CALIFORNIA LAW REVISION COMMISSION STAFF MEMORANDUM

Study D-400 March 23, 1997

Memorandum 97-7

Assignment for Benefit of Creditors: Organization of Study

The Commission decided at the November 1996 meeting to study some
insolvency issues, including “codifying the law governing assignments for the
benefit of creditors, including expansion of the assignment concept to include
reorganization.” This memorandum gives a brief overview of the issues and
considers how the study might be organized.

The following article and letters are attached as exhibits:

Exhibit pp.

1. Howard Kollitz & Scott H. McNutt, “Trust Them, This is an

Assignment for the Benefit of Someone,” State Bar Business

Law News, Fall 1996, pp. 7-8,21-24 . ... ... . ... .. .. . .. 1
2. Frederick Hamer, The Hamer Group, Los Angeles (Dec. 4, 1996). ... ... 7
3. Geoffrey L. Berman, Credit Managers Association of California

(DeC. 9,1996) . ..ttt 9
4. Benjamin S. Seigel, Katz, Hoyt, Seigel & Kapor, Los Angeles

(DeC. 16,1996) . ..o ittt 12
5. David Gould, McDermott, Will & Emery, Los Angeles (Dec. 20, 1996) .. 14
6. Arthur A. Greenberg, Greenberg & Bass, Encino (Dec. 23,1996) ....... 16

The letters in items 2-6 refer to Commissioner Wied'’s letter which was attached
to the Third Supplement to Memorandum 96-58; for reference, the relevant
portion of this letter is included here:

7. Colin W. Wied, San Diego (Nov. 6, 1996) [excerpt] . .. ............... 17

Two general issues have been presented: (1) whether the law relating to
liquidation through general assignments for the benefit of creditors should be
revised and (2) whether the GABC concept could advantageously be extended to
permit some form of reorganization, particularly for smaller businesses that are
not good candidates for Chapter 11 bankruptcy reorganizations.

(1) Revision of Law Concerning General Assignments

As the Commission knows, this area was the subject of a Commission study
around 20 years ago. The project was not abandoned because the Commission (or
Legislature) was convinced that the law could not be improved. Then as now, the
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issue seems to invite early politicization. We hope to be able to avoid
polarization, however, and work with all interested parties toward the best
potential solution to the problems that are identified. It is premature to conclude
that all legislation is inappropriate.

Viewed in the abstract, it is anomalous that such an important area of the law
remains largely uncodified. There are scattered sections and sentences in the law
providing special rules or exceptions to general rules (see, e.g., Civ. Code 8§
1954.1, 3439.07, 3440, Code Civ. Proc. §§ 493.010-493.060, 490.060, 1204-1204.5,
1800-1802; Com. Code 88 6103(c)(6), 9301; Corp. Code § 15642; Rev. & Tax. Code
88 6756, 18933, 26312; Unemp. Ins. Code 88 1701-1702). On Commission
recommendation, the old statutory scheme was repealed in 1980 as obsolete and
unworkable, and the area was left to common law development. See 1980 Cal.
Stat. ch. 135; Recommendation Relating to Assignments for the Benefit of Creditors , 15
Cal. L. Revision Comm’n Reports 1117 (1980); see also Recommendation Relating to
Attachment Law — Effect of Bankruptcy Proceedings; Effect of General Assignments for
the Benefit of Creditors, 14 Cal. L. Revision Comm’n Reports 61 (1978). While the
Commission was in the process of considering a new codification of the GABC
law at that time, as reported in the Third Supplement to Memorandum 96-58, the
effort was abandoned due to strong opposition to “government regulation.”
There was substantial opposition to further study at that time and insufficient
evidence of abuse. 15 Cal. L. Revision Comm’n Reports at 1121-22.

As evidenced by several of the attached letters, lack of a comprehensive
statute is not seen as a defect by the GABC community (the lawyers and
organizations who are in the business of handling general assignments) — in
fact, it is cited as a virtue, providing flexibility and economy and efficiency. This
is consistent with the approach when there was a statutory scheme; since it was
not mandatory, the practice developed under the common law assignments.

Commissioner Wied circulated his letter to a number of companies who
specialize in turnarounds, workouts, and general assignments. The letters listed
in items 2-6 above were received in response. Geoffrey L. Berman, writing on
behalf of the Credit Managers Association (see Exhibit pp. 9-11), notes that the
“Association was against government regulation of general assignments then
and remains opposed today.” He notes that various statutory rules have been
added over the years to deal with specific problems and generally concludes that
“no clarification or codification of the law in this area is necessary.”



Frederick Hamer, whose firm has been active in rehabilitative work, GABC,
superior court receiverships, and bankruptcy, believes that “the statutes and case
law currently in effect with respect to general assignments for the benefit of
creditors are more than adequate to cover cases that are typical and which this
office has handled. (Exhibit p. 7.) Mr. Hamer also notes: “There are a number of
cases where an assignee may consider limited operation of a company to enhance
assets such as the receivables, finish work-in-process and the like. As an assignee
we do not believe that there is any impediment to such limited operation.”

Benjamin S. Seigel, of Katz, Hoyt, Seigel & Kapor, concurs in the remarks of
Mr. Berman and Mr. Hamer, and concludes that “to change the entire statutory
scheme would, in my humble opinion be a major mistake.” (Exhibit p. 12.) Mr.
Seigel suggests that the issues raised in Commissioner Wied’s letter and the
responses received be referred to the Debtor/Creditor Relations and Bankruptcy
Committee of the State Bar Business Law Section. (Exhibit pp. 12-13.) This is a
good suggestion. The State Bar Committee should be receiving all of these
materials in the regular course of our cooperative relationship with the State Bar
and we anticipate that the Debtor/Creditor Committee will give us its input. We
would also be happy to see a representative of the Committee at any
Commission meeting we consider these issues, or any others of interest to the
Committee.

David Gould, of McDermott, Will & Emery, joins in the comments of the
other writers, and concludes: “I believe that the practice in California is far better
than anywhere else in the country and my partners in other offices look with
envy to the flexibility of a California common law assignment for the benefit of
creditors.” (Exhibit p. 14.)

If a conclusion were drawn solely from these letters, there would appear to be
nothing to study, or that if there are a few problems that arise from time to time,
they have been and will be fixed by the GABC community. This is strongly
reminiscent of the situation faced by the Commission in the late 1970s. The staff
is impressed, however, by the review of pitfalls and problems in existing law
discussed in the article by Howard Kollitz and Scott McNutt, which is
reproduced in Exhibit pp. 1-6. Several of the problems listed are the same
complaints the Commission received over 20 years ago. (See, e.g., letter from
Sandor T. Boxer, Coskey, Coskey & Boxer, Jan. 12, 1978, attached to
Memorandum 79-8.)



