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Assignment for the Benefit of Creditors

By Leslie R. Horowitz and John A. Lapinski

he economic downturn of the last two

years continues to create record business
failures particularly with the demise of the dot-
com industry. As the option of bankruptcy
becomes more a business tool and less of a social
embarrassment, exponential increases in bank-
ruptcey filings are occurring.

Bankruptcy is, however, not always the
best solution for a distressed business that has
decided to liquidate. Upon filing, the debtor
faces a Bankruptcy Court that is already over-
burdened with its caseload. Equally overbur-
dened Chapter 7 trustees, serving by appoint-
ment, rarely are able to devote the attention
needed to tailor the liquidation effort to options
other than auction sales. The process of liqui-
dating the assets is often slow and costly, and
Chapter 7 trustee sales often result in lower
recoveries due to bulk sale process, as well as
the necessity of following Bankruptcy Court-
approved sale procedures.

An Assignment for the Benefit of Creditors
(“Assignment”) is an option that can be
utilized to help overcome the problems often
incurred in Chapter 7 trustee liquidation sales.
An Assignment is an old common law tool
that could be utilized as an alternative to bank-

An Assignment is analogous to bankruptcy
under the United States Code. Unlike a
Chapter 7 bankruptcy, however, an Assignment
should only be considered if there are assets to
liquidate. The significant difference is the abili-
ty to avoid following all of the administrative
procedures that govern Bankruptcy Court pro-
ceedings. Assignments lessen the time required
to sell assets, increase the liquidation options,
and keep the costs substantially lower, often
resulting in a greater return for creditors.

An Assignment is simply a contract where-
by the troubled entity (“assignor”) transfers
legal and equitable title, as well as custody and
control of its property, to a third party
(“assignee”) in trust, to apply the proceeds to
the payment of the assignor’s debts. When a
corporation makes an assignment, all corporate
property, tangible and intangible is transferred
including accounts, and rights and credits of all
kinds, both in law and equity. The assignee
liquidates the property and distributes the pro-
ceeds among the assignor’s creditors in accor-
dance with the priorities established by law.

The assignee generally is selected by the
assignor, although a court may remove an
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ruptcy more often. (continued to page 4)
Legal Issues Goes Online
Clark & Trevithick is pleased to announce that Legal Name
Issues is converting to an online newsletter. Starting
with the 2003 Spring issue, Clark & Trevithick will Title Corporation/Institution
distribute Legal Issuesto clients and friends by email.
The newly formatted newsletters also will be posted Phone Fax
on our website, www.clarktrev.com.
Please take a moment to fill out this form to Address
ensure that we have your most up-to-date contact i
. . . b City State Postal Code
information, especially your email address.
Clark & Trevithick respects your privacy and Email

will use your contact information solely for the
purpose of sending you our publications. We

recognize that your contact information is private and

will not sell or otherwise distribute it to others.

When you have completed the form, submit it by fax to (213) 624-9441 or by mail to
Clark & Trevithick, 800 Wilshire Boulevard, 12th Floor, Los Angeles, CA 90017.

To register on-line, please visit www.clarktrev.com.
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Let’'s Reviewr Your Estate Plan
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.
Dean Friedman

Example

Say a married couple has a net community property estate worth 52 million.

The Impact of Recent Tax Reform
and the Need to Make Changes

By Dean Friedman

Last year’s new tax laws have important con-
sequences upon planning for most estates.
This is true whether the estate plan is document-
ed by a Will or a revocable living trust declara-
tion. The reason is that, if #he new laws are subse-
quently made permanent, both the estate tax and gener-
ation-skipping transfer tax (the “extra estate tax”
called GST we pay on sizable gifts to grandchil-
dren under certain conditions) wi// be repealed.
Most estate plans for couples use a mathematical
formula applied after the first spouse dies which
operates to defer and minimize death taxes. The
formula directs the allocation of the couple’s
combined estate through available applicable
exclusion amounts (formerly called #nified credits)
and the “unlimited” estate tax marital deduction
to establish the “Credit Shelter Trust” and the
“OTIP Marital Trust” for surviving spouse and
family. Permanent estate tax and GST repeal may
cause these formulas to yield unintended results
to the inheritance of the couple’s property.

