
District Court, E. D. Michigan. March 28, 1870.

IN RE CHAMBERLAIN ET AL.

[3 N. B. R. 710 (Quarto, 173).]1

BANKRUPTCY—FRAUDULENT PREFERENCE—EXCLUSION OF PREFERRED
CREDITOR FROM CHOICE OF ASSIGNEE.

1. Whether a creditor who had received a conveyance of property made with intent to defeat or
delay the operation of the bankrupt act [14 Stat. 534], having reasonable cause to believe a fraud
on the bankrupt act was intended, may prove his claim and vote for assignee? At the time of the
delivery of the bond and mortgages, an act of bankruptcy was close at hand, the mortgagee, of
the firm Allan Shelden & Co., being well apprised of the facts. The assignment was not general,
for the benefit of all the creditors, but conditional; the mortgagee having no power whatever over
the real property for six months, and the personal property encumbered by a specific reserva-
tion. The motion was to exclude the firm of Allan Shelden & Co., and other creditors who had
expressed themselves satisfied with the transaction, from participation in the choice of assignee,
and to postpone the proof of their claims. Held, it is the character of the instrument which is the
subject of discussion; and if the exercise of the powers granted by it would defeat or delay the
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operation of the bankrupt act, then such would be presumed to have been its intention.

[Cited in Re Union Pac. R. Co., Case No. 14,376.]

2. The disposition of property under it was complete on the day of the execution and delivery of the
bond and mortgages; and the intent existing at that time determines the character of the transac-
tion.

3. The proof of the claim of Allan Shelden & Co. should be postponed until after the choice of an
assignee.

4. The motion to exclude the other creditors mentioned from participation in the choice of assignee,
ought to be denied.

On certificate of register in bankruptcy. [In the matter of Eli B. and Owen P. Cham-
berlain.]

Before Mr. Hovey K. Clarke, register in bankruptcy:
I, the said register, do hereby certify that in the course of proceedings before me at the

meeting of creditors for the choice of an assignee of said bankrupt's estate, the attorney
for the petitioning creditors moved that the proof of the claim tendered by Allan Shelden
& Co., and the proofs of the claims filed by Beatty, Fitzsimons & Co., A. C. McGraw
& Co., W. D. Robinson, Burtenshaw & Co., E. Lieberman, and Geo. B. Kelley & Co.,
be postponed until the assignee is chosen, on the ground that said claimants had received
a conveyance of the property of said bankrupts, made with intent to defeat or delay the
operation of the bankrupt act, having reasonable cause to believe that a fraud upon the
bankrupt act was intended, and that said bankrupts were insolvent. The said claimants
being present and insisting upon their right to vote for assignee, questions of fact and law
were presented and stated by the parties, Mr. Dickinson appearing for petitioning credi-
tors and Mr. Driggs for the claimants whose rights to vote were objected to, and thereup-
on witnesses were examined relative to the facts in controversy between the parties.

In April, 1869, the bankrupts, then doing business as partners in Brockway, St. Clair
county, finding themselves in embarrassed circumstances, sought an interview with Mr.
Allan Shelden, of the firm of Allan Shelden & Co., and stated to him that their stock
had been attached; that one of their creditors would probably take a judgment against
them the next day, and, as Mr. Shelden thinks, the other creditors would take judgments
against them at the same term of court. That this statement truly represented the then
existing condition of the affairs of the Chamberlains is not controverted. This interview
resulted, after consultation with counsel, in the execution by the bankrupts and the deliv-
ery to Mr. Shelden of a bond, bearing date April 22d, 1869, in the penal sum of eighteen
thousand dollars, reciting the indebtedness of the Chamberlains to various persons and
firms, in divers sums of money—neither names of persons nor sums of indebtedness be-
ing specified—amounting in the aggregate to about nine thousand dollars, as near as they
could estimate the same, and which they further recite “they are desirous of securing.”
The condition of the bond is declared to be the payment within six months or sooner, if
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they should be able to do so, of all just debts which they were then owing and liable to
pay, with interest; and also to pay any future indebtedness which they may incur to the
firm of Allan Shelden & Co., for goods or merchandise which said firm may advance to
them. The performance of the condition of this bond was secured by two mortgages, one
upon a considerable quantity of real estate in the counties of St. Clair and Sanilac, and a
chattel mortgage of all the personal property of the Chamberlains in their store at Brock-
way, of a quantity of lumber and saw logs, and some other specified articles. The chattel
mortgage contained the further condition that the mortgagors “may sell any or all of the
property above described in the usual course of business, the avails of such sales to be
applied in accordance with the condition of the bond above referred to. The party of the
second part may at any time take possession of the property hereby mortgaged.” The trust
created by these instruments was accepted by Mr. Shelden; the greater part of the per-
sonal property has been sold, and a considerable portion of it converted into money. No
subsequent advances have been made by the firm of A. Shelden & Co., as provided for
in the bond. It does not appear that any of the creditors whose right to vote for assignee
is objected to, had any knowledge of the transaction between the Chamberlains and Mr.
Shelden previous to the execution and delivery of the papers. They all, however, in terms
more or less explicit have since the transaction expressed themselves satisfied with it.

