
District Court, D. California.

IN RE ISAACS ET AL.

[3 Sawy. 35;1 6 N. B. R. (1873) 92.]

BANKRUPTCY—JOINT CREDITORS.

An agreement between two traders to unite their stocks in trade as the capital of a partnership to
be formed between them, and reconvert the separate business debts of either into joint debts of
the firm, will not entitle a separate creditor who has not acceded in any way to the arrangement
before bankruptcy, to prove his claim as a joint creditor of the firm against the partnership estate.

[In the matter of Isaacs & Conn, bankrupts.]
W. W. Cope, for petitioning creditor.
Joseph Naphtaly, for creditors.
HOFFMAN, District Judge. It appears by the statement of facts reported by the regis-

ter and admitted by the attorneys for the respective parties, that on the seventh of March,
1871, the above bankrupts, by a writing under seal, entered into a contract of partnership,
by which it was agreed that the parties who had previously been doing business on their
individual accounts should unite their stocks of goods and uncollected book accounts, to
form a joint capital for the partnership, and that the copartnership should assume and
become liable for all the separate business debts of either partner, as shown by his books.

The firm having become bankrupt after incurring partnership debts, a creditor of one
of the partners (and who appeared by the books of the latter to have been such), for
goods sold before the formation of the partnership, offered to prove his debt as a joint
debt, with a view of sharing in the distribution of the firm assets.

No evidence was offered to show that the separate creditor acceded to the substitution
of the firm liability for that of the partner by whom the debt was contracted. He does not
even appear to have been aware of the terms and conditions of the agreement between
the partners. The register was of opinion that the proof offered should not be received;
and the question having been fully argued, is submitted to the court for its decision.

The question thus presented, viz., whether an agreement between two traders to unite
their stocks in trade as the capital of a partnership to be formed between them, and to
convert the separate business debts of either into joint debts of the firm, will entitle a
separate creditor who has not acceded in any way to the arrangement to prove in bank-
ruptcy as a joint debtor of the firm, is closely analogous to that which arises where, on the
dissolution of a firm, the continuing partner takes an assignment of the joint assets, and
agrees to be responsible for the firm debts; and after bankruptcy, a joint creditor who has
not, before bankruptcy, assented to the conversion of his debt, seeks to prove it against
the separate estate of the continuing partner.
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Both of these questions have frequently been submitted to the courts, and have re-
ceived, with one or two exceptions, a uniform answer.

A joint debt may be converted into a separate debt, or a separate debt into a joint
debt, either with or without an extinguishment of the original obligation.

In the former case the creditor can only rely on his debt according to its new quality,
and is, therefore, entitled to only one mode of proof. In the latter case, as the old debt still
subsists, he can take advantage of it in either its old or its new form, and is consequently
entitled to an election of proof. Story, Partn. 369; Colly. Partn. 767.

As no arrangement between a debtor or debtors and third person, or between them-
selves, can impair or destroy the liability of either or all of them to a creditor, without his
consent, it is evident that to establish an extinguishment of the old debt, it must appear
that he has accepted the new liability as a substitute for and in discharge of the old.

But when a conversion merely is set up, i. e., the creation of a new liability, without an
extinguishment of the old, as this is ordinarily beneficial to the creditor, less evidence of
an assent by him to the arrangement will be sufficient than in cases where it is sought to
substitute a separate for a joint liability. Robs. Bankr. 599, and cases cited.

But even where a mere conversion is set up, as in this case, evidence of the assent of
the creditor before bankruptcy seems always to be required.
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In the case of Ex parte Williams, 1 Buck, 13, a trader indebted entered into a partnership
and brought his stock in trade into the new firm, under articles by which the joint trade
was to pay his creditors named in a schedule. It was held that a separate creditor named
in the schedule did not by the articles become a joint creditor of the firm.

