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On January 12, 2005, the Ninth Circuit Court of 
Appeals issued a decision which limits important 
rights of an assignee under an assignment for the 
benefit of creditors1 and thus reduces the utility 
of assignments as an alternative to federal bank-
ruptcy proceedings. In Sherwood Partners, Inc. v. 
Lycos, Inc., the Ninth Circuit ruled 2-1 that the 
Bankruptcy Code “preempts,” i.e., invalidates, a 
state statute that gives an assignee appointed to 
effectuate an assignment of the benefit of credi-
tors (an “ABC Assignee”) the power to avoid 
preferential transfers. The Ninth Circuit held that 
providing such powers to an ABC Assignee con-
flicts with the scheme for equality of distribution 
provided under the Bankruptcy Code. Although 
the Sherwood Partners decision specifically con-
cerns the ability of an ABC Assignee to avoid 
preferential transfers under section 1800 of the 
California Code of Civil Procedure,2 the decision 
has much wider ramifications as to the ability of 
an ABC Assignee to exercise any rights it has to 
promote the equality of distribution among unse-
cured creditors, unless identical rights are avail-
able to individual unsecured creditors and to a 
bankruptcy trustee as well. 

The Sherwood Partners case arose after Thinklink 
Corp., a unified messaging service provider, 
entered into an agreement with Lycos, which 
operates a network of web sites. Lycos agreed to 
promote Thinklink’s messaging service on Lycos 
web sites exclusively for two years. Subsequently, 
Lycos and Thinklink renegotiated their agree-
ment, shortening the exclusivity period to 90 days 
and reducing Thinklink’s remaining payments 
from over $17 million to $1 million plus stock. 
Thinklink delivered the $1 million but not the 
stock, and approximately two months later made 
a voluntary general assignment for the benefit of 
creditors to Sherwood Partners. Sherwood shut 
down Thinklink’s business and sued Lycos in 

state court under Cal. Code Civ. Proc. § 1800 to 
recover the $1 million payment from Lycos as a 
preferential transfer.

Lycos moved to dismiss, arguing that Cal. 
Code Civ. Proc. § 1800 was preempted by the 
Bankruptcy Code. The district court denied Lycos’ 
motion and eventually granted summary judgment 
to Sherwood. Lycos appealed. The Ninth Circuit 
reversed the decision of the district court. In 
Sherwood Partners, the Ninth Circuit determined 
that Cal. Civ. Proc. Code § 1800 was preempted 
by federal law and thus unenforceable because it 
duplicates a bankruptcy trustee’s ability to avoid 
“preferential transfers” under section 547 of the 
Bankruptcy Code, implicates a major goal of fed-
eral bankruptcy law, i.e., equitable distribution of 
the debtor’s assets among creditors, and provides 
special powers and claims to an ABC Assignee 
that otherwise are not exercisable by a debtor’s 
general unsecured creditors. 

The foundation of the Sherwood Partners deci-
sion is the broad authority of Congress to pre-
empt state laws on a subject even when they are 
consistent with federal laws. Congress’ intent to 
supplant state law may be found from a pervasive 
scheme of federal regulation intended to further 
a dominant federal interest. Although the law 
has long been clear that the bankruptcy principle 
promoting a “fresh start” is preemptive of state 
law such that the discharge of a debtor from its 
liabilities is the exclusive province of federal law 
and federal courts, see, e.g., International Shoe v. 
Pincus, 129 U.S. 261 (1929),  Sherwood Partners 
is the first decision extending that preemption to 
the principle of promoting equality of distribution 
among similarly situated creditors.  

The Sherwood Partners court, apparently rec-
ognizing the potential breadth of its decision, 
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attempted to carve out of its ruling those state law provi-
sions that either are expressly incorporated within the 
Bankruptcy Code or provide powers that do not mirror 
critical abilities of a bankruptcy trustee. For example, 
pursuant to section 544 of the Bankruptcy Code, a bank-
ruptcy trustee has the same rights as an unsecured credi-
tor under “applicable law” to avoid a debtor’s transfers 
of property and obligations incurred by the debtor. 
Section 544 of the Bankruptcy Code incorporates the 
rights available generally to unsecured creditors and thus 
enables a bankruptcy trustee to avoid the same trans-
fers and obligations as an unsecured creditor can avoid 
under nonbankruptcy law. However, section 544 of the 
Bankruptcy Code does not provide a bankruptcy trustee 
with the rights of an ABC Assignee. Thus, the Ninth 
Circuit held that a right, power or privilege conferred 
upon an ABC Assignee but not available to unsecured 
creditors generally is preempted and this is true even if 
the right otherwise is consistent with federal bankruptcy 
law.

Because of the Sherwood Partners decision, an ABC 
Assignee can no longer accomplish what a bankruptcy 
trustee can achieve, e.g., avoiding preferential and 
fraudulent transfers for the benefit of all unsecured credi-
tors. As a result, if a debtor makes an assignment for the 
benefit of creditors, and as few as three of the debtor’s 
creditors are dissatisfied with the assignment and initiate 
an involuntary bankruptcy case against the debtor, the 
prospect of the bankruptcy court declining to exercise 
jurisdiction, based on the prior initiation of the assign-
ment for the benefit of creditors, is significantly reduced 
and if the involuntary is filed within 90 days of the 

assignment, potentially eliminated entirely. In the Ninth 
Circuit at least, creditors promoting an assignment as 
a better, more expeditious, or less costly alternative are 
unlikely to prevail in the face of an involuntary filing as 
a bankruptcy represents the only way to recover prefer-
ential transfers for the benefit of all unsecured creditors. 

For more information regarding the Ninth Circuit’s deci-
sion, or bankruptcy law in general, please do not hesitate 
to contact the authors.
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Notes:
1. An assignment for the benefit of creditors is a contract under which 
the assignor (the debtor) transfers all of its right, title, interest in, and 
custody and control of its property to a third-party assignee in trust. 
The ABC Assignee liquidates the property and distributes the proceeds 
to the assignor’s creditors. Historically, assignments have been viewed 
as a quicker, cheaper alternative to bankruptcy liquidations and have 
been frequently utilized as an effective means to liquidate corporate 
businesses as corporations are not eligible for a bankruptcy discharge 
under Chapter 7 of the Bankruptcy Code. The assignment alternative 
was particularly popular in recent years in the technology sector.
2. Under California law, an ABC Assignee may recover preferential 
transfers of property of the debtor under Cal. Code Civ. Proc. § 1800, a 
statute patterned after § 547 of the Bankruptcy Code.
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