Kollitz and McNutt conclude that existing law provides opportunities for
abuse that need to be corrected. For example, they report: there are no
meaningful limitations on who may be an assignee; the assignee may be
judgment-proof; there are no qualifications to be an assignor; there are no
limitations on compensation of the assignee; the assignee is not required to give
notice of the distribution plan; the procedure for objecting to a claim in an
assignment is unclear; assignments can be used to separate the assets of the
debtor from the liabilities; assignments can be used to benefit secured creditors at
the expense of general creditors; assignments can be used to benefit insiders.
(Exhibit pp. 1-6 passim.) The authors list several proposals for reform (Exhibit p.
5):

The current statutory scheme ought to be changed to curtail
abuses permissible under the current laws. First, there should be
statutory requirements concerning the financial condition of an
Assignee, as a condition to its eligibility to serve as an Assignee.
Such requirements could be satisfied by a combination of bonds
and insurance covering not only acts of defalcation by the Assignee
but, in addition errors or omissions by the Assignee....

Second, there should be statutory provisions requiring prior
notice to creditors in connection with an Assignee’s proposed
disposition of property, including proposed disposition of causes of
action....

Finally, an Assignee should be required to provide a written
report to creditors concerning liabilities and assets consistent with
the Assignee’s duties as a fiduciary, including, the existence of any
causes of action or claims against others, together with a statement
of the Assignee’s intentions with respect to the proposed
disposition of such assets....

Further study, consultation with knowledgeable practitioners and other
interested persons, and a review of the literature on GABCs may point to other
issues that should be considered.

(2) Use of General Assignments for Reorganizations

Commissioner Wied suggests the possibility of supplementing existing
business reorganization procedures, whether informal or under Chapter 11, by
bolstering the general assignment to permit the assignee to continue operation of
the debtor’s business at the debtor’s expense, and providing other rules that
would induce the interested parties “to accept and work within a private (i.e.,



state sanctioned) reorganization scheme” resulting in great savings in time and
expense. (Exhibit pp. 17-18.)

Mr. Berman, of the Credit Managers Association, recognizes that Chapter 11
may not work for small businesses, and says that “an out of court workout has
been, and remains, a valuable alternative.” (Exhibit p. 10.) He concludes,
however: “There is no need to attempt to revamp the general assignment law(s)
to create a process that already exists and works without governmental
oversight.” Mr. Berman does not believe that assignees would want the authority
to continue to operate a business where there would be any risk for losses
generated in the assignee’s operations. “If the business is viable, then the debtor
should reorganize out of court or through a Chapter 11 and not through a
general assignment.”

Mr. Hamer also cites the liability problem as an impediment to using a GABC
as a vehicle for rehabilitation. (Exhibit p. 7.) “This alone is a severe impediment
to any knowledgeable assignee using the process as a rehabilitative mechanism.”

A study of the reorganization proposal would have to consider these issues as
part of the problem to be solved. We do not view Commissioner Wied’s letter as
a recommendation to empower assignees under GABCs to operate their own
Chapter 11 proceedings, but rather to make certain changes in the law as
appropriate to achieve a limited objective, taking into account the need to balance
opportunity and risk.

Scope and Pace of Project

While the Commission has broad authority to study this area, in view of our
past experience and the commentary received thus far, the staff does not think that
a major codification effort should be undertaken. A number of specific issues are
identified in Commissioner Wied’s letter and in the Kollitz and McNutt article,
and further research may identify other problems. The GABC community has
recognized that problems arise, since they report on efforts to amend the statutes
to deal with them and to coordinate GABC law with bankruptcy changes. To put
some of the remarks concerning ‘“government control” in proper context, it
should be noted that without the special rules and exceptions (e.g., to bulk
transfer rules, fraudulent transfer rules, attachment liens, etc.) provided in the
existing statutes, common law assignments would not be very useful.

The staff suggests focusing on particular problems and working with the GABC
community and others to come to an appropriate resolution. This would mean



supplementing the existing scattered statutes, rather than rewriting them or
codifying the major case-law rules. The study should evaluate the seriousness of
the potential for abuse and perhaps find actual cases of abuse that point to the
need for a statutory remedy.

The law of general assignments is complex, and we do not have a well-
developed statutory scheme as a starting point for improving the law. The staff
believes the Commission should contract with an expert academic consultant to prepare a
background study and advise the Commission. If this course is approved, we will
investigate who would be willing to serve as a consultant.

The staff sees the question of expanding GABCs from a liquidation role to foster
reorganization, subject to appropriate limitations, as a secondary study. We have not
researched the issue beyond the letters attached to this memorandum, but in
light of the negative reaction of two commentators, the staff suggests further
investigation of the benefits and problems involved in this proposal. We would
invite further commentary from interested persons and bar committees, and if a
consultant is hired, we would seek the consultant’s advice on the issue.

We are also informed that the American Bankruptcy Institute’s Task Force on
General Assignments is working on a model statute governing administration of
general assignments. (See Exhibit p. 10.) We will follow this work, although it
may be of limited value since the model statute is based on existing California
law.

Respectfully submitted,

Stan Ulrich
Assistant Executive Secretary
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Study D-400

Trust Them, This is an Assignment

for the Benefit of Someone
By Howard Kollitz and Scott H. McNutt’

I. INTRODUCTION

There has been considerable interest recenty
in the use by California debtors of the business
liquidation device known as an assignment for
the benefit of creditors (“Assignment”), a device
tracing its origins to English common law.? Recent
articles and educational programs have stressed
the benefits of Assignment.® Increased public
awareness of this vehicle, combined with the
anticipated proliferation of limited liability compa-
nies and limited liability partnerships, suggests
that there will be a significant increase in the use
of Assignments. _

An Assignment is much like an out-of-court
Chapter ¥ bankruptcy liquidation, with ene major
distinction: in hChapter 7. an independent trustee
is selected by the Office of the United States
Trustee to liquidate a debtor’s assets; by contrast,
in an Assignment, the debtor {the “Assignor™)
selects the liquidator (the “Assignee”) pursuant to
a contract. An Assignment can be a desirable and
cost effective alternative to a Chapter 7 liquida-
tion, as well as 1o other liquidation devices.! In
many instances, a professional and ethical
Assignee can liquidate an insolvent business,
resolve claims and distribute assets quicker and
cheaper than a Chapter 7 trustee. On the other
hand. Assignments allow opportunities for abuse
that Chapter 7 bankruptey proceedings do not.

1. Howard Bollitz is the principal of a professional corporation which is
a partacr in the Lo Gnn of Dinning, Gill, Diamdod & Kolliez. LLP,
of Los Angeles, California. Mr. Kollitz is 2 member of the
Debtor/ Creditor Relations and Bankruptey Commicee of the
Business Law Sectiun. Scart H. McNunis a member and shareholder
in the law firm of Severson & Werson, A Professionil Corporation,
resident in its San Francisco office. Mr. McNunt is the Chair of the
Detnor/Creditor Relations and Bunkrupiey Committee,

2. Leslic R. Horowitz and John A Lapinski, An Alternative io Bankrupley
in the "Hh: Assignment for the Benefit of Creditors, 16 LA Law. 21, 22
(May T997).