In this case Lord Eldon says: “If it is meant to be said on the part of the petitioner,
that a joint action might have been maintained by the creditors named in the schedule,
against the partners immediately on the execution of the deed, and by force of the deed
only, independently of an accession to the agreement on the part of the creditors named
in the schedule, I cannot assent to the doctrine. But I agree to the proposition that a very
little will do to make out an assent to the agreement”

The same point was decided by Sir John Leach in Ex parte Freeman, Id. 471, though
the question there arose in a ease where a retiring partner had assigned the stock in trade
to a continuing partner, who covenanted to pay the joint debts. The partners having be-
come bankrupts, it was held that the joint creditors, not having, previously to the bank-
ruptcy, accepted the continuing partner as their sole debtor, could not prove against the
separate estate of the continuing partner.

This case, although it was overruled by Lord Eldon, seems, nevertheless, observes Mr.
Collyer, to be consistent with the most of those on the same subject which preceded it,
and as the grounds of Lord Eldon's decision do not appear, and as Sir John Leach decid-
ed the subsequent case of Ex parte Fry, 1 Glyn & J. 96, in the same manner, there seems
just reason to suppose that the case of Ex parte Freeman was rightly decided. Colly. Partn.
774.

In Ex parte Lane, 1 De Gex, 300, it was held that a parol agreement to convert a
separate debt into a joint debt is not within the statute of frauds if the former debt is
extinguished, but an assent on the part of the creditor must be shown.

The case of Ex parte Appleby, 2 Deac. 482, decided in 1839, was nearly identical with
Ex parte Freeman; and it was held that a joint creditor could not prove against the sepa-
rate estate of a continuing partner who had taken an assignment from the retiring partner
of the joint assets, and agreed to indemnify against the partnership debts; there being no
satisfactory evidence that there was no joint estate, nor that the joint creditor had accepted
the continuing partner as his separate debtor.

So in Kirwan v. Kirwan, 4 Tyrw. 491, it was decided that mere knowledge of the dis-
solution of a partnership is not sufficient, although an account is continued with the new
firm. The creditor must appear to have expressly, or by some act, accepted the substituted
credit of the new partnership instead of the retiring partners.

Ex parte Parker, 2 Mont. D. & D. 511, was a case where a trader, indebted to a lunatic
in the amount of the purchase-money of a business and the machinery and stock-in-trade,
entered into a partnership under an agreement by which the stock-in-trade and property
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of the business were to belong to the firm, which was to assume the liabilities of the sole
business. The firm tendered an annual account in its own name, in respect to the debt,
to the committee of the lunatic, who made no objection to this form of account. It was
held, on the firm becoming bankrupt, that the committee was not entitled to prove against
the joint estate. It was even doubted whether the committee had power, and whether the
lord chancellor could have given him control to convert the separate into a joint liability.

It will be observed that this case is much stronger than the case at bar. The debt was
for the purchase-money of the property transferred to the firm. The creditor was a lunatic,
incapable of personally assenting to the conversion, and there was some evidence tending
to show that his committee had assented to it.

Ex parte Whitmore, 3 Mont. & A. 627, was decided expressly on the ground that
the creditor had assented to the conversion before the bankruptcy. The court says: “The
question is solely of fact. Did the creditor intend to substitute the firm for the separate
liability?”

It is unnecessary, however, to multiply citations of cases on this point, for the author-
ities are, with a single exception, uniform, that in proceedings in bankruptcy, at least the
assent of the creditor to a conversion before the bankruptcy must be shown.

Mr. Justice Story (Story, Partn. § 370) states emphatically that “in order to produce
any conversion at all, either with or without an extinguishment, there must be a sufficient
consideration, and also a deliberate and mutual assent of the creditors and debtors of
such conversion;” and for this he cites Collyer, ubi supra; Gow, Partn. 284; Wats. Partn.
274. And the same doctrine is laid down by Robson in his recent treatise on the law of
bankruptcy (page 509), where the leading cases above quoted and many others are cited.

I have been referred to but one decision on the point under consideration by the courts
of bankruptcy of the United States; but the principles above laid down have been ad-
judged by the courts of Massachusetts, under the insolvent law of that state, from which,
as is well known, the bankrupt act was in great part derived.