Everything is held in a typical revocable living trust created ten years ago. If one spouse
dies this year (2002) or next, that spouse’s one-half share would first be “allocated” to
the unified credit-savings device (commonly to the Credit Shelter Trust benefiting spouse

and children, or set aside in a separate trust for children, depending on how the
instrument is drafted) with the balance (if any) allocated to a marital share (or QTIP
1rust) for the surviving spouse. At this level of estate value, the applicable exclusion

amount alone is enough to eliminate death taxes on the first death. No portion of the

deceased spouse’s one-half community property estate will be allocated to the marital

share. In 2004, the same result will obtain for community property estates worth up to
$3 million, $4 million in 2006 and §7 million in 2009.

When their estate plan was drafted ten
years ago, this couple expected that only
$400,000 of the deceased spouse’s one-half of the
community property estate ($1 million) would be
allocated to the credit-savings device and the
balance of his or her share ($600,000) would be
applied to the widow or widower. The formula
provision of their trust instrument was written to
“adjust” depending on the amount of the unified
credit then available under the estate tax law.
That’s okay up to a point, perhaps. But when the
applicable exclusion amount gets really big rela-
tive to the net worth of the couple, the estate
plan for the surviving spouse goes awry.

Sunset Provision
Still more difficult to manage is whether
estate tax and GS'T repeal will really take effect.

The way the new laws are written the outcome
is completely dependent upon future legisla-
tion. Without future legislation, while a
“phased-in reduction” in taxes over the next
seven years is presently scheduled (though also
subject to legislative change), repeal in 2010
will “sunset” in 2011. As the law stands, on/y
for deaths occurring in 2010 will there be no
estate tax or GST imposed (and here again the
formula contained in most estate plans will not
work properly). While President Bush wants
these changes to be made permanent now, it
remains to be seen whether that will be the
long-term result. Capturing Republican control
of both the House and Senate may serve that
platform. Still, scheduled repeal will occur
under a different administration. Subsequent
legislation could change that result.

Life Insurance and Other Tax Savings Methods

And without estate tax or GS'T" to worry
about, other death tax savings methods (particu-
larly the use of irrevocable instruments) may go
by the wayside. Expensive life insurance poli-
cies may be unnecessary for death tax liquidity
purposes, though such coverage may be needed
to support one’s family in case of an early
demise of the “income-provider.” Even so, term
insurance coverage may be adequate for the rel-
atively brief period policy proceeds may be use-
ful. Accordingly, the use of complicated irrevoca-
ble life insurance trusts and nettlesome Crummey
withdrawal powers (which allow parents to make
annual premium gifts without federal gift tax)
may be obviated. Actually, under the new tax
laws the Crummey powers included in many
existing irrevocable life insurance trusts may be
ineffective after 2009.

For many, the continued reliance upon
charitable trusts as an estate tax savings device
may be unnecessary (especially those plans
which employ replacement life insurance cover-
age). Also, the use of family limited liability
companies (LLCs) or limited partnerships may
play a reduced role since those devices have
generally been employed to create valuation dis-
counts of the business interests, stocks and real
estate often transferred there.

Flexible Drafting Solutions

While death is a certainty, thankfully when
we will die is beyond the knowledge of mere
mortals. Recognize that a couple will encounter
different estate tax and GS'T results if the death
of the first spouse to die occurs before, during the
tax reduction phase-in, or affer permanent tax
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repeal takes effect (if at all). So, estate planning
becomes confounded. Do we draft instruments
expecting permanent repeal (and if so, what
should these documents say until then)? Or do
we anticipate that tax repeal will sunset (and
decide to change our estate planning documents
only when and if subsequent legislation makes
repeal permanent)?

Suggestion: Simply do the best you can as more
is known, clearly identifying your testamentary goals
in the meantime by using drafting techniques appro-
priate for the nature and size of your estate. Draft to
insure flexibility in the administration and interpreta-
tion of your estate plan after a death. Discuss plan-
ning alternatives with your advisor.