. Ser, r.g, Geoflrey L. Berman, Common Lawr Asigrments for the Benefit
of Credlitors: The fermergence of the Non Bankruptry Alternative, 21 Cal.
Bankr, . No. 4 { 1993). ‘

4. In addition 10 a Chapter 7 tiguidation proceeding {“Chapter 77}
under Tide 11 of the United Siates Code {the “Bankrupicy Code™},
Culifornia corporations, partnerships, limited liability companies
and limiwed liability parinerships may seek w liquidate under the
supervision of a Superior Court of the Sate of California Ser, Cal,
Corp. C. §§1907, 15032, 1735]. Such a Court supervised dissolution
may be implemented by the Court’s appointment of a Receiver 1o
marshal and liquidate assets for the purpose of paying claims of
creditors. S, Cul. Civ, Proc. C. §5G4{b) (3)(B).

e

Under Chapter 7, the bankruptcy Court and the
Office of the United States Trustee actively super-
vise the conduct of cases, police for conflicts and
assure notice to all interested parties. All this pro-
tection comes at a financial cost to the bankrupt
estate, usually borne by unsecured creditors.

This article does not advocate that one form of
liquidation is superior to another, as the best alter-
native will always turn on the specifics of the
claims, the assets and the creditors. However, this
article does point out the specific forms of abuse
to which Assignments are suscepuble. Finally, this

- article advocates certain changes in Assignment

law that will curb some of the potential for abuse.

ll. THE GENERAL THEORY BEHIND
ASSIGNMENT AND THE PITFALLS

An Assignment creates a contract transferring
all of the interests in property of the Assignor to
an Assignee, who acts as a fiduciary responsible for
liquidating these interests.” The consent of credi-
tors to an Assignment is presumed.” The Assign-
ment puts the property of the Assignor outside of
the reach of unsecured creditors.” The Assignment
vests in an Assignee all of the claims against others
which belonged to the Assignor prior to the
Assignment, certain claims against others which
actually belonged to creditors of the Assignor
before the Assignment, and certain claims against
others which would not exist outside of
an Assignment.*

There are no meaningful limitations on who
may be an Assignee; this selection is entirely in the

Continued on page §

5. Creditars” Rights Aad Remedies, §26, pp. 5433, 16 CalJur.3d (Rev)
Part 2 (1995}, and cases cited therein.

6. Brainard v, Fuzgernld, 3 Cal.3rd 157, 44 P.2d 336, 338-339 {1933).

7. Brainard, 44 P.2d at p. 339 {1933). See giso, Cal. Civ. Proc. C,
§493.030(a). ‘

B. Sre, Credit Managrrs Associntion of Southern Californic v. National
Independent Business Altiunce, 162 Cal.App.3d 1166, 209 Cul.Rprr, 119,
121-122 {1984) (Assignee stands in the place of the Assignor with
respect to claims of the Assignor against others); Cal. Civ. C,
§3439.08(d) Assignee may assert rights of creditors o avoid fraudu-
lent transfers of the Assignor’s assews; Cal. Giv. £ §1954.1 {Assignee
may prevent real property landlord of Assignor from repossessing
properyy for up to 90 davs regardless of provisions in the lease); Cal.
Civ. Proc. C. §1800 {Assignee may recover “preferential” transfers to
legitimate creditors made by the Assignor, nomwithstanding §3432 of
the Cal. Civ. C.). . :
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Assignments... from page 7

discretion of the Assignor. The actions necessary
to effect an Assignment are considerably less com-
plicated and less time consuming than preparing
for bankruptcy under Chapter 7 of the Bankruptey
Code. As a result, the Assignee frequently provides
the form for the contract of Assignment and also
assists the Assignor in gathering the information
hecessary to consummate the Assignment.

Similarly, there are no required qualifications to
be an Assignor. Any individual, partnership, corpo-
ration, or other entity, which owns any property,
not otherwise specifically prohibited by law or its
own form of internal rules, which owes any money
to anybody, has the right to make an Assignment.*
The Assignor need not be insolvent in either the
balance sheet sense (value of assets exceeding lia-
bilities) or equity sense (unable to pay its debts as
they mature)." It is the Assignor who determines
whether an Assignment is appropriate. There is no
form of “involuntary” assignment."

Although the law provides that an individual
Assignor may claim as eXempt certitin property, an
individual is almost never a candidate to be an
Assignor.” Unlike a case under the Bankruprcy
Code, an Assignment cannot discharge liability 1o
creditors for dehts, beyond actual distributions on
such debis received by such creditors.™ The ahsence
of the discharge concept in Assignments means that
Assignments typically involve corporations or other
forms of limited liabiliy business vehicles.

[n the typical assignment, the Assignor will
cease to exist upon making the Assignment and

often has no interest in jts outcome. However, the

Assignor not only makes the decision as to whether
it is an appropriate candidate to liquidate through
the Assignment device but, more importantly, the
Assignor selects the individual or entity who will
sene as the Assignee. Although creditors can be,
and often are, consulted by the prospective
Assignor concerning the selection, the Assignee
cannot be selected absent the Assignor’s consent. ™
This leads to the ironic result that the Assignor,

9. Horowitz and Lapinski, supre, note 2 xm 22,
10, Sadichi v. Chase, 108 Cal. 81, 41 P. 29, 3031 [1B95).

L. Witkin, Semmary of Califurmia Law, Contracis, §924, pp. B24-B25 (Yth

Ed. 1995}, and cases cited therein,

12, Cal. Civ. Proc, . 51801,

LS. Buteler v. Rotinson, 105 Cal.App. 611, 288 P. 155, 137 (1930,

4. See, £.g.. Busy 1. Quitiner, Ststman & Tireister, 381 F.24d 54, B6-37 (*Mh
Cir. 1967),

the party least interested in the outcome of the

Assignment, is solely responsible for the selection

of the Assignee.

Existing law does not require the Assignee to be
a financially responsible party. An Assignee need
not even be an individual, meaning that an
Assignee can avoid personal liability by creating an
appropriate limited liability vehicle. An Assignee
need not be solvent. An Assignee is not required to
post any type of bond or other undertaking. There
Is no requirement that an Assignee have any expe-
rience relevant to the duties to be performed by
an Assignee.

If the Assignment so provides, the Assignee can
employ lawyers, accountants and other profession-
als, as well as insiders of the Assignor, without the
approval of any court or other authority, who wiil
be paid from the Proceeds of the liquidation of
the Assignor’s assets before creditors receive any
distribution. In this regard, there is no specific
statuteny procedure for scrutinizing the amount of
compensation which an Assignee can pay to itself
or to its professionals, employees or agents. The
Assignor and Assignee can fix the amount of comn-
pensation of an Assignee in the contract of assign-
ment. Only if, for whatever reason, the Assignee
did not require that the contract of assignment fix
the amount of compensation for the Assignee or
the Assignee seeks compensation other than as
provided for in the contract of assignment, must
the Assignee involve the creditors, and possibly the
Superior Court, in the decision making process on
this issue."

