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MEMORANDUM

TO: Mr. Covert E. Parnell, Il DATE: March 28, 1972

FROM: Lewis F, Powell, Jr.

No. T0-220 Caplin v, Marine Midland

Prior to the Conference on Friday, I would appreciate your
taking a look at Chapter X of the Bankruptey Act and at the Trust
Indenture Act of 1940,

At oral argument, counsel for Marine Midland Bank asserted
categorically that there is nol a word in Chapter X which authorizes
a trustee to sue on claims - not ¢of the Debtor ut of third parties who
have claims against the Debtor.

Counsel also asserted that the debenture holders were expressly
authorized to sue the debenture trustee by provisions of the Trust
Indenture Act of 195.

My own recollection is in accord with the latter statement,
and my guess is that the former statement also is correct. But please

take a lock before Friday.

L. F. P., Jr.
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No, 70-220 CAPLIN v. MARINE MIDLAND
Argued 3/28/72

Tentative Impressions*

This case involves a question of "'standing”, Caplan, trustee
under Chapter X of the bankrupt Webb and Knapp, Inc., brought suit
against Marine Midland Bank (the Bank) seeking to recover the face
amount of $4, 200, 000 of debentures issued by the Debtor.

The Bank wasg trustee under the debenture agreement, which
contained a covenant requiring a specified ratio of assets to liabilities.
The Debtor was required when creating additional debt or buying
additional real estate, to file affidavits with the trustee showing
compliance with this covenant. The facts indicate that these affidavits
were erroneous, and Caplan claims in this suit that the Bank was
either grossly negligent or wilfully dishonest.

Three suits have been Instituted - one in a federal court - by
holders of the debentures. Although discovery depositions have been
taken in one of these cases, they have been held in abeyance pending
the outcome of this case.

*These impressions are dictated on the afternoon following argument
to record my initial and tentative impressions. I will have read,

in preparation for the arguments, the principal briefs, some of the
cases and the bench memo. [ hope to do further study before the

Conference. My views are subject to change and to the discussion
at the Conference.



Caplan does not assert an exclusive right to sue, and concedes
that these other suite by debenture holders may be maintained. He
takes the position, however, that he is in the best position - being
trustee of the Debtor - to know of the facts, and that he should be
allowed to sue, He agrees that any recovery made will be turned over
to the debenture holders,

Counsel for Caplan asserts four reasons why trustee has
authority to sue:

1, The general scheme of the federal statutes, He refers

to the Chandler Act, the Trust Indenture Act and other SEC legislation -
which are said to "focus in the trustee'' authority to take all action
on behalf of all ereditors,

3. Bpecific statutory avthority, He refers to § 587 - which

vests in the trustee all of the powers of an equity receiver, ag giving
him the right.

3. Trustee is best informed. This is a pragmatic argument,

based on possession of all facts and information.

4, The Clark cage, relied on by the Section Circuit, is said
to be plainly wrong,

Counsel for Marine Midland {Mr, Dickey) had the beiter of the

argument. Some of his principal points were:



1. Caplan's suit asserts no claim under the Trust Indenture
Act or under any other federal act. In essence, it is a negligence
suit - which could have been brought under state common law - alleging
negligence and misconduct by a trustee,

As contrasted with this, the debenture holders are expressly
authorized to sue the trustee by provisions of the Trust Indenture Act,

Caplan cannot bring a class action on behalf of all debenture

h olders, as he is not a member of the class.

Mr, Dickey asserted flatly that there is not a word in Chapter
X which authorizes the trustee to bring a suit on behalf - not of the
debtor corporation - but of a creditor of the debtor (namely, a bond-
holder),

There is no showing that this suit facilitates the reorganization
of the Debtor. Indeed, a plan or reorganization has been approved by
the SEC and is now under consideration by the district court., It allows
only a fractional recovery by these debenture holders {3% I believe},
which means that they have a right - if they can prove their case - to
recover 97% of the face amount of their bonds from the Bank.

It is pointed out that if the Debtor's trustee has standing and
the right to sue (which admittedly is not exclusively), there will be

a multiplieity of suits, Question of priority between the suits will



arise; questions of comity as between state and federal courts may

exist; and problems involving class actions may also exist.

My Tentative Conclusion:

I would affirm Judge Friendly's opinion,
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MEMORANDUM - G/P fl'ﬁ

Re: Your Memo of 3/28/72 concerning No, 70-220, Caplin v,
Marine Midland Grace Trust Co.

(1) Chapter X of the Bankruptcy Act

The representation of counsel for Marine Midland that
Chapter X does not specifically authorize the trustee to
sue indenture trustees on claims of the holders of the
indenture securities is of course correct, Were there
such specifiec statutory authorization this case would not
be here. The trustee finds his standing or authority in
three places, two of which are significant:
(a) The trustee finds explicit statutory authority
in Section 187 of the Bankruptey Act, 11 USC 587, which
provides.

