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Memorandum 95-23

Debtor-Creditor Relations: Retirement Account Exemption

At the September 1994 meeting, the Commission deferred consideration of the

retirement account exemption issues raised by Bankruptcy Judge Alan M. Ahart

until time permitted additional study. (Judge Ahart’s letter was attached to

Memorandum 94-25, Exhibit pp. 53-54, considered at the May 1994 meeting.) This

memorandum commences consideration of the issue.

The Commission needs to review the alternative approaches discussed in this

memorandum and give the staff some guidance on the best approach to pursue.

The staff recommends some directions in this memorandum and additional

options will come to light as we do more research. In a forthcoming supplement

for the April 24 meeting, the staff will present any additional ideas of interest and

suggest possible drafts for the most appealing alternatives to help focus the

discussion.

BACKGROUND

Judge Ahart has suggested revising the retirement account exemption:

I believe that a one-person corporation should not be able to exempt
funds held in a pension plan designed and used for retirement purposes
without regard to the support limitation that applies to Keogh and other
non-corporate pension plans. See In re Cheng, [943 F.2d 1114] (9th Cir. 1991)
…; In re Bloom, 839 F.2d 1376 (9th Cir. 1988). If such a change is not made,
there will continue to be an undue incentive for high-income individuals
with one-person corporations, such as doctors, lawyers, and dentists, to file
bankruptcy and shield hundreds of thousands of dollars from the claims of
creditors.

The statute at issue is Code of Civil Procedure Section 704.115, which provides

an exemption in enforcement of money judgments and also applies in bankruptcy

where the debtor elects to take the state exemptions instead of the alternate set in

Section 703.130. Section 704.115 provides as follows:

§ 704.115. Private retirement and related benefits and contributions

704.115. (a) As used in this section, “private retirement plan” means:
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(1) Private retirement plans, including, but not limited to, union retirement
plans.

(2) Profit-sharing plans designed and used for retirement purposes.
(3) Self-employed retirement plans and individual retirement annuities or

accounts provided for in the Internal Revenue Code of 1954 as amended, to
the extent the amounts held in the plans, annuities, or accounts do not exceed
the maximum amounts exempt from federal income taxation under that code.

(b) All amounts held, controlled, or in process of distribution by a private
retirement plan, for the payment of benefits as an annuity, pension, retirement
allowance, disability payment, or death benefit from a private retirement plan
are exempt.

(c) Notwithstanding subdivision (b), where an amount described in
subdivision (b) becomes payable to a person and is sought to be applied to
the satisfaction of a judgment for child , family, or spousal support against
that person:

(1) Except as provided in paragraph (2), the amount is exempt only to the
extent that the court determines under subdivision (c) of Section 703.070.

(2) If the amount sought to be applied to the satisfaction of the judgment is
payable periodically, the amount payable is subject to an earnings assignment
order for support as defined in Section 706.011 or any other applicable
enforcement procedure, but the amount to be withheld pursuant to the
assignment order or other procedure shall not exceed the amount permitted to
be withheld on an earnings withholding order for support under Section
706.052.

(d) After payment, the amounts described in subdivision (b) and all
contributions and interest thereon returned to any member of a private
retirement plan are exempt.

(e) Notwithstanding subdivisions (b) and (d), except as provided in
subdivision (f), the amounts described in paragraph (3) of subdivision (a) are
exempt only to the extent necessary to provide for the support of the
judgment debtor when the judgment debtor retires and for the support of the
spouse and dependents of the judgment debtor, taking into account all
resources that are likely to be available for the support of the judgment debtor
when the judgment debtor retires. In determining the amount to be exempt
under this subdivision, the court shall allow the judgment debtor such
additional amount as is necessary to pay any federal and state income taxes
payable as a result of the applying of an amount described in paragraph (3) of
subdivision (a) to the satisfaction of the money judgment.

(f) Where the amounts described in paragraph (3) of subdivision (a) are
payable periodically, the amount of such periodic payment that may be
applied to the satisfaction of a money judgment is the amount that may be
withheld from a like amount of earnings under Chapter 5 (commencing with
Section 706.010) (Wage Garnishment Law).
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Comment. Section 704.115 supersedes subdivision (d) of former Section 690.18.
Subdivision (c) governs the application of the exemption for payable but unpaid benefits
against enforcement of child or spousal support. Subdivision (c)(1) applies the general rule
governing exemptions in support cases. Subdivision (c)(2) recognizes that federal law
requires the protection of periodic payments pursuant to a pension or retirement program to
the same extent as wages. See Section 706.052 and the Comment thereto. The exemption
provided in subdivision (d) applies whether money received by the judgment debtor is in
the actual possession of the recipient or has been deposited. See Section 703.080 (tracing
exempt funds). The general rule governing exemptions in support cases provided by
Section 703.070 applies to benefits after they have been paid.