With respect to the administration of the assets
transferred to the Assignee, except as to claims by
or against the Assignee which require resolution
through litigation, typically the Assignee never sees
the inside of a courtroom in the discharge of its
duties. By contrast, state and federal court
receivers take control of a debtor’s property only
subject to the authority of the appointing court.
Similarly, a bankruptcy trustee is closely supervised

Continued on page 21

15. General jurisdiction to determine the rights among parties to an
Assignment for the benefit of creditors, including rights of creditors,
reposes in the Superior Court, Hempy v. Public Utilities Commission, 56
C.2d 214, 14 Cal.Rptr. 436, 438 {1961}, If requested to do so, the
Superior Court may mudify the compensation for the Assipnee pro-
vided For in the contract of Assignment in the appropriate circum-
sances. McDouga! v, Futlr, 148 Cal. 521, 83 P. 701, 704 (1996),
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Assigniments... from page 8

by the Bankruptcy Court. An Assignee is unsuper-
vised by the court or by any other authority in the
liquidation of assets or in the process of making
distributions to creditors, absent a dispute with
another party which results in someone initiating
litigation. In the context of an Assignment, there
is no authority similar to that of the United States
Trustees in Bankruptcy cases, who oversee and
supervise the administrative activities of bank-
Tuptcy trustees."”

The unregulated and unsupervised Assignee is
invested with an impressive array of powers. An
Assignee, in certain circumstances specified by
statute, can deprive creditors of the benefit and
value of temporary protective orders, attachment
liens, judgment liens, consensual security interests
and rollections on legitimate debts.” An Assignee
can be subrogated to the rights of a creditor who
has obtained a temporary protective order or
auachment lien to defeat lien rights acquired by
other creditors.” An Assignee can prevent a land-
lord of real property from repossessing its property
after a default under the lease.™ The Assignee,
selected by the insiders in control of the Assignor,
is given the right by statute to recover certain types
of pavments or transfers made to such insiders.?

Under existing California law, there is a statu-
tory scheme which provides for priorities in the
pavment of claims of creditors subject to an
Assignment.” Unlike a case under the Bankruptcy
Code, if their security interests or liens are prop-
erly perfected, and not subject to avoidance by the
Assignee, secured creditors should be unaffected
by the Assignment absent an agreement of the
secured creditor, such as an agreement to subordi-
nate the security interest to the Assignee's
expenses of administration.® There is no auto-
matic stay in an Assignment which requires credi-
tors to seek relief in court, as is the situation in
cases under the Bankruptcy Code.™ '

16

o

[t must be noted that, unlike an Assignee, 2 receiver must be an indi-

vidual who does not have certain specified real or potential conflicts

of interest, wh is capable of tking a required ath, whe can post a

bond in an amount fixed by the court, and wha must htain authe

rization from the court appointing her or him before disposing of

assets. See, Cal. Civ. Proc. C. §§566, 5657, 564, 568.5, :

1. Tide 28, U_S.C. §386,

I8, Cal. Civ. Froc. C. §§493.050(a) and 1800(a){ 10}.{b).

19, Cal. Giv. Proc. C. §490,060(u).

20. Cal. Civ. C. §1954.1.

21 Gal. Civ. Proc. C. §1800{a) (3) and {b).

22. Creditors' Rights ard Remedios, 16 Cal Jur.3d §§57-60, Pp- 8386 (Rev)
Part 2 (3rd Ed. 1995), and statuitory acthurities cited thersin.

23, 11 U'S.C. §506(c).

24, 11 U.5.C. §362{a).

In the recent past, the common law Assignment
for the benefit of creditors device has been modi-
fied by statutes in order to make an Assignment
more like a liquidation case under the Bankruptcy
Code.® There have also been suggestions that
existing law governing Assignments should be
amended to limit the claims of real property land-
lords and the claims of employees under employ-
ment contracts, (o make the distribution scheme
to such creditors in Assignments more like the dis-
tribution scheme in a liquidation under the
Bankruptcy Code.®

ll. WEAKNESS IN THE STATUTORY SCHEME

A. There Are No Notice Requirements

Although reputable Assignees always do give
notice to creditors, there are no laws which
require Assignees to give notice or to consult with
creditors of the Assignor in connection with any
disposition of any or all of the Assignor’s assets.
Accordingly, due to the lack of notice require-
ments, there is a potential for abuse by disrep-
utable Assignees.

Laws requiring notice and specific procedures
with respect to the bulk transfer of property of a
debtor do not apply to either the transfer of assets
by the Assignor to the Assignee, or to any disposi-
tion of such assets by the Assignee, regardless of

Continued on page 22

=
o}

- Benjamin 5. Sicgel. Assigrmeats for the Benefit of Creditors: Prniling
Changes i Catiforntia Lo, 20 Cal. Bankr, J. No. 5 (19923

b See, 11 US.C 5502(b) (8), (7). Existing Law with respect to the ability
o an Assignee 10 recover certain payments made by the Assignar
ereclivars haltling begitimate claims, the abilite of an individuat whe is
A0 ASSINOr t excmpl cerain propenties from an Assignment and
the recognition of priorities amony unsecured creditors of otienwise
cual stature, as well as propesals that landlords' claims and employ-
ees’ cliaims be “lmited,” 2l create interesting opics for entirely sepi-
rate discussinns. One might question whether California has
enacted, or will be enacting, laws which set the stage for litigation
imvoking ihe prohibition against states impairing the obligation of
contract, as weli as livgation involving the mandate to the effect that
there be uniform Taws on the subject of bankrupcies throeghout the
United States. See. U8, Const., Art. 1, §10 *No State shall ... pass
any ... law impairing the obligation of Contracts.™); W.B, Werthen Co.,
o al. v. Thomus, 292 U5 426, 54 5.0 817, 817-B19 (1934), Arkansas
luw which exemped insurance proceeds from claims of existing
ereditors violawed Anticle I, § 10, 8ee, alss, LS. Conse., Am, 1, §8, cl. 4
Congress shall hive the puwer to, ... establish ... uniform laws on the
subjuct of Bankruptcies throughout the United States.”; Jnirmational
Shoe Co. v. Pinkns, 278 U5, 261, 49 5. Cu 108, 110 {1929). States may
not puss or enforce laws to interfere with or complement the
Nadonat Bankriptey Act or to provide additional or awxdliary regula-
tins; In re Wisconsin Builders Supply Co., 239 F.2d 649, 652 (7th Cir.
1956}, cert. den. 353 U.5. 985 (1957) Presence or absence of a dis-
churge provision as not sole eriterion of the imalidity or validity of
state legislation in the insolvency field covered by
federal Law. ! o

53
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the value of such assets. Neither an Assignee nor a
buyer of properties from an Assignee need give
any prior, or any other, notice to the Assignor's
creditors.”” Furthermore, laws requiring notice and
prescribing specific procedures with respect lo
how a secured creditor can dispose of the debtor’s
property, subject to its security interest, do not
apply to an Assignee.®