In Wild v. Dean, 3 Allen, 579, it was held that a partnership debt is not provable
against the separate estate of one of the partners, who has received an assignment of all of
the partnership property, and executed a bond to his retiring partner to assume and pay
the partnership debts, without evidence
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of an express agreement or assent by him to pay the same to the creditor as his private
debt, and notice by the creditor of his election to treat it as a private debt is not sufficient.

In Robb v. Mudge, 14 Gray, 534, it was held that a bona fide transfer of partnership
property to one partner, in consideration of his assuming the partnership debts, makes it
his separate property, and not liable in insolvency to the creditors of the partnership who
have not agreed to accept him individually as their debtor, until his separate debts are
paid.

The case chiefly relied on as seeming to countenance a different rule is that of Colt v.
Wilder, 1 Edw. Ch. 484, decided by Mr. Vice Chancellor McCoun. In that case it was
held that a private creditor of a partner whose debt it had been agreed between them at
the formation of the partnership to treat as a firm debt, could take dividends under an
assignment by the partners of all the partnership property in trust for the benefit of the
creditors of the concern.

With regard to this case it is to be observed, that the question was not as to the right
of the creditor to prove his debt in bankruptcy as a joint debt, but whether he had, under
the circumstances, any right in equity to come in under the assignment.

Secondly. The cases of Ex parte Peele, 6 Ves. 602, and Ex parte Clowes, 8 Ves. 540
[2 Brown, Ch. 595], on which the learned vice chancellor chiefly relies, have received a
different interpretation, not only by the text-writers, but by the courts by whom they were
decided.

In Ex parte Peele, the contest turned upon whether the partners had agreed between
themselves to the conversion of the debt. With respect to this case, Mr. Collyer observes:
“On this subject of assent, Lord Eldon's opinion may be gathered from his observations
in the cases of Ex parte Peele and Ex parte Williams. In the former of these cases it was
scarcely necessary to advert to the question of assent by the creditor to the consolidating
of the debts, as it was a disputed point whether the partners themselves had agreed to
consolidate them. But in the latter, where a separate creditor sought proof as a joint cred-
itor, by virtue of an arrangement between the two partners, for the conversion of separate
into joint debts, Lord Eldon required evidence of assent by the creditor to such arrange-
ment before the proof could be allowed.”

With respect to Ex parte Clowes, Mr. Collyer remarks: “It is true that in this case no
evidence appears to have been given of express consent by the creditors to the arrange-
ment of the partners. But as some years elapsed between the arrangement and the bank-
ruptcy, and as nothing is said which leads to a contrary supposition, the consent of the
creditors to the conversion may, perhaps, be presumed. Lord Eldon, speaking of this case,
said it turned on peculiar circumstances.” Colly. Partn. 771.

The cases of Ex parte Williams, Ex parte Freeman, and Ex parte Fry are admitted
by the learned vice chancellor to be opposed to the view taken by him, and he rests his
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decision on the supposed authority of Ex parte Clowes and Ex parte Peele. But we have
seen, that those cases are not regarded as maintaining the doctrine for which the vice
chancellor cites them, while the cases of Ex parte Williams and Ex parte Freeman have
been followed in a large number of subsequent cases, and are accepted as law by Collyer,
Story and the other text-writers.

In the case of In re Downing [Case No. 4,044], also cited by counsel, Mr. Justice Dil-
lon undoubtedly expresses the opinion that the creditors may enforce, by bill in equity, a
promise given by a continuing partner to whom all the firm property has been transferred,
to pay off and discharge the firm's liabilities, and that they may assent to and claim the
benefit of this promise at any time before or after the bankruptcy. For this last position
no authorities are cited, and the learned judge seems to have mainly rested his opinion
on the second position taken by him, viz., that under the bankrupt act [of 1867 (14 Stat.
517)], where each of the partners has been separately adjudged bankrupt, and there are
no firm assets, the joint creditors may prove against the separate estate of either. “This,”
observes Mr. Justice Dillon, “in effect reaches the result which the English chancellors
have felt bound on equitable principles to adopt;” but it may be added that the rule is
applied so rigorously that it was held that where a continuing partner received possession
of all the partnership property, and continued the business on terms of paying all the firm
debts, that the joint creditors could not receive dividends from the separate estate until
the separate creditors were paid in full, although the joint estate amounted to only £13.
Ex parte Kennedy, De Gex, M. & G. Bankr. 100.

