
District Court, D. Massachusetts. 1870.

EX PARTE FARNSWORTH.
IN RE WHITNEY ET AL.

[1 Lowell, 497.]1

BANKRUPTCY—PROOF OF DEBT AGAINST BOTH PROMISOR AND INDORSEE
OF PROMISSORY NOTE—DIVIDENDS:

A bankrupt firm owed A. $5897 for which he held their note, and as collateral security, the notes
of third persons indorsed by the bankrupts for about $7000. These persons had failed. Held, A.
might surrender the note of the bankrupts and prove on their indorsements of the collateral notes
for the amount of the debt of the bankrupts to him, and might prove for the full amount against
the promisors on the collateral notes, receiving in dividends not more than the whole debt due
him from the bankrupts.

[Cited in Re Jaycox, Case No. 7,240.]
In bankruptcy. The creditor Farnsworth offered for proof against the estate of Whitney

& Crain, bankrupts, a debt of five thousand eight hundred and ninety-seven dollars. As
security for this debt he held the note of the bankrupt firm, and collateral notes of third
persons (business paper), indorsed to him by the firm before maturity for about seven
thousand dollars, the makers of which collateral notes had now failed, and the paper was
in his hands duly protested. The assignee objected that no proof could be made against
the estate of these bankrupts until the collateral notes had been sold and the proceeds of
sale credited; and that if sold, the indorsements of the bankrupt must be so changed that
no recourse could be had against their estate, else the proof would be double.

W. P. Walley (H. W. Paine with him), for the creditor.
We admit that by § 20 property pledged by the bankrupt to secure a creditor must

be sold before the debt can be proved, but it ought to be sold as it is, and not under
any restrictions. We have not found any American cases which decide the precise ques-
tion raised here, namely, what are the rights of the creditor whose security is by notes
or bills bearing the bankrupt's indorsement. In England it is well settled that the creditor
may prove against both estates. Ex parte Martin, 2 Rose, 87; Ex parte Reed, 3 Deac. &
C. 481; Ex parte Bloxham, 6 Ves. 449; Ex parte Wildman, 1 Atk. 109. If it should be
decided that a creditor who holds collateral paper indorsed by the bankrupt must sell it
as unindorsed, a part of the security is lost; for if each party to the bill or note pays fifty
per cent in dividends, the holder will get but seventy-five per cent, in all, by being obliged
to deduct the value of one promise before he proves upon the other, while he has con-
tracted for the credit of both.

B. F. Brooks, for the assignee, cited Ex parte Burn, 2 Rose, 55; Ex parte Rufford, 1
Glyn & J. 41.
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LOWELL, District Judge. The industry of the learned counsel on either side has
failed to discover decisions under any bankrupt or insolvent law of this country directly in
point, and both have resorted to the English cases. As I have often observed the cases in
either country and especially in England must be used with great care, because our statute
is more or less different from all the others, and more widely from the English than from
some of the American statutes. At the same time it is impossible to understand our bank-
rupt act [of 1867 (14 Stat. 517)] fully without some knowledge of the cases under those
laws, because it has adopted into the body of the act many doctrines originally founded
only in decisions, though with very important modifications. The doctrine that a creditor
who holds collateral security upon the property of the bankrupt must first realize his se-
curity and then prove for the balance, has been adopted from the courts of equity. It is
found in section twenty of our bankrupt law where it is enacted that “when a creditor has
a mortgage or pledge of the real or personal property of the bankrupt, or a lien thereon
for securing the payment of a debt owing to him from the bankrupt, he shall be admitted
as a creditor only for the balance of the debt after deducting the value of such property
to be ascertained by agreement between him and the assignee, or by a sale thereof to be
made in such manner as the court may direct.” It has been assumed by both parties that
commercial paper of third persons, deposited by the bankrupt as security for a debt, is
personal property within this clause, and I see no reason to question the correctness of
that assumption. Such has always been the law of England where a rule of court early
established the practice which is part of our statute. If, therefore, the petitioner held as
security notes or bills of third persons without the bankrupt's indorsement, but pledged
by them, it is agreed that he must sell them or give credit for their value, and prove for
the balance only after deducting such value. But if the collateral notes or bills contain the
indorsements of the bankrupt there is more difficulty. A sale of such notes would give
the buyer a right to prove for the whole
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face of the paper, which is, in this instance, greater than the original debt, besides leaving
to the present holder a right to prove for the deficiency, so that the other creditors would
be put at a disadvantage by having a larger debt proved than the bankrupts owe to this
petitioner. On the other hand if I order the creditor to restrict the indorsement so that the
buyer cannot prove against Whitney & Crain, I am depriving the creditor of part of his
security, for he holds the credit of both the parties to the bills for his whole debt, and by
realizing on one of them first, and deducting what he obtains from him he loses a part of
the credit of the other party.

These considerations show that the English doctrine, that if the bankrupt has indorsed
the bills the holder may prove against both estates is sound, because then the creditor
gets precisely the security he bargained for, and no one is injured. This rule has been
long established by the court of chancery in England: Ex parte Twogood, 19 Ves. 229. It
is understood, of course, that the proof against the bankrupts' estate can be only for the
amount due from them to the creditor. They cannot by giving him a promise for more
enable him to prove beyond the real debt, any more than he could, in any other court,
obtain judgment for more. Against the promisors on the collateral notes he can prove for
the full amount of the notes, because that was the very purpose of pledging them to him
for a larger amount than his debt. But he can receive in dividends from both parties no
more than his whole debt.

There is no technical difficulty in the way of this mode of dealing with the subject,
because the creditor can surrender the note of the bankrupts and make his proof on the
indorsements up to the amount of his debt against the bankrupt, and he will then have
no security for his debt. This is strictly legal as well as equitable.

Proof to be admitted on the indorsements for $5897 on surrender of the original note
of the bankrupts.

1 [Reported by Hon. John Lowell, LL. D., District Judge, and here reprinted by per-
mission.]
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