Existing law does require that an Assignee give
notice to creditors to advise them to file claims
with the Assignee.” It should be noted that the fil-
ing of a claim with an Assignee may be deemed 1o
constitute a waiver by the claimant of certain rights
to object to various aspects of the particular
Assignment.* Yet, the notice required by statute to
be given by the Assignee to creditors, advising
them of the deadline to file claims, is not required
to advise creditors of the potential consequences
of filing a claim with the Assignee.™ There is nei-
ther a statutory designation as to whom may object
to creditors’ claims filed with the Assignee, nor a
statutory procedure for the presentation of such
objections. The procedure for objecting to a claim
in an Assignment is unclear. It depends on either
the Assignee, or perhaps others, filing a lawsuit in
the Superior Court to disallow a ¢laim or, in the
much more likely aliernative, a creditor filing a law-
suit in response 1o the Assignee disallowing a claim. ™

B. The Assighee May be Judgment Proof

The Assignee is a fiduciary to creditors and. as
such, is subject 1o liability for a breach of its
duties.” The Assignee is also a fiduciary 1o the
Assignor who selected it, subject to whatever provi-
sions might be set forth in the Assignment agree-
ment or instrument.¥ However, these fiduciary
relationships are only meaningful if there is a
financially responsible Assignee. '

C. The Assignment Can Be Used to
Perpetrate a Fraud

Potential Assignment abuses can be illustrated
by three hypothetical situations:

27, Cal. Comm. C. §6108{c)(6).

28, 3w, Cal. Comm. C. §910T, o seg.

2. (al. Giv. Proc. C. §1802.

30 Lary v. Guan, 144 C511, 78 P. 30, 32 (15HM),

31, Cal. Civ. Proc. C. §1802,

32, Hrmpry, 14 Cal.Rptr. at p. 438 (1961).

35, Creditors”™ Rights And Remedies, §845 and 50, pPp. T1-720 78, 16
Cal Jur S (Rev) Part 2 (3rd Ed. 1995), and cises cited therein,

3. Uliton” Hights And Rrmedies, 8§55 and 36, PP H2-83, 16 Cal Jur.3d
{Rev) Pirt 2 (3rd Ed. 1995), anel cases cited therein,

). Separating Assets of the Debtor from Ligbilities of
the Debtor. In this hypothetical, the principals of
the corporate Assignor conclude that the business
is no longer viable as a going concern, given its lia-
bilities, but that there is a core business to salvage
out of a liquidation. The core business could con-
sist of a configuration of specific tangible assets
linked with a customer list or it could stmply
involve a client base in the case of a service busi-
ness. The principals of the debtor decide to liqui-
date the corporate debtor by making an
Assignment for the benefit of creditors, The prin-
cipals interview several prospective Assignees,
negotiate the Assignee’s compensation arrange-
ment, effect the Assignment, and then purchase
the specific, targeted assets of the corporate
debtor from the Assignee, all without notice 1o
unsecured creditors.

This situation does nol, of course, always lead to
abuse, but the opportunities are-evident, Will the
Assignee fight hard for the best price for assets
from the same parties who hired the Assigneer
Will competing bids be solicited when concerned
creditors are unaware of what is happening?

2. Assignment for the Benefit of Secured Creditors.
Difficult situations arise when the Assignor's prin-
cipals have guaranteed certain claims, These situa-
tions are complicated when the guaranteed
obligations are secured, as these creditors often
wish 10 avoid all the hoops imposed by the UCC
on the disposition of collateral. A second hypothet-
ical situation might be the use of an Assignment to
relieve a secured creditor from the expense and
difficulty of foreclosing on its collateral. In this
hypothetical, the principals of a corporate debtor,
who have guaranteed the indebtedness owed by
the debtor to the secured creditor, negotiate an
agreement with the secured creditor to the effect
that the debtor will agree to make an Assignment,
the guarantees will be exonerated or reduced in
amount, and the Assignee will sell the debtor’s
assets (the secured creditor’s collateral) to a buyer
which the Assignor (or persons in control of the
Assignor) has located. In this situation, the Assignee
pays over all of the proceeds of the liquidation to the
secured creditor, less the fees and expenses of the
Assignee, all without notice to unsecured creditors.
Once again, will the Assignee be inclined to maxi-
mize values for unsecured creditors?

Continued on page 23
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3. Assigmnent for the Benefit of Principals. A third
hypothetical situation is the use of an Assignment
to resolve the potendal liability of insiders of the
debtor. Assume the principals of the corporate
debtor have received substantial payments from
the corporation that these principals must repay,
for example, loans or other forms of authorized or
unauthorized distributions. These same principals
interview prospective Assignees, select an Assignee,
negotiate the compensation of such Assignee,
cause the debtor to make the Assignment, and
then settle the claims of the Assignee against them
for less than the full amount of liability, all without
notice to unsecured creditors,

None of the foregoing hypothetical situations
will always result in illegal conduct by the Assignee,
the principals of the Assignor, or anybody else
involved in the Assignment. However, the current
statutory scheme is overly susceptible to abuse
because the law creates opportunities for partici-
pants to engage in wrongful conduct to the detri-

‘ment of the intended beneficiaries of the

liquidation process.

IV. PROPOSALS FOR REFORM

The advocates of the status quo in the
Assignment process suggest that secured creditors
can certainly take care of themsélves, and that
unsecured creditors have adequate protections
under existing law. For example, if unsecured
creditors are dissatisfied with the Assignment they
can file an involuntary petition for relief against
the Assignor under the Bankruptcy Code, in an
attempt to terminate the Assignment and cause a
trustee in bankruptcy to be appointed, who would
perform his or her duties under the supervision of
the United States Trustee and the Bankruptcy
Court.* Depending upon the circumstances, faced
with an involuntary petition contested by the
Assignee, the Bankruptcy Court might or might
not exercise jurisdiction over the debtor.® The
Bankruptcy Court might abstain from hearing the
matter, and such decision is not reviewable by
appeal or otherwise.” However, the ability to ter-
minate an Assignment after the damage has been
done and allow 2 trustee in bankruptcy to Iy to
pick up the pieces is a questionable remedy and
ignores the potential for abuse of the Assignment.

35. 11 U.5.C. §303.
86. 11 U.S.C. §§305(a), 543(d).
$7. 11 US.C §305(c).

The advocates of the status quo might also sug-
gest that the Assignee, Assignor, principals of the
Assignor and others are all accountable to unse-
cured creditors for any wrongful conduct on their
part which causes damage. However, again, the
ability of creditors to seek recourse after the dam-
age has been done is a questionable Justification
for ignoring the potential for abuses of the
Assignment device under existing law.