Subdivisions (e) and (f) are new. Subdivision (e) requires that the court consider all
resources — such as social security payments and other income and assets — that are
likely to be available to the judgment debtor when the judgment debtor retires.
Accordingly, where it will be a number of years before the judgment debtor will retire, the
court will take into account not only all the assets of the judgment debtor at the time the
exemption claim is determined but also all the assets and income (including pension
rights) that the judgment debtor is likely to acquire prior to retirement. Subdivision (f)
recognizes that the federal law requires the protection of periodic payments pursuant to a
retirement program. See 15 U.S.C. §§ 1672(a), 1673(a).

A number of bankruptcy cases have struggled to interpret this statute in

situations involving one or two-person professional corporations. The section is

intended to protect reasonable amounts of retirement assets. It is based on the

assumption that private retirement plans will be in a reasonable amount and

recognizing that individual plans — e.g., Keogh and IRA — are subject to

necessary for support standard. However, a plan set up by a one-person

professional corporation does not fall within the necessity exception of Section

704.115(e). Thus, substantial amounts may be shielded from creditors —

sometimes in a short period — in judgment enforcement proceedings and in

bankruptcy proceedings by this special class of debtors. This appears to be

inconsistent with the statute as a whole, but the courts have felt bound by the

statutory language.

Judge Ahart recommends that this situation be remedied by applying the

necessity standard to one-person corporation retirement plans. The staff is

sympathetic to this suggestion. However, it does not appear to be a complete

solution to the problem. In Bloom, supra, the court was faced with a two-doctor

medical corporation in which the bankrupt had an interest valued at $475,000. The

problem is just as great in this case as with a one-person professional corporation,

which was the situation in Cheng, supra. In that case, the Ninth Circuit ruled:

Although the legislative history indicates that the policy behind section
704.115(e) is to limit the exemption for plans that are controlled by one
person, the statute says what it says, and it was improper for the
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bankruptcy court to read beyond it. If the California legislature intended to
treat closely held corporations differently than large corporations, it could
have done so explicitly.

The bankruptcy court’s observations have immense practical
significance, and probably constitute a better approach than the California
statute. We recognize the odd result the statute creates — one-person
medical corporations are treated the same as General Motors, creating the
opportunity for shareholders of tiny corporations to abuse the exemption
scheme — but we may not disregard the statute’s language to address
problems left to the legislature.

We also fear that the bankruptcy court’s approach creates an
unnecessary ambiguity in the plain language of the statute.… If
corporations with one shareholder are not really corporations, how about
corporations with two shareholders? Or three? Or four? When would a
closely held corporation become a “real” corporation for the purpose of
California exemption law? We are not willing to open the floodgate for this
sort of litigation.…

[In re Cheng, supra, 943 F.2d at 1117.]

The staff does not know whether the Ninth Circuit’s fear of a floodgate of

litigation is realistic, but the dangers inherent in a more flexible standard for

determining the exemption could be limited by legislating some appropriate

standard concerning the number of participants in the plan, the degree of control

over the plan and the amount of contributions, or other factors that would give the

courts more guidance.

POSSIBLE APPROACHES

Other states have faced the same difficulties in crafting an appropriate

exemption for pensions and come up with a number of useful ideas. (Several state

statutes are discussed in the attached background memorandum prepared for the

Commission by Matthew Waddell, a student at the University of Pennsylvania

Law School. See Exhibit pp. 1-9.)

Apply Necessity Standard to All Private Plans

Section 704.115 could be amended to apply the necessity standard to all funds

described in the section. This would treat private retirement plans, including, but

not limited to, union retirement plans (subdivision (a)) and profit-sharing plans

designed and used for retirement purposes (subdivision (b)) the same as self-

employed retirement plans and IRA’s (subdivision (c)).
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This approach has the virtue of treating all private plans consistently (and

could, theoretically, be extended to public retirement plans under Section 704.110,

which are not now subject to a necessity standard). Applying the same necessity

standard to all private plans would potentially result in more administrative costs,

since a court would be required to determine the amount “necessary to provide for

the support of the judgment debtor when the judgment debtor retires and for the

support of the spouse and dependents of the judgment debtor, taking into account

all resources that are likely to be available for the support of the judgment debtor

when the judgment debtor retires.”

The existing law is based on the broad assumption that contributions and

benefits involved in a fund as a result of negotiations between employees and

employers will be fundamentally reasonable and are entitled to protection for non-

preferred claims. Use of a general necessity test displaces this assumption and puts

all such benefits up to the test. There is also some question as to whether this

proposal is politically feasible.

Degree of Control

The bankruptcy judge in Cheng noted that the debtor, a doctor, was “the sole

shareholder, president, and controlling executive officer of Cheng, M.D., Inc., and

also served as the plan’s trustee.” Treating one-person professional corporations as

suggested by Judge Ahart would deal with the control issue in this situation, but

does not provide a flexible enough rule to deal with two-person corporations and

other closely-held corporations where the same problem exists.

