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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) ............................................. 9
4. Benjamin S. Seigel, Katz, Hoyt, Seigel & Kapor, Los Angeles

(Dec. 16, 1996) ............................................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 §§

1954.1, 3439.07, 3440, Code Civ. Proc. §§ 493.010-493.060, 490.060, 1204-1204.5,

1800-1802; Com. Code §§ 6103(c)(6), 9301; Corp. Code § 15642; Rev. & Tax. Code

§§ 6756, 18933, 26312; Unemp. Ins. Code §§ 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.”
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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.)
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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.,
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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
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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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