Where not inconsistent with the provie
slons of thils chapter, a trustee , , .
if authorized by the judge, shall have
and may exercise such additional rights
and powers as a recelver in equity would
have 1f appointed by a court of the
United States for the property of the
debtor,

The trustee contends that McCandless v, Furland, 296

US 140 (1935), establishes that equity receivers
have standing to sue third parties on behalf of



bondholders,

{b) The trustee also findslﬁ right to sue in
the fairly broad policy of implied.rights of action
in erder to effectuate the publiec policies under-
lying the federal securities laws, Cf., J,I.Case Co,
v. Borak, 377 US 426, 433 (1964),

(2) The Trust Indenture Act of 1939
1 have not been able to locate a provision in the
Trust Indenture Act which expressly authorizes holders

of indenture securities to sua the indenture trustee,
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Supreme Qourt of the Wuited States
Waslington, B, €. 20543

CHAMBERS OFr
JUSTICE WILLIAM ©. DOUGLAS

April 10, 1972

WMEMORANDUM TO THE CONFERENCE:

I will in due course circulate a dissent

in No. 70-220 - Caplan v. Marine Midland Grace

5

Trust.
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No, 70-220 OT 1971 (';”“ . 7 { }

Caplin v. Marine Midland Grace Trust Company ) ?_ T

Cert to CA 2 LQ‘-&IL -
a wgly

Ret lst draft of T™M's Opinion for the
Court

TM*s opinion seems to deal with the issues well; and
I find myself penerally in agresment with it. WOD has
indicated, however, that he will in due course circulate a
dissent. Since this is a rather confusing case, 1 suggest
that you await WOD's dissent before joining anyone.

CEF



Ta: The Chlef Justice

Mr. Justloe Douglas
Mr. Justice Erennan
Mr. Justice Siewart
Mr. Justice Wilte
Mr. Justlce Elackmun
Mr. Justice Fowell
Mr. Justice Rebnguls
1st DRAFT From: Marshall, J.
. Yikhe
SUPREME COURT OF THE UNITEN'‘STXTES: Y/ /
s el Reoiroulated:
No. 70-220
Mortimer M. Caplin, ste,,
Petitioner, On Writ of Certiorari to
v the Tnited States Court
The Marine Midland Grace| of ﬁPPEﬂ? for the See-
Trust Company of ond Cireuit.
New York,

[April —, 1972]

Mgz. Justice MarsHALL delivered the opinion of the
Court.

The sole issue in this case is whether petitioner, the
trustee in reorganization of Webb & Knapp, Inc., has
standing under Chapter X of the Bankruptey Act, 52
Stat. 883, 11 U, 8. C. § 501 et seq., to assert, on behalf
of persons holding debentures issued by Webb & Knapp,
claims of misconduet by an indenture trustee. The
[nited States Distriet Court for the Southern District
of New York held that petitioner lacked the requisite
standing, and the United States Court of Appeals for the
Second Circuit affirmed en bane, with two judges dissent-
ing, 439 F, 2d 118 (1871).;' We granted certiorari, —
LI 8, {1971), and we now affirm the decision of the
Court of Appeals.

t The District Court delivered three separate opinions in this case.
They are unreported, but are included in the appendix prepared by
the parties at pp. 580—70a, The Court of Appeals heard the case
en bone after & panel of three judges determined that it was inelined
to overrule the caze on which the Distriet Court had placed almost
exclusive relisnee. 439 F_2d, at 115
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1

Webb & Knapp and its numerous subsidiaries were
engaged in various real estate activities in both the
United States and Canada. In 1854, the corporation
executed an indenture with respondent, the Marine Mid-
land Trust Company of New York (“Marine”), that pro-
vided for the issuance by Webb & Knapp of 5% deben-
tures in the total amount of 88,607,600, A critical part
of the indenture was the promise by Webb & Knapp
that neither it nor any company affiliated with it * would
incur or assume “any indebtedness resulting from money
borrowed or from the purchase of any real property or
interests in real property . . . or purchase any real
property or interests in real property” unless the com-
pany’s econsolidated tangible assets, as defined in the
indenture, equaled 2009% of certain liabilities, after giv-
ing effect to the contemplated indebtedness or purchase.”
By requiring the company to maintain an asset-liability
ratio of 2:1, the indenture sought to proteet debenture
purchasers by providing a cushion against any losses
that the company might suffer in the ordinary eourse
of business. In order to demonstrate continuing com-
pliance with the requirements of the indenture, Webb
& Knapp covenanted to file an annual certificate with
Marine stating whether the corporation (debtor) had
defaulted on any of its responsibilities under the in-
denture during the preceeding year.*

*Those companies in the affiliated group nclude sny corporation
Lhat was entitled to be included in o consolidated tax return of Wekh
& Kuapp., Ses 26 U, 8 O, §1502, Rection 1.1 of the Indenture
give Webb & Konpp nuthority to consider other companies ss
affiliatea if it chose to do zo.