Some states have adopted exemption statutes that turn on the degree of control

of the debtor over the fund. (For additional discussion, see Exhibit pp. 3-4.)

Connecticut finds dominion if the debtor is self-employed, is a partner, or is a

shareholder with 1% or more interest, or if the court finds that dominion is

exercised — this standard mixes relatively easy standards with the fallback court

determination. Wisconsin defines an “owner-dominated plan” as one “under

which 90% or more of the present value of the accrued benefits or 90% or more of

the aggregate of the account is for the benefit of one or more individuals who are

owner-employees” and an “owner-employee” is “any individual who owns,

directly or indirectly, the entire interest in an unincorporated trade or business, or

50% or more of the combined voting of all classes of stock entitled to vote or the

total value of shares of all classes of stock of a corporation, or 50% or more of the

capital interest or profits interest of a partnership or limited liability company.” As
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can be seen, attempting a statutory definition of domination may be complicated

and may be difficult to apply, especially in non-bankruptcy situations. Perhaps a

useful standard may be found elsewhere in California law as we devote further

research.

Applying a dominion or degree-of-control standard complements the theory of

the California statute. The staff believes that fashioning an appropriate dominion

standard would be the best starting place for revising Section 704.115.

If the Commission pursues this approach, the next question is what rules are

triggered by the requisite dominion. The simplest approach in the framework of

the existing statutes would be to apply the necessity standard if the debtor has the

requisite degree of control over a private retirement fund. But other consequences,

such as the “anti-shuffling” rule (discussed below) could be applied.

Anti-Shuffling

As a general rule, a debtor may convert non-exempt assets into exempt assets

of equivalent value despite the fact that this may have the effect of defeating

creditors. This is true in state collections as well as bankruptcy proceedings

(although the standards are different in bankruptcy).

One technique for dealing with the potential abuse of this rule in the area of

pension funds is to allow the exemption as to certain transfers made to debtor-

controlled funds only if the payments are made a minimum period before the

creditor’s claim arose. Thus, in the case of a debtor with dominion over the fund,

Connecticut denies the exemption for transfers occurring less than 90 days before

the filing of creditor claims. Kentucky provides a 120-day exclusion rule. It appears

that Hawaii may apply a three-year rule. This type of provision would help solve

the most obvious abuse of the exemption statute, where certain debtors are

permitted to exempt large amounts of previously non-exempt funds. Another

factor in this type of case is the suspicion that the transfers are not intended for

retirement purposes but only for temporary shielding. In bankruptcy, the intent of

the debtor will be examined and if the fund is found not to be designed and used

for retirement purposes, the exemption can be denied. See, e.g., In re Bloom, supra.

839 F.2d 1378-79. This exercise is more difficult than applying a mechanical time

period to exclude certain funds from coverage of the exemption.

The staff believes a statutory anti-shuffling rule applicable to certain retirement

fund contributions is worth consideration. Such a rule can be combined with

dominion considerations, as in Connecticut and Kentucky. Other combinations are
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possible. The anti-shuffling rule could be applied only to contributions over a

certain amount or percentage of the fund, or could be applied only to irregular

contributions as opposed to regular, periodic contributions.

Fund Value Limitations

Several states set a flat amount exemption of pension accounts (such as

$100,000), perhaps with an additional necessity exemption for amounts over

$100,000. This approach resembles the homestead exemption which sets flat

amounts for certain classes of debtors based on presumed need. Some states

determine the exempt dollar value through application of statutory actuarial tables

or principles. (For further discussion, see Exhibit pp. 5-6.)

The staff is not inclined to recommend this approach. A flat amount has no

particular relation to the debtor’s age, obligations, other assets, employment

prospects, or other factors, and is an arbitrarily selected figure. A flat amount

exemption is easier to administer, however, since no hearing is required if the fund

is valued below the amount set. Actuarial tables or principles are a mix of

arbitrarily selected standards and complexity, but even then may omit crucial

factors such as the length of the contribution period. Overly specific exemptions

stating expected rates of return and dollar amounts are also undesirable in that

they require frequent legislative attention to keep pace with inflation and other

economic conditions.

The staff does not plan to give further consideration to this approach, even

though it is similar to the homestead exemption, unless the Commission otherwise

directs.

Contribution Value Limitations

Massachusetts limits the exemption of plans maintained by individuals to sums

not exceeding 7% of the person’s total income in the five-year period preceding

entry of judgment or declaration of bankruptcy.

This does not seem preferable to the necessity approach, except that it provides

an objective mathematical standard that would be easier to administer.

Respectfully submitted,

Stan Ulrich
Assistant Executive Secretary
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