BY MAURICIO LEON DE LA BARRA

The Benefits to Secured Parties of Real Estate Transactions in Mexico

MEXICO’S LAW OF TRUSTS AND MORTGAGES may afford lenders and
creditors the opportunity to enter into a loan transaction governed
by California law but secured by Mexican real estate under favorable
provisions that are not available for Californian real estate collateral.
To understand the benefits of securing credit transactions with real
estate in Mexico, lenders and borrowers should consider 1) how to
structure a real property secured transaction governed by Mexican
law, 2) what remedies would be available in the event of default and
how these remedies would be exercised, and 3) how the structure and
remedies compare with their counterparts in California.

In California, the preferred form of securing a credit transaction
with real property is the deed of trust. Mortgages, while still in exis-
tence, have fallen into disuse. By contrast, in Mexico mortgages
(hipotecas) and guaranty trusts (fideicomisos de garantia) are equally
preferred forms of securing a credit transaction.

The widespread use of mortgages in Mexico is evidenced by
Mexico’s production of a third of the total number of mortgages gen-
erated in Latin America (with Brazil generating another third)! and by
Mexico’s recent receipt of $1 billion to promote efficient mortgage mar-
kets as part of a $2.5 billion, 10-year conditional credit line for invest-
ment projects approved by the Inter-American Development Bank.2

A mortgage in Mexico is a contract under which the mortgagor
grants to the mortgagee the right to sell, upon breach of a secured
obligation, certain real property owned by the mortgagor and to be
paid with the proceeds of the sale.? The hipoteca requires the same
formalities as a grant of real property, which include the signing of
the deed or escritura before a notary public and the recording of the
deed in the local public registry.* A proper mortgage will enjoy pri-
ority over a subsequent transfer or conveyance of the mortgaged asset.
California law is similar.’ Under both legal systems, the mortgagee
holds a lien on the real property (but not title or possession) that gives
the mortgagee the right to sell the property to satisfy the debt upon
maturity or default.

There are substantial differences between mortgages in California
and Mexico. First, a mortgagor in Mexico has no right of redemption,
which is one of the major drawbacks for mortgagees under California
law.® A second difference is the ease with which a creditor in Mexico
may obtain a deficiency judgment. In California, provided that a defi-
ciency is not waived or prohibited and a debtor is personally liable for
the debt, a creditor must file for a deficiency judgment within three
months following the date of the foreclosure sale and after a hearing
on the fair value of the real property on the date of sale.”

By contrast, a creditor secured by a Mexican mortgage is not
required to undertake a separate proceeding to obtain a deficiency judg-
ment. Mexican courts have ruled that the purpose of foreclosing on
a mortgaged asset is to cover the indebtedness and, as a result, it would
be contrary to judicial efficiency to send the creditor to a new process
when the proceeds of the sale fail to cover the debt. Accordingly, when
there is a deficiency, mortgagees should be able to execute on other
assets of the debtor as part of the same foreclosure procedure.®
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Obtaining a deficiency judgment in Mexico is thus simpler and faster
than in California.

Fideicomisos de garantia

Guaranty trusts are used widely in Mexico as an alternative to mort-
gages. Some of the factors that should be taken into consideration to
determine which is the better instrument in a specific transaction are:
1) The fees and costs charged by a trustee in a guaranty trust agree-
ment, which are not applicable in a mortgage.

2) The convenience of a nonjudicial sale of the trust assets versus the
need to pursue a judicial sale of the mortgaged assets in case of default.
3) The ability to partially “release” certain trust assets in proportion
to the reduction of the debt versus the nondivisibility of the mortgaged
assets, which make a partial release unavailable (except when an
express agreement as to the portion of the credit applicable to each
property applies to individualized properties).’

4) The flexibility of the guaranty trust agreement for additional busi-
ness or commercial purposes, such as the development of a resort proj-
ect, the subsequent sale of the individual units created within a multi-
unit or fractional project, and the reinvestment of the sale proceeds.
5) The ability to include personal property, such as rents or sale
proceeds, as part of the trust assets.