% Indenture of June 1, 1054, Webb & Knapp, Inc. to The Marine
Midland Trust Company of New York §3.5 (hereinafter referred
to as Indemture),

* Indenture § 3,11,
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In its role as indenture trustee, Marine undertook “in
caze of default ., . . to exereize snch of the rights and
powers vested in it by [the] Indenture, and to use the
sang degree of care and skill in their exercise, as 0
prudent man would exercise or use under the cireum-
stances in the conduct of his own affairs.”®  This under-
taking was qualified by language in the indenture which
permitted the trustee to rely on the accuraey of certifi-
cates or reports of Webb & Knapp, in the ahbsenee of bad
faith.*

Commencing in 1959, Webh & Knapp sustained suh-
stantial financial losses in every year.” Finally, on May
7, 1965, Marine filed & petition in distriet eourt seeking
the involuntary reorganization of Webbh & Knapp under
Chapter X of the Bankrupteuy Aet, 11 T, 8. C. § 501
¢t 3eq. Pursuant to § 208 of Chapter X, 11 U. 5, C,
§ 608, the Securittes and Exchange Commission inter-
vened on May 10, 19686 Marine's petition was sub-
sequently approved and petitioner was appointed trustee
in reorganization on May 18, 1085,

With the approval of the District Court, petitioner
exercised the powers conferred upon hiin by 11 U, 8. (.
& 567 and undertook an extensive investigation of the
financial affairs of Webb & Knapp, His investigation

*Indenture § 1012, Thiz was slao & statotory dury, Hee 16
0. 8. C. § TTooo,

¢ Tndentyrs § 10,1 (d).

TWebb & Knapp showed & los= for tax purpoucs eaclh vear, al-
themgh the company did show o guin on ita beoks for 1981 at-
tributable to o write-up of property ownod by & whollv-ouwned sulb-
gidinty of o company in which Webbh & Hnapp held 5028 of the
stock,

#The BEC has supported petitioner throughout this Jitigatinm,
The agency 18 “no unnamed rospondent heiore this Court" See
Protective Committer v, Anderson, 300 U, 8. 414, 420 o, 3 {1968),
When referring to argnments made by pefitioner, this opinion is-
sumcs, unless otherwise stated, thot the HEC has made the same
ATEmnEnts.
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showed that the company had total assets of $21 538,621
and total liabilities of $60.036,164, plus contingent tax
linbilities of $20.400,000. Included among the liahilities
were the 1954 dehentures in the prineipal amount of
$4,208,200 plus interest subsequent to the inception of
the reorganization proceeding.®

The investigation led petitioner to conelude that Marine
had either wilfully or negligently failed to fulfill its
obligations under the indenture. Petitioner supported
his conclugion with the following allegations: that from
1954 to 1964, Webb & Knapp's yearly certificates of
compliance with the 2:1 asset-ligbilify ratic mandated
by the indenture were fraudulent, because they were
based on grossly overvalued appraisals of real estate
property; that from 1058 to 1964, Webb & Knapp did
not have sufficient assets to comply with the terms of the
indenture; that Marine should have known or did know
of the inflated appraisals; and that because Marine per-
mitted Webb & Knapp to violate the indenture by en-
gaging in transactions whieh its impaired asset-liability
ratio forbid, Webb & Knapp suffered great financial
losses,™

Having obtained the approval of the District Court,
petitioner filed an independent action on behalf of the
debenture holders against Marine seeking to recover the
principal amount of the outstanding debentures as dam-
ages for Marine's alleged bad faith failure to compel
compliance with the terms of the indenture by Webb &
Knapp. Petitioner also filed a eounterclaim in the same

® The difference between this miaount and the amount of the de-
bentures originally issued reptesents the smount of the prineipal
which Webb & Knapp had repaid.

i These are merely allegntions of petitioner, not findings of the
Iower eourts. Because the Distriet Court and the Court of Appeals
held that petitioner had no standing, they hed no ocension to con-
gider the validity of the allegutions.

)
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amount against Marine in the reorganization proceeding
in which Marine had previously filed a claim for services
rendered. In the recrganization proeceeding, petitioner
also filed an objection to the claim for serviees rendered
on the ground that even if petitioner ecould not obtain an
affirmative recovery against Marine on behalf of the
bondholders, he eould at least raise Marine's bad faith
conduct as a reason why the claim for services rendered
should be denied," Finally, petitioner moved to compel
an acecounting by Marine.