By Hovey K. Clarke, Register:
It is clear that at the time of the interview with Mr. Shelden the Chamberlains were

insolvent. They were unable to pay their debts in the ordinary course of business, and this
inability was of a character, as the proof shows, which would result in the eventual break-
ing up of their business. Their goods were attached, several suits were pending against
them, on one of which it was expected judgment would be entered the next day, and on
the others during the same term of the court. In these circumstances, it is evident, an act
of bankruptcy was close at hand. If they remained inactive, they had reason to expect that
an execution would be levied on their property within forty-eight hours. To remain thus
inactive would be to “suffer their property to be taken on legal process,” which would
justify a proceeding by their creditors against them to have them adjudicated bankrupts.
In re
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Black [Case No. 1,457]; In re Dibble [Id. 3,884]. They could prevent this by filing a
voluntary petition to be adjudged bankrupts. By one or the other of these methods an act
of bankruptcy seemed inevitable. By resorting to the voluntary method they could have
effectually precluded the involuntary, and they would have submitted all their property to
be distributed as provided by the law of the land, and under the control and guaranties
that the rights of all creditors will be protected, which those laws afford. For some reason
which is not stated, and which therefore can only be inferred from their acts, they do not
resort to the method prescribed by the bankrupt act to prevent the preference which the
judgment creditors were likely to obtain. They state their condition to Mr. Shelden, so
that he becomes well informed as to all the essential facts affecting their liabilities and
their duties, and, after consultation with counsel, the method of the bond and mortgages
which have been proved in this case, was adopted to prevent the levy of the impending
execution. It is insisted that this was done to protect the property for the benefit of all
the creditors, the proceeds of which were to be distributed among them equally without
preference.

It is to be observed, however, that the conveyance to Shelden was not a general as-
signment for the benefit of the creditors, such as would authorize him to proceed at once
to convert the property and distribute the proceeds. The conveyances are conditional—one
mortgage on the real estate, and the other upon personal property—conditioned to pay
all the mortgagors' creditors, and also what they may in addition become indebted to A.
Shelden & Co. within six months; during which period Shelden could exercise no rights
whatever over the real property, and his right to take possession of the personal property
was encumbered by a reservation of the mortgagors' right to continue to sell the proper-
ty mortgaged in the usual course of business. If this were a general assignment for the
benefit of creditors, it is difficult to see how it could be sustained under the well set-
tled principles which require such an assignment to fix definitely the rights of the parties
and of those to be benefited by it, and especially to be free from all control whatever by
the assignor of the property assigned. The reservation of the right to continue to sell the
mortgaged property, and the agreement that the security should embrace any subsequent
indebtedness of the Chamberlains to the firm of A. Shelden & Co., are clearly incon-
sistent with the principles above referred to, and which are supposed to be well settled
as applicable to the construction of assignments for the benefit of creditors. Instead of
making an unconditional surrender of their property for the benefit of their creditors, they
seek to convert it into a special trust, by which, at the option of the parties, it may be
employed indefinitely as a basis on which to continue their business; and if they were
doing an unprofitable business, the property which ought to be distributed to creditors,
existing at the time of the transaction, may be used to protect the interests of the firm in
which the trustee was a partner, against loss from the business thus continued. It is no
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answer to this to say that this power was not actually exercised—that no further advances
were made. It is the character of the instrument which is the subject of discussion; and
if the exercise of the powers granted by it would defeat or delay the operation of the
bankrupt act, then such will be presumed to have been its intention. The disposition of
property under it was complete on the day of the execution and delivery of the bond and
mortgages; and the intent existing at that time determines the character of the transaction.