On the whole, I feel bound on the authorities to hold that the separate creditors, not
having before the bankruptcy assented to the arrangement between the partners, and not
having been, so far as appears, even aware of it, are not entitled to prove their debts
against the joint estate. But while so holding, I am obliged to confess my inability to dis-
cover the equitable principle upon which the rule rests.

The reason of the rule is stated by Sir John Leach in Ex parte Freeman, as follows:
“I have always considered it to be essential that the bankrupt should be indebted to the
party proving at and before the bankruptcy. The engagement of one partner with the other
to pay the debts of the firm can, as to the creditors of the firm, be considered only as
a proposal that he is willing to become their sole debtor. If they accede to this proposal
before the bankruptcy they are his separate
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creditors. But their acceptance of him as their separate debtor after the bankruptcy, comes
too late, for he is then incapable of contract”

That the assent of the creditor is necessary to any assignment by which his rights are
impaired, is obvious. And if the conversion is claimed to have operated as an extinguish-
ment, or as the substitution of a separate liability for a joint liability, or vice versa, it is
plain that the creditor must be a partner to the arrangement.

But we have seen that there may be a conversion without an extinguishment; “in
which case,” says Story, “the creditors can take advantage of the debts according either to
their new or their old form and quality. In other words, they may treat them as joint as
well as separate debts, and have their remedy against the point or separate estate, accord-
ingly, in their election.” Story, Partn. § 369.

As, then, this arrangement in no way impairs the rights of the creditors, but is ordi-
narily greatly for their benefit I see not why their assent may not be presumed; as in a
case where property is conveyed in trust for the benefit of a third person, the assent of
the party beneficially interested is presumed. It appears now to be admitted that a third
party may maintain an action on a promise, not under seal, made to another for his benefit
though he was not cognizant of it when made. 1 Pars. Cont 467; 2 Greenl. Ev. § 109.

I am unable to see why a promise made by one partner to another, that he will hold
himself jointly liable for the separate debt of the latter, may not on the same principle, be
availed of by the creditor. Why should evidence of the assent of the latter be exacted (and
it is admitted that slight evidence will be sufficient as was the case in Ex parte Kedie, 2
Deac. & C. 321), when that assent would in no case be withheld, as the only effect of the
arrangement would be to give to the creditor the security of the firm liability and that of
the other partner, in addition to the liability of the partner with whom he had separately
contracted. The hardship of the rule is apparent in those cases where the retiring partner
transfers the partnership property to the continuing partners, and thus converts it into his
separate property. In such cases it is held that after bankruptcy it cannot be treated in
marshaling the assets as joint estate or applied to the payment of joint debts. Robb v.
Mudge, 14 Gray, 537; Howe v. Lawrence, 9 Cush. 553.

But whatever, may be said of the justice of the rule, I consider it too firmly established,
for me, at least to depart from. In the passage already cited, Mr. Justice Story unhesitating-
ly declares that “to produce any conversion at all, either with or without extinguishment
there must be sufficient consideration, and also a deliberate and mutual assent of the
creditors and debtors to such conversion.” Story, Partn. § 370.

Of course, after bankruptcy, there can be no mutuality of consent between creditors
and debtors, for the latter are incapable of contracting. If I have ventured to doubt the
soundness of the rule thus laid down, it is because it has appeared to me that sufficient
attention has not been given to the distinction between cases where the creditor is sup-
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posed to have relinquished the old liability and accepted a new and substituted liability
in its stead, and those where a new and additional liability is created without impairing
the old. In the former, his assent is evidently necessary; in the latter, it seems to me it
should be presumed, and he should be allowed the advantage of the promise made be-
tween third persons for his benefit. And in this view I have at least the countenance of
Mr. Justice Dillon.

1 [Reported by L. S. B. Sawyer, Esq., and here reprinted by permission.]
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