Marine moved to dismiss the independent action and
the counterclaim, moved to strike the objection to the
claim for services rendered, and opposed the motion to
compel an aceounting. The Diatriet Court found that
petitioner had no standing in his capacity as a trustee in
reorganization under Chapter X of the Bankruptey Act
to raise claims of misconduct by an indenture trustee on
behalf of debenture holders and granted both of Marine's
motions to dismiss. Viewing the motion to compel on
accounting as merely a third vehicle to raise the same
claim on behalf of the debenture holders, the District
Court denied that motion also. Only petitioner's objec-
tion to the claim for services rendered was left standing.**
Petitioner appealed the dismissal of his claims and the
denial of his motion for an accounting to the Court of

111p jtz capacity as indenture trostee, MMarine also filed & claim
on behuf of all the debenture holders for the unpeid principal on
the debentures,

¥ Thie pbjcetion differs from the other claims in one respect:
i. e, it iz an attempl to preserve the remaining assets of the debtor
for all ereditors other than Marine, wheresa the other claims repre-
gent an attempt by the petitioner to incrense the sssets of the debtor
for the benefit of a specific class of creditors, the debenture holders..
Although Marine appealed the ruling of the District Court denying
ite motion to strike the objection, it did not seek review here of the
deeision of the Court of Appeals affirming the Distriet Court on
thiz izaue. This issue is, therefore, not before vz, and we offer no
opinion on the propriety of the lower courts’ ruling,
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Appeals. Marine filed a eross-appeal from the denial of
its motion to strike petitioner’'s objection to the claim
for services rendered, The Court of Appeals affirmed
the decision of the Distriet Court in its entirety.

11

The issue confronting us has never before been pre-
sented to this Court. 1t is an issue that has only rarely
bean presented to other courts, and on those rare ocea-
giong, it has caused even the most able jurists to disagree.
The first time the issue arose was in Clarke v, Chase Na-
tional Bank, 137 F. 2d 797 (CA2 1043). Judge Augustus
Hand wrote the opinion of the eourt holding that a
trustee in reorganization did pot have standing to sue
a third party on behalf of bondholders. Judge Learned
Hand disagreed and dissented, Tt is this decision that
the lower courts fouud controlling in the instant ease.
The Clarke case ig, in fact, the only other case in which
the issue that is raised here is squarely presented.” The
issue is a difficult one, and as we point out later, it is
one that is eapable of resolution by explicit congressional

12 Petitioner and the two dissenting judges in the Court of Appeuls
argue thot the issuc was presented in Prudence-Bonds Corp. v, State
Bireet Trust Co., 202 F. 2d 555 {CA2), cert, denied, 346 1. 5. 835
(1953), and that the decision of the courl in that vase by Judge
Learned Hand overruled Clarke v. Chase National Bank, supra, sub
silentio, They also argue that the isue was presented and decided
contrary to Clarke in In re Solar Manufecturing Corp., 200 F. 2d
27 (CAS 10852}, cert. denied, sub nom. Marine Midland Trust Co.
v. Me(ird, 345 T, 8 040 (1953). But, the majority of the Court
of Appeals found these cises to be distinguishable, and Marine urges
that the majority was correct, We do not intend to beeome en-
meshed in this conivoversy and merely indiecate itz exsteneo to
demonstrate that not only iy there a division of opinion among
lower courts on the issue, but there & also a split of opinion among
able judges on the manner in which the lower court: divide.
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action. Lacking a specific legislative statement on this
1=st1e, we must resolve it as best we can by examining the
nature of Chapter X proceedings, the role of the trustee
in reorganization, and the way in which standing to sue
on behalf of debenture halders would affect or changel
that role.

Chapter X, enacted in 1938, stemmed fromm & eompre-
hensive SEC study that disclosed widespread abuses under
the then existing provisions for business reorganizations.
See Securities and Exchange Commission, Report on the
Study and Investigation of the Work, Activities, Per-
sonnel, and Funetions of Protective and Reorganization
Committees (1937-1940)). This same study gave birth
the following year to the Trust Indenture Aet of 1939,
53 Stat. 1149, 15 U. 8. C. § 77aaa, which is discussed
wnfra.

In enacting Chapter X, Congress had protection of
publie investorz primarily in mind. SEC v, American
Trailer Rentals Co,, 379 U. 8. 594 (1965). “The aims
of Chapter X . . . were to afford greater protection to
creditors and stockholders by providing greater judieial
control over the entire proceedings and impartial and
expert administrative assistance in corporate reorganiza-
tions through appointment of a disinterested trustee and
the aetive participation of the SEC.” [fd., at 604. In
contradistinetion to a bankruptey proceeding where liqui-
dation of a corporation and distribution of its assets is
the goal, a Chapter X proeeeding iz for purposes of re-
liabilitating the corporation and reorganizing it. Ibid
Chapter X proceedings are not limited to insolvent
corporations but are open to those corporations that are
solvent in the bankruptey (asset-liability) sense but are
unable to meet their obligations as they mature, United
States v. Key, 307 T. 8. 322, 329 (1870): 11 U. 8. C.
§ 530 (1).
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The trustee in reorganization is the center of the stat-
utory scheme, H. Rep. No, 1408, 75th Cong., lst Bess,,
43, 44, 11 1. 5. C. § 567 gives the trustee broad powers:

“The trustee upon his appointment and qualifi-
cation—

“(1) shall, if the judge shall so direct, forthwith
investigate the acts, conduet, property, liabilities,
and finanecial condition of the debtor, the operation
of its business and the desirability of the continu-
ance thereof, and any other matter relevant to the
proceeding or to the formulation of a plan, and
report thereon to the judge;

“(2) may, if the judge shall so direct. examine the
directors and officers of the debtor and any other
witnesses concerning the foregoing matters or any
of them;

“(3) shall report to the judge any facts ascer-
tained by him pertaining to fraud, miseconduct, mis-
management and irregularities, and to any causes
of action available to the estate;

“(5) shall, at the earliest date practicable, pre-
pare and submit a brief statement of his investiga~
tion of the property, liabilities, and finaneial eondi-
tion of the debtor, the operation of its business and

the desirability of the eontinuance thereof, in such
form and manner as the judge may direet, to the
creditors, stockholders, indenture trustees, the Se-
curities and Exchange Commission, and such other
persons a8 the judge may designate; and

“(6) shall give notice to the ereditors and stock-
holders that they may submit to him suggestions
for the formulation of & plan, or propesals in the
form of plans, within a time therein named.”

11 U. 8, C. § 587 expands these powers:

“Where not inconsistent with the provisions of
this chapter, a trustee, upon his appointment and
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qualification, shall be vested with the same rights,
be subyject to the same duties, and exercize the same
powers a8 g trustee appointed under section 72 of
this title, and, if authorized by the judge, shall have
and may exercise such additional rights and powers
as a receiver in equity would have if appointed by
a court of the United States for the property of the
debtor.”

The powers given & trustee appointed under § 72 are set
forth in a footnote. Petitioner argues that these powers
are broad enough to encompass a suit on behalf of de-

#11 T, 8 C, §110 gives the trustes title to the following
“nroperty”:

#{a) The Trustee of the estate of o bankrupt and his succeseor
or suceessors, if any, upon his or their appointment and gualifieation,
shall in turn be vested by operation of law with the title of the
bankrupt as of the date of the filing of the petition initiating &
proceeding under this Act | . . to all of the following kinds of
property wherever located (1) documents relating to hie property;
(2) interpstz in patents, patent rights, copyrights, and trade-marks,
and in applications therefor . . . (8) powers which he might have
exercised for his own bonefit, but not those which he might have
exercised solely for some other person; (4) property transferred by
himy in frand of his creditors; (&) property, including rights of
action, which prior to the filing of the petition he could by any'
megns have transferred or which mmight have been levied upon and
sold under judinl process sgainst him, or otherwize seiged, 1m-
pounded, or sequestered . . . {6) righta of action arising upon con-
tracts, of usury, or the unliwiul taking or detention of or injury
to his property; (7) contingent reraainders, executory devises and
limitations, rights of entry for eondition broken, rights or possibili-
ties of roverter, and like interests in real property, which were non-
agsignable prior to bankruptey and which, within six months there-
after, become asdignable interests or estates or give rise to powers
m the bankrupt to aequire assignable intereste or estates; and
{8) property held by an assignee for the benefic of creditors ap-
pointed under an sssignment which constituted oo set of hank-
ruptey, which property shall, for the purposes of this Act, be desmed!
to be held by the assignee as the agent of the banlorupt snd ghall
be subject to the summary jurisdiction of the court.”
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benture holders against an indenture trustee who has
acted in bad faith, and who has, therefore, violated the
Trust Indenture Act of 1939, 15 U. 8. C. § 77aaa.

As pointed out above, the Trust Indenture Act was
passed one year after Chapter X was enacted. Prior to
its enactment, investment trustees immunized themselves
from any liability for either deliberate or negligent mis-
conduet by writing exculpatory provisions into the in-
denture. Even in cases where misconduct by the in-
denture trustee was the proximate cause of injury to
debenture holders, they found themselves impotent under
the terms of most indentures to take action against the
trustee. See generally 2 Loss, Securities Regulation 719—
725 (2d ed, 1961). This problem and others are specif-
ically mentioned in 15 U. 8. C, 4 77bbb as establizshing
n necessity for regulation.