6) The power of the mortgagor to sell the mortgaged assets or fur-
ther encumber the mortgaged assets by granting a junior lien on the
same which, unless the parties agree otherwise, cannot be achieved
if a guaranty trust is used, because the legal owner is the trustee.

The Mexican guaranty trust was created in 2000 with amend-
ments to commercial and tax law that were enhanced, or “polished,”
in 2003. Mexico’s Congreso endeavored to reduce transaction costs and
interest rates, increase the type of guarantees available under Mexican
law, motivate lenders to enter into credit transactions to help boost the
economy of Mexico, increase commercial competition among trustees,
protect collateral, and lower collection risks.!0 The result is an instru-
ment more favorable than its predecessor to a beneficiary in the event
of default.

From a practical standpoint, Mexican courts consider the trustee
to be the legal owner of the assets because legal title to the trust assets
is transferred to the trustee to secure the performance of contractual
obligations. Thus, the trust assets, together with the beneficiary’s right
to request a sale in case of default, are not affected if the debtor is
the subject of a bankruptcy proceeding, becomes insolvent, or is
sued by any creditor.!! This is a powerful advantage for creditors in com-
parison to California law.

The transfer of ownership described above also protects trust
beneficiaries from debtor’s acts. Once the trust agreement is executed
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and title to the assets has been transferred to
the trust, the debtor loses the power and
authority to convey or encumber the trust
assets (unless the trust agreement expressly
provides otherwise).12

Other differences between a California
deed of trust and a Mexican fideicomiso
relate to the entity that may act as trustee and
the scope of the trustee’s responsibilities.
Under California law, the trustee under a
deed of trust is not a true trustee, is not sub-
ject to the general rules governing trusts, and
has the limited function of reconveying the
property to the settlor if the loan is repaid or
to conduct a trustee sale in case of default.!3
In Mexico, on the other hand, only entities
authorized by law—mainly financial institu-
tions—can act as trustees.!4 They generally
play a more active role and are highly regu-
lated by the general law of trusts.

Furthermore, beneficiaries under a Mexican
guaranty trust have the right to file a claim for
any deficiency. By contrast, California law
provides, “[N]o judgment shall be rendered for
any deficiency upon a note secured by a deed
of trust or mortgage upon real property or an
estate for years therein hereafter executed in
any case in which the real property or estate
for years therein has been sold by the mort-
gagee or trustee under power of sale contained
in the mortgage or deed of trust.”!3

With regard to the nonjudicial foreclosure
process, Mexican law provides, “[I]n a guar-
anty trust, the parties may agree on the form
in which the trustee shall proceed to the non-
judicial sale of the rights or assets in trust.”16
This ability to regulate the form in which the
trustee shall proceed is applicable only if, at the
time in which the guaranty trust agreement is
entered into, the parties agree to the following
terms: 1) the trustee shall initiate the nonjudicial
foreclosure upon receiving a written commu-
nication requesting that the assets be sold and
the events of default of the secured obliga-
tions are specified, 2) the trustee shall send a
copy of the written communication to the
debtor, who may oppose the sale only if any
outstanding amount is paid and the debtor
shows that no event of default has occurred,
3) in the event that the debtor is not able to
prove performance of its obligations, the trustee
may proceed to the nonjudicial sale of the
trust assets, according to the terms and con-
ditions of the trust agreement, and 4) the time
frame in which the above-mentioned activities
shall occur.

In the event that the parties to a guaranty
trust failed to specify the process for a trustee
sale or if the process, as set forth in the trust
agreement, failed to meet the requirements of
the law, the lender, upon breach of the guar-
anteed obligation, will have to file a lawsuit
(demanda) in the state court having jurisdic-
tion over the assets. If the lawsuit is properly
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