Remember, while planning for estate taxes
is important, it is your “zon-tax” wishes that
count the most. That tenet will become ever
more apparent if death taxes are permanently
repealed. But the point should not be over-
looked in the meantime. And for many, the
phase-in of larger applicable exclusion amounts
and GS'T' exemption levels may already or soon
make death tax considerations relatively unim-
portant (subject to some important exceptions
regarding income tax basis step-up and carryover
which take effect in 2011). Most clients will still
want to avoid probate using revocable living
trusts. This also makes sense in case a spouse
(or both spouses) becomes disabled (by avoiding
expensive conservatorship proceedings). And
setting up continuing trusts for grandchildren
with a limited portion of the couple’s estate can
help achieve other goals such as education needs
over the long-term (also consider the use of so-
called “Section 529 Tuition Plans” for this objec-
tive). To some extent, the continuing use of
trusts can also achieve limited creditor protec-
tion under certain circumstances.

Revisiting the Formula

One area of most immediate concern is the
formula provision described in the example. It is
still a good idea to defer and minimize estate
taxes through the use of such a clause, but the
results should be calculated ahead of time under
different scenarios. Estate tax projections can
give the necessary information. And there are
other options available, such as the use of “dis-
claimers” (where the surviving spouse decides
how much of the deceased spouse’s one-half of
the community property should be allocated to
an “equivalent” of the credit-shelter trust (a so-
called disclaimer trust)), and Credit Shelter
Trusts drafted to make the marital deduction
available, if elected. Another method of achiev-
ing flexibility is to allow for the appointment of
a special trustee (an unrelated third party) with
discretion to modify the estate plan to achieve
your “stated” goals if death taxes are repealed.
This discretion could include modification of
the formula provision.

Gifting Strategies

Unlike estate tax and GST, federal gift taxes are not scheduled for repeal in 2010.
The lifetime gift tax exclusion is now $1 million. As we move towards 2010 the maxi-
mum gift tax rate will decline to the then—top individual income tax rate of 35% (this
income tax rate reduction is included as well under the new tax laws). Accordingly,
since estate taxes may be repealed, prudent estate planning now suggests avoiding
“taxable” gifts (those exceeding available exemption amounts). The estate planning
technique of transferring asset ownership to others (such as through a “grantor retained
annuity trust” (acronym GRAT) or through installment sales such as to an “intentional-
ly defective income trust” (acronym IDIT)) to exclude future appreciation from estate
tax at little or no gift tax cost requires much more careful consideration than before the
new tax laws were enacted.

Generation-Skipping Transfer Taxes

The exemptions for GST will parallel those
applicable to the estate tax as the phase-in
period progresses. Accordingly, estate plans that
automatically create GST-exempt shares for
grandchildren (a continuing trust usually carved
out of a child’s outright share) will grow. Many
revocable living trust instruments are drafted in
a manner keyed to use the amount of available
GST exemption. So, in certain instances it may
be appropriate to limit the size of the allocation.
Concomitantly, once GST is repealed, no portion
of the child’s share would be set aside for grand-
children under such a provision. This result may
also be unintended. Modifying trust instruments
now for that event may deserve attention. A

We would be happy to
review your estate plan to
help achieve the best
results possible. Knowing
that your documents are
up-to-date makes sense;
any desired revisions can
usually be accomplished
quickly and easily. For
more information, contact
Dean Friedman at
dfriedman@clarktrev.com.

Announcements

Donald P. Clark recently was named to the Board of Professional
Business Bank in Pasadena.

Philip W. Bartenetti’s article, entitled “Non Competition Covenants: Which
Ones Are Enforceable in California,” was published in the Summer 2002
issue of California Business Law “Practitioner” (Volume XVII, Number 3).

John A. Lapinski, a long-time member of the Commercial Law and
Bankruptcy Section of the Los Angeles County Bar Association, was
elected to the Section’s Executive Board in August 2002. John will serve as
Secretary for the 2002-2003 year.

