer challenge can be made as long as four years after the transfer.  This is the period in which such
challenges can be made under Vermont's fraudulent transfer law, which a bankruptcy trustee can invoke if
necessary.  The risk is much greater in cases where there may have been substantial equity at the time of
foreclosure transfer.  Where there was no significant equity, bankruptcy trustees will have no strong incentive to
pursue such claims.  If foreclosure property has been sold by the foreclosing lender, the trustee will normally have
no right to pursue the transferee, but will still be able to sue the foreclosing lender for recovery of the "equity" in the
property.

As to foreclosures in progress, lenders may wish to seriously consider invoking the sale process where possible, in
cases where there is any significant equity in the property.  More careful valuation analysis at the time of
foreclosure is also a worthwhile way to determine if strict foreclosure is advisable.  Title insurers may require
evidence of value at the time of foreclosure transfer in order to underwrite title insurance on property foreclosed
using strict foreclosure. 

In future foreclosures, absent any change to the foreclosure laws, strict foreclosure will be a useful tool only in
cases where the lender has evidence of little to no equity in the property.  In other cases, lenders can eliminate the
risk of later fraudulent transfer attack on a foreclosure title by seeking a foreclosure sale order from the court.  This
approach usually results in a shorter overall foreclosure process, since the length of the redemption period is
discretionary when a sale is ordered.  The courts are also more receptive to shorter redemption periods where only
modest equity exists in the property. 

Legislative action is certainly possible, as there was at least one bill introduced in the 2004-2005 legislative session
to address these issues.  Changing Vermont law to provide more protections for borrowers in cases where there is
real equity at stake could eliminate the risk of liability as to foreclosures brought under a modified law, but it will still
leave exposed for several years any strict foreclosure titles obtained under prior law.  Hence, action should be
taken in pending or future foreclosures to address this risk, until and unless the Legislature takes action.
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Andre Bouffard leads the Bankruptcy & Creditor’s Rights practice group at Downs Rachlin Martin
PLLC.  Please contact him at abouffard@drm.com or by telephone at 802-863-2375 with any
comments or questions you may have about this update. 

DRM is Vermont's largest law firm, with offices in Burlington, Brattleboro, Montpelier and St.
Johnsbury, Vermont, and Littleton, New Hampshire.  The firm has been serving New England
individuals, businesses, and institutions for more than half a century.

DRM is the exclusive member firm for Vermont of Lex Mundi, the world's leading association of
independent law firms. Lex Mundi members are present in more than 160 countries, states and provinces,
covering virtually every business market worldwide. Our firm's membership in Lex Mundi provides us
with global reach and access to legal resources that enhance our ability to serve our clients' needs around
the world. 
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