As mortgages, however, the same objections recur with increased force, and establish
the inconsistency of such conveyances with the general policy of the bankrupt act not only,
but the provisions of section 39 of that act in particular. [14 Stat. 536.] The general policy
of the bankrupt act demands that the property of an insolvent shall be taken charge of by
the officers of the bankrupt court, where all creditors have an opportunity to assert their
rights, where the utmost publicity as to all proceedings is secured, and where the bank-
rupt's estate is to be converted and distributed by public officers, directed and controlled
by a statute which provides speedy and summary methods to enforce it and protect the
rights of all parties. In this case, the Chamberlains were in circumstances that inactivity
merely would expose them within forty-eight hours, probably, to the compulsory process
of the bankrupt court. They might avoid it by becoming voluntary petitioners to be adjudi-
cated bankrupts. They decline to do this, and execute instead certain mortgages, which if
valid, not only set their creditors at defiance for six months, but secure for them the right,
with the consent of a party selected by themselves, to continue their business, including
the purchase of more goods, until a breach of the condition of the mortgages. If they can
do this legally for six months, it is difficult to see how in principle they can be restrained
from securing like immunity for six years by the same method. Its effect, unquestionably,
is not only to delay the operation of the bankrupt act, but if sustainable at all, may be
employed to defeat it altogether. The involuntary clauses of the bankrupt act may as well
be repealed—for a time mortgage will be always effectual to set them all at defiance. Such
is the practical and necessary effect of such a disposition of property as is proved in this
case; and the law conclusively presumes that such effect was intended by the parties to it.

Who were the parties to it? The two
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Chamberlains, the bankrupts, and Mr. Allan Shelden. All the facts which give char-
acter to the transaction are shown to be known to Mr. Shelden before he took the bond
and mortgages. The intent of the mortgagors is thus brought home to the mortgagee, and
the consequences, as declared by the last sentences of section 39, that a creditor having
“reasonable cause to believe that a fraud on the act was intended, and that the debtor was
insolvent, shall not be allowed to prove his debt in bankruptcy,” the petitioning creditors
contend exclude the proof of the debt due to Allan Shelden & Co., and at any rate are
sufficient to justify the postponement of the proof of the claim until after the choice of
an assignee. I do not understand that any point has been made that the objections which
might exist to the proof of a claim by Allan Shelden, on account of his participation with
the bankrupts in the purpose to defeat or delay the operation of the act, do not apply to
Allan Shelden & Co. If proved at all, it must be proved in favor of all the partners—as
creditors they cannot sever. The penalty therefore which the act imposes cannot be visited
upon Mr. Shelden unless his partners are also involved in its effect. It is unnecessary,
however, to discuss this question, for whatever there may be in it, enough I think appears
to require the postponement of the proof of the claim of Allan Shelden & Co., until after
the choice of an assignee.

The motion to exclude the other creditors named, to wit: Messrs. Beatty & Fitzsimons,
A. C. McGraw & Co., W. D. Robinson, Burtenshaw & Co., E. Lieberman, and George
B. Kelley & Co., rests upon the proof that they have expressed themselves as satisfied
with the arrangement entered into between the bankrupts and Mr. Shelden. It does not
appear that they had any knowledge whatever of the facts that make up the intent to
defeat the operation of the bankrupt act, until after the bond and mortgages were given,
nor that they were consulted concerning it, or in any way accepted it, except to declare
that they were satisfied with it. In no sense can it be said that they have received the
conveyances which it is alleged were given, with the intent to defeat the operation of the
bankrupt act. The conveyances were not to them directly or indirectly; they were complete
before these creditors had any knowledge of them. There is, therefore, not only no proof
of the alleged intent, but there is no fact proved from which any such intent on their part
can be inferred.

I am of opinion, therefore, that the motion to exclude them from participation in the
choice of an assignee ought to be denied.

LONGYEAR, District Judge. I fully concur in and approve of the foregoing views
and conclusions of the register.

1 [Reprinted by permission.]
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