Leslie R. Horowitz, a former President of the Los Angeles Chapter of the
Federal Bar Association, recently completed his tenure as chairman of the
FBA's Strategic Long-Range Planning Committee. Les’ committee was
responsible for drafting the Federal Bar Association’s long range plan, which
was adopted in September 2002 at the FBA annual meeting in Dallas.

James S. Arico served on the organizing committee for the Los Angeles
Commercial Real Estate Association’s 16th annual Broker Challenge,
which was held at the Beach Club on September 12, 2002. The event,
which raised close to $110,000.00 for Family Service of Santa Monica, was
the most successful Broker Challenge LACRA has organized.

Judith llene Bloom was honored by the U.S. Bankruptcy Court on October
10, 2002 for her Pro Bono participation as a mediator in bankruptcy cases.
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The Catch is Back!

Michael K. Wofford assisted in
the reopening of The Catch, one
of Anaheim’s best known
restaurants. The Catch served as
World Series Headquarters this
October, with its convenient
location adjacent to Edison Field.

Assignment for the Benefit of Creditors

(continued from page 1)

assignee for violations of the Assignment con-
tract or nonfeasance. The assignee may not give
up his duties without liability or a superior
court order until creditors receive distribution.
The assignee’s duties include protecting the
assets of the estate, administering them fairly
and representing the estate.

An assignee is often able to pursue causes
of action that a Chapter 7 trustee could not or
would not. The assignee is free to enter into
contracts to recover assets or liquidated claims.
Thus, an assignee may hire an attorney on a
contingent fee basis to pursue claims that may
be theoretically possible but impractical for a
Chapter 7 trustee to pursue in a bankruptcy.
The assignee has the flexibility to contract with
creditors or even shareholders to fund expenses
to pursue a valuable cause of action without
court approval.

An Assignment is most successful when
there is cooperation among the debtor, the
secured creditors and the assignor. For exam-
ple, an assignee of a manufacturing business
may, with the cooperation of the secured parties
and the principals, operate the business for a
limited time to complete work in process and to
maximize recovery of accounts receivable. An
assignee often will be able to employ the prin-
cipal of the assignor who can be invaluable in
clarifying business records and liquidating
assets at the highest possible price.

While not required to consent to an
Assignment, secured creditors often must agree
in advance since their cooperation frequently

Upcoming Continuing Education Seminars:

Clark & Trevithick presents continuing education seminars for CPAs and attorneys.
To find out more about these upcoming events or register to attend, log onto our web
site at www.clarktrev.com and click on the seminars link or call Elizabeth Anderson

at (213) 341-1340.
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affects the liquidation of the assets. The accept-
ance of an Assignment by unsecured creditors is
not necessary, since under common law the pro-
ceedings are deemed to benefit them through
equality of treatment.

The costs and expenses of the
Assignment, including the assignee’s fees, legal
expenses and costs of administration, are paid
first, just as in a Chapter 7 bankruptcy.

A conditional sale vendor, lessor or secured
creditor elects whether to retake its property or
collateral or utilize the assignee for purposes of
liquidation procedures. Such creditors, in fact,
are often the greatest beneficiaries of the
Assignment and usually consent to the proceed-
ings since this procedure generally realizes
more on their collateral or property than from a
Chapter 7 bankruptcy. Furthermore, such
secured creditors avoid having to comply with
the strict legal requirements mandated by
California Commercial Code provisions. It can
save time and expenses and is often beneficial
to principals who have personally guaranteed
company obligations or have personal liability
on tax claims.

Assignments can be utilized to sell the
assets of a troubled company to a third party as
a going concern. The Assignment is made to
the Assignor who in turn sells the assets to a
buyer without representations or warranties.
Generally an assignee will only warrant that the
assignee has title to the assets.

Assignments are an effective tool that
should be considered by both the debtors
and creditors. A

For further information, contact
Les Horowitz at lhorowitz@clarktrev.com or
John Lapinski at jlapinski@clarktrev.com.

Coming in the next Legal Issues!

The Use of Limited Liability Companies in
Real Estate — Should You Form An LLC For
Your Next Venture?
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