The current statutory scheme ought to be
changed to curtail abuses permissible under the
current laws. First, there should be statutory
requirements concerning the financial condition
of an Assignee, as a condition to its eligibility to
serve as an Assignee. Such requirements could be
satisfied by a combination of bonds and insurance
covering not only acts of defalcation by the
Assignee but, in addition, errors or omissions by
the Assignee. The bonding and insurance compa-
nies, motivated by their own seif interest, will, in
effect, then designate those parties who are ineligi-
ble to serve as Assignees.

Second, there should be statutory provisions
requiring prior notice to creditors in connection
with an Assignee’s proposed disposition of prop-
erty, including proposed disposition of causes of
action. Assignees should not be required to, or
allowed to, function under a svstem where the
absence of notice is the rule and practice with
respect to the disposition of assets. The greatest
protection against abuse is the scrutiny of transac-
tions by interested creditors.

Finally, an Assignee should be required to pro-
vide a written report to creditors concerning liabil-
ities and assets consistent with the Assignee’s
duties as a fiduciary, including, the existence of
any causes of action or claims against others,
together with a statement of the Assignee's inten-
tions with respect to the proposed disposition of
such assets. Such a written report to creditors
should be furnished within an appropriate time
frame so as to allow creditors a meaningful oppor-
tunity to take action in response to such report.
Adequate exceptions should be made in any such
statute to deal with time sensitive matters which
require the Assignee to act before such report can
be prepared and served on creditors.

Continued on page 24
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V. CONCLUSION

Due in part to the potential abuse of the
Assignment process, many states have prohibited
common law Assignments for the benefit of credi-
tors.™ Yet, when properly used it can be a less time
consuming and less costly method o effectuate
payment to creditors than a bankruptey. In order
to preserve in California the ability to utilize the

38, Berman, swprr note 3, a0 2354, 0. 6.

Assignment, as a desirable alternative to Court
supervised proceedings, the California statutes
governing Assignments should be amended to
ensure that this device will be used properly for
the benefit of the intended beneficiaries, the unse-
cured creditors, while preserving the Assignment
as a cost effective and expeditious business liquida-
tion vehicle. B
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Telephone: 310+477+4533
Facsimile: 310+477+9626
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December 4, 1996

Nathaniel Sterling, Esq.

Executive Secretary

California Law Revision Commission
400 Middlefield Road, Suite D2
Palo Alto, CA 94303-4739

RE: Colin Wied, Esq. Letter of November 6, 1996
regarding General Assignments for the Benefit of Creditors

Dear Mr. Sterling,

The undersigned has received a copy of certain correspondence
regarding the above matter. This firm has been extremely active
over the years in both rehabilitative work and general assignments
for the benefit of creditors and Superior Court receiverships as
well as being a disbursing agent for Bankruptcy Court cases.

We believe that the statutes and case law currently in effect with
respect tc general assignments for the benefit of creditors are
more than adequate to cover cases that are typical and which this
office has handled. There are a number of cases where an assignee
may consider limited operation of a company to enhance assets such
as the receivables, finish work-in-process and the like. As an
assignee we do not believe that there is any impediment to such
limited operation.

With respect to rehabilitation, our firm has handled many cases
over the years with great success. The one problem that we see if
an assignee were to use the general assignment as a vehicle for
rehabilitation, is the liakility that almost certainly would accrue
to the assignee. This alone is a severe impediment to any
knowledgeable assignee using the process as a rehabilitative
mechanism.
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Nathaniel Sterling, Esq.
December 4, 1596
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In summary, we support the position that we understand Credit
Managers Association of California has taken on this issue.

1

Very truly yours,

Th ER GROUP
Frederi gher
VEWWﬂWmmhﬁm

cc: Geoffrey L. Berman
John A. Lapinski, Esq.
Arthur Greenberg, Esq.
Colin Wied, Esq.
David Gould, Esq.
Benjamin S, Seigel, Esq.
Sheri Bluebond, Esq.

- Whitney Rimel, Esqg. Chair State Bar Debtor/Creditor Committee
Jeffrey Krause, Esg. State Bar Debtor/Creditor Committee
Howard Kollitz, Esqg.

Joel Weinberyg, Esq.




CREDIT MANAGERS ASSOCIATION of CALIFORNIA

40 E. VERDUGO AVENLE « BURBANK, CA 91502-1931
MAILING: P.Q. BOX 7740 « BURBANK, CA 81510-7740
TELEPHCOME (818) 972-8300

FAX NUMBERS:
ADJUSTMENT BUREAU (818) 972-5301 » COLLECTIONS/ACCOUNTING (818) 972-5302
CREDIT INFORMATION SERVICES (B18) 972-5303 OR (818) 872-5305

December 9, 1996

i DHM:.- 18) 972-35313
Ew Revision Commissior:
IVED

Nathanief Sterling, Esq. : RECE

Executive Secretary .

California Law Revision Commission DEC 16 1996
4000 Middlefield Road, Suite D1 . )

Palo Alto, CA 94303-4739 File, J-dou»

Re:  Colin Wied Letter of November 6, 1996 re General Assignments
for the Benefit of Creditors

Dear Mr. Sterling:

I received a copy of Mr. Wied’s letter of November 6, 1996 and felt it important that you understand
- the concemns of this Association, which acts regularly as an assignee for the benefit of creditors, with
certain ideas and comments in Mr. Wied’s letter.

Mr. Wied states that statutory law is far from complete as it addresses general assignments and you
correctly noted in your transmittal to the California Law Revision Commission members that the prior
statutory scheme in California was repealed years ago. This Association was against government
regulation of general assignments then and remains opposed today. California has however enacted a
number of statutes governing the administration of general assignments since then, many of which were
introduced with this Association’s input and concurrence. Further, there are 2 number of cases that
have been tried in the state courts over the years on issues that have arisen in general assignment cases
and this Association has been a party to many of those matters.

I strongly disagree with Mr. Wied’s suggestion that there is no statute that establishes the priority of
payment for claims in a general assignment. Specifically, the priority of claims is addressed in the Code
of Civil Procedure §1204, 1204.5, in the California Revenue and Taxation Code and by operation of
federal law (31 U.S.C. §3713). This Association does not pay claims “hoping no one objects”.

There is statutory support for an assignee having avoiding powers similar to a bankruptcy trustee.
Specifically, an assignee has the rights of a lien creditor pursuant to Uniform Commercial Code § 9-301
and Code of Civil Procedure §1800 enables an assignee to recover preferential transfers in the same
manner as a trustee (or debtor-in-possession) in a bankruptcy proceeding. No clarification or
codification of the law in this area is necessary. -
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Mr. Wied also suggests that general assignments might be used to effect a reorganization of a
distressed debtor. T do not argue with the assertion that Chapter 11, as a process, does not generally
work, especially for small businesses. This Association, in conjunction with the National Association
of Credit Management, worked to effect the revisions in the Bankruptcy Code enacted as the
Bankruptcy Reform Act of 1994. That Act included the Small Business provisions to Chapter 11 to
enable small debtors a more streamlined aporoach to the reorganization process. For those debtors
where reorganization through bankruptcy is not a viable alternative, an out of court workout has been,
and remains, a valuable alternative. Again, this Association has been a leader in administering out of
court work outs so that debtors can effectively reorganize without the costs and delays usually
associated with bankruptcy proceedings. There is no need to attempt to revamp the general
assignment law(s) to create a process that already exists and works without governmental oversight.