The regulation provided by the Act takes many forms.
15 1. 8. C. § 77eee requires that wheneyver securities cov-
ered by the Trust Indenture Act are also covered by the
registration provisions of the Securities Aet of 1833, 48
Stat. 74, 15 T. 8. C. § 77a, certain information ghout the
indenture trustee and the terms of the indenture must
be included in the registration statement. 15 U. 8. C.
§ TTggg provides that when seeurities are not registered
under the 1933 Act but are covered by the Trust In-
denture Agt, the indenture must be “qualified” by the
SEC hefore it is legal to sell the securities. Standards for
cligibility and disqualification of a trustee are estab-
lished by 13 U. 8. C. §77j}j, and the duties and re-
spongibilities of a trustee are enumerated in 15 U. 2 €.
& TTooo, 't

36 The BEC is given general supetvisory powers over indentures
m various sections of the Trust Indenture Aet. Bee, e g, 15
U. 8. C. §§ 77ddd (¢}, (d), (e}; T7eee (a), (e}; TTgge; T7=ms; TTitt;
vroun. In nddition, 15 U, 8 C. §77hhh provides that the SEC
may orider consolidation of reports or certfiientes filod vnder the
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The indenture giving rizge to this [figation was quali-
fied by the SEC pursuant to the Tyust Indenture Aet of
1939. By alleging that the indghture trustee acted in
bad faith in failing to prevent Webb & Knapp from vio-
lating the terms of the indenfure, petitioner clearly al-
leges a violation of the 1980 legislation, 15 U. 8, .
§ T7o00.>" But, the gquestigh remains whether petitioner
is a proper party to take forrective aetion.'”

Petitioner urges that fhe reorganization trostee is in
a far better position t debt investors to discover and
to prosecuta claims based on the alleged failure of an
indenture trustee to live up to the provisions of the in-
denture. He points to 11 T. 3. C. § 567, set forth infra,
and emphasizes that not only does the reorganization
trustee have possession of the records of the debtor, but
he also has a statutory duty to investigate the debtor’s
affairs and to “report to the judge any faets ascertajne
by him pertaining to fraud, misconduet, mism ernent
and irregularities, and to any causes of aghtn available
to the estate.” Reference is made to 156 U, 8. C.

Trust Indemture Act with information or documents filed under the
Becurities Aot of 1933, 45 Btat. 74, 15 U, 8. C. § T7a &f seq., nnd
the Securities Exchange Act of 10584, 48 Stat. 551, 15 U. 8. O, § 754
et seq., the Publie Utility Holding Company Aet of 1835, 49 Stat.
838, 15 U.B. C. § 70 et geq.

U The provizions of the imdenture dizensed previously comply
with the requirements of 15 T 8, C. § TVooo. While the indenture
truster i not permitted by the statute to exculpate himself {rom
lishality for acts done or omitted in bad faith the indenture trustes
may rely in good faith on certificates or reporte filed pursuant to
the indenture and in complisne: with the provisions thereof,

1 We sssumne arguendo that vielation of 15 U, 8. C. § 77000 would
give rise to a canse of artion ageinst an indenfure trustee by de-
benture holders. If there & 4 ecause of sction, 15 U. 8. C. § TTvvv
would seem to give federal eonrfe exeluzive jurisdiction, The eourt
of appeals inferred thar sueeh suits would be proper, 438 F. 2d, at
123 n. 5, but did not decide the point, Bmoe we conclrde thot even
if such suits may be brought, petitioner lacks standing to bring them,
we do not decide the issue.
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§ 77bbb {8)(1) which states that one of the problems
Congress saw with respect to misconduct by indenture
trustees was that “{A} individual aection by . . . in-
vestors for the purpose of protecting and enforeing their
rights is rendered impracticable by reason of the dis-
proportionate expense of taking such action, and (B) con-
certed action by such investors in their coinmon interest
through representation of their own seleetion is impeded
by reason of the wide dispersion of such investors through
many Btates, and by reason of the faet that information
as to the names and addresses of such investors generally
is not available to such investors.” *

Finally, petitioner asserts that to give him standing
to sue on behalf of debenture holders will not encourage
vexatious litigation nor unduly deplete the resources of
the debtor which he has been appointed to reorganize,
He supports the first half of this proposition by noting
that any action he takes is subject to the supervision
of the District Court and to intervention by the SEC.
The second half of the proposition finds support in the
argument discussed above that petitioner already has a
duty of investigation and that the minimal additional
burden of prosecuting a lawsuit will not be great.

At first blugh petitioner’s theory, adopted in the opin-
ion of the dissenters in the Court of Appeals, seems rea-
sonable. But, there are three problems with petitioner’s

1# 1t ghould be noted that the Trust Indenture Aet of 1039 was
enacted on August 3, 1830, The Federal Rules of Civil Provedure
were not even twp yesrs old, haying been adopted by this Court
on December 20 1837, The cliss action wis o comparatively re-
cent phenomenon with respeet to domage aetions and its was not
tremendously helpful in the early daye. Hee, e g, Moore, Federal
Rules of Civil Procedure: Bome Problems Raized by the Preliminary
Draft, 25 Qeo. L. J. 551, 570-5676 {1947); Kalven & Rosenfield,
The Contemporary Funetions of the Class Buit, 8 T, Chi, L. Rev!
G54 (1941). Tt could not be saild that the clws: avtion was an ef-
ficneions remedy in 1930,
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argument and these problems requires that his position
be rejected.

First, Congress has established an elaborate system
of controls with respeet to indenture trustees and re-
organization proceedings, and nowhere in the statutory
scheme ig there any suggestion that the trustee in re-
organization is to assume the responsibility of suing third
parties on behalf of debenture holders. The language,
in fact, indicates that Congress had no such intent in
mind. The statute, 15 U. 8. C. § 567 (3), gives the
trustee the right, and indeed the duty, to investigate
fraud and misconduet and to report te the judge the
potential causes of action “ayailable to the estate.”
[ven assuming that this section is read as if the quotad
words were not present, and that it authorizes a trustee
in reorganization to report whether he believes an in-
denture trustee has violated a duty to third-party de-
benture holders, there is nothing in the section that
enables him to collect money not ewed to the estate.
Nor is there anything in 11 T.'S, C. § III}, set forth n
full in footnote 13, supra, that gives him this authority.
His task is simply “to collect and reduce to money the
property of the estates for which [he is trustee].” 11
U 5 C §7a

The only support petitioner finds in the relevant stat-
utes 18 in that portion of 11 U. 5. C. § 587 which gives
recrganization trustees the additional rights that a “re-
ceiver in equity would have if appointed by a court of
the United States for the property of the debtor.” Peti-
tioner relies on MeCandless v, Furloud, 206 U, 8. 140
(1035), to support the proposition that a receiver in
equity may sue third parties on behalf of bondholders.
But, the opinion of the Court by Mr. Justice Cardozo
clearly emnphasizes that the receiver in that case was
suing on behalf of the corporation, not third parties; he
was simply stating the same claim that the corporation
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could have made had it brought suit prior to entering
receivership.® The debtor corporation makes no sueh
claim in this case, See generally 3 Clark, Receivers § 362,
at 619 (3d ed. 1959).

This brings us to the second problem with petitioner’s
argument. Nowhere does petitioner argue that Webb
& Knapp could make any claim against Marine, Indeed,
the conspicuous silence on this point is a tacit admission
that no such claim could be made.* Assuming that all
of petitioner's allegations of misconduet on the part of
the indenture trustee are true, petitioner has at most
described a situation where Webb & Knapp and Marine
were in pari delicto, Whatever damage the debenture
holders suffered, under petitioner’s theory Webb & Knapp
is as much at fault as Marine, if not more so. A ques-
tion would arise, thercfore, whether Marine would be
entitled to be subrogated to the claims of the debenture
holders. The Court of Appeals thought that subrogation
would be required, 439 F. 2d, at 122,

If the Court of Appeals is correct, it is then diffieult
to see what advantage there is in giving petitioner

18 This point i8 e=pecially clenr in light of the fact that the Court
gplit 5=4 on whether Od Dominion Copper Co. v, Lewisohn, 210
T, 8. 206 (1908) (Holmes, J.), was binding in MeoCandless v, Fur-
foewd.  The issue in the controversial Ofd Dominion cose was whether
o corporation had 2 eouse of metion against promoter-director-
stockholders,

0 1f petstioner eould sue on beholf of Webb & Knapp, the statute
that requires that le report possible causes of wetion to the court
would require mention of this eause of action. Morcover, peti-
tipner haz brought every conceivable clim that 13 available to m
a8 trustee, Not only hos he brought these setions on behalf of the
mdenture trustees, but he has nlso sued former oficers of Webb &
Kapp charging them with waste. Brief for 8EC 58, Cortain settle-
ments have apparently been made in =ome of these other netions.
Brici for Hespondent 45 n, 18,
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standing to sue, for as Chief Judge Friendly noted in his
opinion for the court below:

“It is necessary in the first instance to consider
what effect a recovery by the Chapter X Trustee
wonld have on the reorganization. On a superficial
view this might secin substantial—if, for example,
the Chapter X Trustee were to achieve a complete
recovery, the debenture holders would be paid off
and it might seemn that there would be that much
more for the other creditors and the stockholders,
But this pleasant prospect speedily evaporates when
the law of subrogation is brought into play. As a
result of snbrogation, Marine would simply be sub-
stituted for the debenture holders as the claimant.
Cf. ALI, Restatement of Security & 141 (1941), Tf
the Chapter X Trustee recovered judgment in g
lesser amount, the elaim of the debenture holders
would still be provable in full, with the division of
the proceeds between them and Marine dependent
upon the results of the reorganization, and other
creditors or stockholders would not be affected.”
439 F. 2d, at 122.