Mr. Wied’s comments on page three of his letter regarding authority to continue a debtor’s operations
miss the point. General assignments are a liquidation alternative to Chapter 7. They are not generally 2
mechanism to operate a business (though in rare occasions an assignee may in fact operate a business
to maximize values of inventory, work in progress, etc.). I do not know any assignee that will operate
a business where the assignment estate, or the assignee, would be at risk for losses generated by the
assignee’s operations. If the business is viable, then the debtor should reorganize out of court or
through a Chapter 11 and not through a general assignment.

Additionally, if you are not aware, the American Bankruptcy Institute has a task force working under
the auspices of its Unsecured Trade Creditor Committee, which is in the process of preparing a Model
Statute(s) on General Assignments, as well as a manual on assignments so that lawyers and credit
professionals to become more educated on the process. The basis of the Model Statute is the
California statutory scheme as it exists today. There is a consensus among the task force members that
some level of protection for creditors needs to be in place. I am the Chairman of that task force.

You should also be aware that an effort was made last year to amend certain existing statutes to bring
conformity to California law with the changes made in the Bankruptcy Reform Act of 1994 and other
areas of concemn to practitioners and professionals who use and act as assignees. That legislation was
not enacted and is being prepared for reintroduction in the upcoming legislative year.

10




Nathaniel Sterling, Esq.
December 9, 1996

Page 3

I hope that the California Law Revision Commission will fully review the state of California’s existing
statutory support for general assignments before it attempts to change the system in place.

Very truly yours,

Geoffrey .Bam/m\

Assistant Secretary and
Manager, Adjustment Bureau
| .

cc.  Colin Wied, Esq.
David Gould, Esq.
Benjamin S. Seigel, Esq.
Sheri Bluebond, Esq.
Andrea T. Porter, Esq.
Jeffrey Krause, Esq.
John A Lapinski, Esq.
Howard Kollitz, Esq.
Joel Weinberg, Esq.
Richard Kaufiman, CAE, President, Credit Managers Association of California (/o)
Anne Wray, Chairman, Credit Managers Association of California
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" A PROPESSIONAL CORPORATION

Law Revision Commissi
RECEIVED "

Nathaniel Sterling, Esqg. ' DEC 30 1996
Executive Secretary

California Law Review Commission Flee b-4ow
400 Middlefield Road
Suite D2

Palo Alto, CA 94303-4739

Re: Colin Wied Letter of November 6, 1996
Regarding General Assignments for the
Benefit of Creditors

Dear Mr. Sterling:

I join Geoffrey L. Berman, the assistant secretary and
manager of the adjustment bureau of Credit Managers Association of
California and Frederick Hamer of The Hamer Group in providing you
with comments concerning Mr. Wied's letter of November 6, 1996
concerning the present state of the law in California with regard
to general assignments for the benefit of creditors.

I have served on the Debtor/Creditor Relations and
Bankruptcy Committee of the Business Law Section of the California
State Bar and was Chair of the Assignment for Benefit of Creditors
Sub-Committee. I was instrumental in the drafting of legislation
in 1992 which added Section 1802 to the California Code of Civil
Procedure and alsc amended other sections of the Code to confirm
certain provisions of California law to the Bankruptcy Code with
regard to preferences that could be recovered by an assignee for
the benefit of creditors.

I have been closely associated with credit management in
California as a credit manager and as an attorney since 1961.

I concur with the remarks made by Messrs. Berman and
Hamer in their letters to you.

Because the State Bar has a very dedicated

Debtor/Creditor Relations and Bankruptcy Committee in the business
law section, I suggest that Mr. Wied's letter together with the

12




December 16, 1996
Page 2

letters of commentary you have received, including this letter, be
referred to that Committee for review and recommendation. The
current statutory system in place in California regarding
assignments for the benefit of creditors is working well. From
time to time various modifications are necessary to keep pace with
Federal Bankruptcy Laws. However, to change the entire statutory
scheme would, in my humble opinion be a majPr mistake.

BSS/ijn

cc: Geoffrey L. Berman

John A. Lapinksi, Esg.
Arthur Greenberg, Esqg.
Colin Wied, Esq.

David Gould, Esq.
Sheri Bluebond, Esq.
Whitney Rimel, Esq.
Jeffrey Krause, Esq.
Howard Kollitz, Esq.
Joel Wienbery, Esq.
Fred Hamer, Esqg.

\wpdata\Ben\Sterling.ltr
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Nathanielson Sterling, Esq.
Executive Secretary

California Law Revision Commission
400 Middlefield Road, Suite D-2
Palo Alto, California 94303-4739

Re:  Letter dated November 6, 1996 from
Collin Wied re General Assignments
for the Benefit of Creditors

Dear Mr. Sterling:

I have been furnished with a copy of Ben Siegel’s letter to you of December
16, 1996 concerning comments to Collin Wied’s letter of November 6, 1996.

I have practiceéd in this field for 30 odd years and have served as the Chair of
the Debtor-Creditor Relations in the Bankruptcy Committee of the Business Law Section of
the State Bar, served as the President of the Financial Lawyers Conference and the Los
Angeles Bankruptcy Forum. I consulted with Ben Siegel in the drafting the of the 1992
Legislation which added Section 1802 to the California Code of Civil Procedure and made
other conforming amendments. '

I too join in the comments made by Messrs. Katz, Berman and Hamer in their
letters to you.

As part of a national firm, I have the advantage of seeing how the flexibility
of a common law assignment for the benefit of creditors as is used in California compares
to non-bankruptcy remedies in other states in which our firm has offices. I believe that the
practice in California is far better than anywhere else in the country and my partners in other
offices look with envy to the flexibility of a California common law assignment for the benefit
of creditors. -




Nathanielson Sterling
December 20, 1996
Page 2

In summary, I think the Commission should take heed of the folksy saying "if

it ain’t broke, don’t fix it!",

DG:jr

¢c:  Benjamin S, Siegel, Esq.
Geofirey L. Berman
John A. Lapinski, Esq.
Arthur Greenberg, Esq.
Colin Wied, Esq.
Sheri Bluebond, Esq.
Whitney Rimel, Esq.
Jeffrey Krause, Esq.
Howard Kollitz, Esq.
Joel Weinberg, Esq.
Fred Hamer, Esq.

LA\JAR\SHARED\WP\LETTERS\%6\50CORDG.047

Sincerely,

bet e

DAVID GOULD
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Nathaniel Sterling, Esq.
Executive Secretary

California Law Review Commission
400 Middlefield Road, Suite D2
Palo Alto, CA 94303-4739

Re: Colin Wied Letter of November 6, 1996
Regarding General Assignments for the
Benefit of Creditors

Dear Mr. Sterling:

I have read with interest the wvarious correspondence with
respect to Mr. Wied’s letter.

As we trust you are aware, this office is substantially
engaged in a debtor/creditor practice, with a primary emphasis on
insolvency-related matters. We are regularly involved in general
Assignments for the Benefit of Creditors, representing assignors,
assignees, and creditors. We would respectfully request that you
keep us advised with respect to any further activity regarding
general Assignments for the Benefit of Creditors.

We thank you for your assistance and extend our best wishes
for a prosperous New Year.

Very truly yours,

GREENBERG & BASS
A Registered Limited

Llablllty Partners p
AHhwn Wf/mcd

By:
ARTHUR A. GREENBERG

AAG:met
cc: Colin Wied, Esq.
Geoffrey L. Berman
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C.W. WIED PROFESSIONAL CORPORATION
501 WEST BROADWAY, SUTTE 1780
SAN DIEGO, CA 92101

COLIN W. wm::é .
TELEFHONE: (619) 338-3030
FACSIMILE: (619) 3384022 Dﬂaﬁg}‘sﬁnl&mlﬂf-
November 6, 1996 Law Revision Commission
RECEWED
NOV ¢ 6 19%

File:

ERE

The second proposal would involve considerably more study, and would be of
considerable interest to the insolvency community, including especially institutional lenders,
reorganization attorneys and tumaround/workout specialists. My recommendation is two-
pronged.

First, current law respecting General Assignments for the Benefit of Creditors (GABC) is
ill defined. A GABC creates a trust, but there are no generally applicable statutory trust
provisions. (Probate trust law is specifically inapplicable.) Statutory law is far from
comprehensive, and case law adds little. For example, no statute sets out the priority of payment
of claims. Assignees typically follow the priority set out in the Bankruptcy Code (11 U.S.C.
Section 507), hoping no one objects. GABCs take place frequently, and are favored as a private,
speedy and less costly business liquidation, as opposed to the more costly, time consuming and
relatively ineffective Chapter 7 (11 U.S. Code) liquidation. They are handled, for the most part,
by less than a half dozen companies in California. The assignee under a GABC is given some of a
bankruptcy trustee’s avoiding powers. 1t would be worthwhile to study whether interested parties
would like a clarification and codification of GABC law.

Second, it would be worthwhile to study whether the GABC concept could be extended
from simply liquidation (a Chapter 7 substitute) 10 reorganization (a Chapter 11 substitute). The
entire insolvency community will acknowledge that Chapter 11 is not an adequate means of
reorganization of small to medium large (i.e., non-public) businesses. It is toc complicated, and it
was made that way intentionally. Congress reasoned that if no party to a Chapter 11 had a clear
shot, all parties would be compelled to negotiate. In practice, the reverse has happened.
Bankruptcy litigation is a growth industry for lawyers, accountants and other professionals. The
administrative cost of any Chapter 11, by itself, precludes successful reorganization of most
companies. Chapter 11 success rate is abysmal - less than 10% of the cases result in confirmed
plans, and only half of those fully perform the confirmed plan. Added to the low rate of plan
confirmation is the enormous cost in money and time to creditors.

It is true that many companies that file Chapter 11 are “dead on arrival,” and should never
have filed Chapter 11. Of those that are viable, usually such a high level of mistrust exists
between the debtor and its creditors that a reorganization plan cannot be negotiated before
escalating administrative costs (i.¢., attorneys’ fees which must be paid in full before a plan can be

LW LRCYGABCTLTR
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Nathanial Sterling, Esq.
November 6, 1996
Page 2

Cal. Gov. Code Sections 12,750 et. seq. The third reason is the obvious one: these companies
are, in reality, governmental agencies. Current California law makes it difficult, if not impossible,
for such companies to file under Chapter 9. The regulatory state agencies are simply unaware of
. the extent to which their interests may be impacted in a Chapter 11. If fully informed, they would
probably conclude it to be in their interest to be able to authorize Chapter 9 filings by the agencies
which they fund.

The second proposal would involve considerably more study, and would be of
considerable interest to the insolvency community, including especially institutional lenders,
reorganization attorneys and turnaround/workout specialists. My recommendation is two-
pronged.

First, current law respecting General Assignments for the Benefit of Creditors (GABC) is
ill defined. A GABC creates a trust, but there are no generally applicable statutory trust
provisions. (Probate trust law is specifically inapplicable.) Statutory law is far from
comprehensive, and case law adds little. For example, no statute sets out the priority of payment
of claims. Assignees typically follow the priority set out in the Bankruptey Code (11 U.S.C.
Section 507), hoping no one objects. GABCs take place frequently, and are favored as a private,
speedy and less costly business liquidation, as opposed to the more costly, time consuming and
relatively ineffective Chapter 7 (11 U.S. Code) liquidation. They are handled, for the most part,
by less than a half dozen companies in California. The assignee under a GABC is given some of a

Second, it would be worthwhile Lo study whether the GABC concept could be extended
from simply liquidation (a Chapter 7 substitute) to reorganization (a Chapter 11 substitute). The
entire insolvency community will acknowledge that Chapter 11 is f10t an adequate means of
reorganization of small to medium large (i.e., non-public) businesses. It is too complicated, and it
was made that way intentionally. Congress reasoned that if no party to a Chapter 11 had a clear
shot, all parties would be compelled to negotiate. In practice, the reverse has happened.
Bankruptcy litigation is a growth industry for lawyers, accountants and other professionals. The
administrative cost of any Chapter 11, by itself, precludes successful reorganization of most
companies. Chapter 11 success rate is abysmal - less than 10% of the cases result in confirmed
plans, and only half of those fully perform the confirmed plan. Added to the low rate of plan
confirmation is the enormous cost in money and time to creditors.

It is true that many companies that file Chapter 11 are “dead on arrival,” and should never
have filed Chapter 11. Of those that are viable, usually such a high level of mistrust exists
between the debtor and its creditors that a reorganization plan cannot be negotiated before
escalating administrative costs (i.c., attorneys’ fees which must be paid in full before a plan can be

LAMCLRC\GABGH.LTR
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Nathanial Sterling, Esq.
November 6, 1996
Page 4

Essential to the idea of expanding the scope of the GABC is the creation of a recognized
profession consisting of business turnaround/reorganization experts. Such professionals wouid be
business people, not necessarily accountants or lawyers. These professionals now exist, although
for a variety of reasons they are infrequently used in non-public cases. A means will have to be
devised for qualifying and certifying those who would become assignees under the expanded

GABC.

I will be providing copies of this letter to some highly qualified business turnaround/
workout companies for their comment, as well as to some California companies that regularly act
as assignees under GABCs. If there is interest in the idea, perhaps the Commission would want to
constitute an advisory group of consultants. I believe such a group could be formed at no cost,
for it should be in the pecuniary interest of all groups to help advance this concept.

I look forward to discussing these undertakings with you and the Commission.

Very truly yours,

Colin W. Wied

CWWislg
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