Even if the Court of Appeals is incorreet in its view of
the propriety of subrogation under the facts of this case,
the fact remains that in every reorganization there is
going to be a question of how much the trustee in re-
organization should be permitted to recover on behalf
of the debenture holders. The answer is, of course,
whatever he eannot recoup from the corporation, Onee
this is recognized, the wisdom of Judge Augustus Hand
in Clarke v. Chase National Rank, 137 F. 2d, at 800, be-
comes readily apparent:

“Each creditor, including the debenture-holders,

can prove the full amount of his claim, and only to
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the extent that a debenture-holder fails to satisfy
it from the bankruptey estate will he suffer a loss
from which he can gssert through the defendant
through its failure to enforce the negative covenants,”

In other words debenture holders will not be able to re-
cover damages from the indenture trustee until the re-
organization is far enough along so that a2 reasonable
spproximation ean be made as to the extent of their
losses, if anv. It is difficult to see precisely why it is
at that point that the trustee in reorganization should
represent the interests of the debenture holders, who are
capable of deciding for themselves whether or not it is
worthwhile to seek to recoup whatever losses they may
have suffered by an action against the indenture trustee.
Petitioner appears to coneede that any suit by debenture
holders would not affeet the interests of other parties to
the reorganization assuming that the Court of Appeals
is correct on the subrogation point. It would seem,
therefore, that the debenture holders, the persons truly
affected by the suit against Marine, should make their
own assesstient of the respected advantages and dis-
advantages not only of litigation, but of various theories
of litigation.

This brings us to the third problem with petitioner’s
argument; %, e, & suit by him on behalf of debenture
holders may be inconsistent with any independent aetions
that they might bring themselves. Petitioner and the
SEC make very plain their position that a suit by the
trustee in reorganization does not preempt suits by in-
dividual debenture holders. They maintain, however,
that it would be unlikely that such suits would be brought
since the debenture holders eould reasonably expect that
the trustee would vigorously prosecute the claims of all
debt investors. But, independent actions are still likely
beeause it is extremely doubtful that the trustee and all
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debenture-holders would agree on the amount of damages
to seek or even on the theory on which to sue® More-
over, if the indenture trustee wins the suit brought by
the trustee in reorganization. unless the debenture holders
are bound by that vietory, the proliferation of litigation
that petitioner seeks to avoid would then ensue® Fi-
nally, a question would arise as to who was bound by any
settlement.*

#1 Three private actions have been brought by debenture holders
agninst Marine, one 1o federal court and two in slate court, See
Brief for Petitioner 21 n. 8. These snits make the same claims made
by the petitioner in the instant case, az well as others which he
ling not made, inending alleged viclationz of the securities laws.

2 Thy trustee may well have interests that differ frem those of
the bondholders, For example, petitioner has ened not only Marine,
but nlso the former officers of Webb & Knapp, In eettling the
suits brought against the officers, petitioner moy well take positions
that conflict with those he woold take in a suit against Marine,
The confliet may at times be unfavorable to the debenture holders.
One answer obviously is that the Distriet Court and the SEC can
take actign to prevent any euch conflict from developing, e . by
denying the trustee in reorgunization the right to sue on behalf of
debenture holders in selected cases. The problem with this answer
ie that the confliet may net appear until the suit iz well underway.
In such & case the debenture holders might regret plicing their
confidence in the trustee,

2 Chapter X, 11 T, 8. C. 8616 (2), provides that u plan for
reorganigntion “may deal with sll or aoy part of the properiy of
the debtor.” It aleo prevides that the plan “may inchude provisions
for the settlement or adjustment of claims belonging to the debtor
or to the cstate™ 11 T & C. §018 (13). Despite these provisions,
petitioner urges that he can settle 5 enit on behalf of hondholders
without binding them to the settlement, Bur, as pointed out in the
text, supro, petitioner only has authority to purene clnims belong-
ing to estate. Petationer 18 thus eaught on the horme of o dilemoms
gither he is incorrect in asserting thst the statutory definition of
duties should be rend so broadly as to allow & trustee in reorganiza-
tion to treat claima by debenture holders againzt third parties as
enfficiently related to the estates that the trustee may sue on behalf
of the debenture holders; or he iz corroct, and § 618 would appear
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Rule 23 of the Federal Rules of Civil Procedure,
which provides for class actions, avoids some of thege
difficulties. It is surely a powerful remedy and one that
is available to all debenture holders.** Some of the
factors that formuerly deterred smeh actions have been
changed by the Trust Indenture Act of 1030, 15U, 8. C.
§ 770, for example, now requires that the debtor cor-
poration maintain lista of debenture holders which it
must turn over to the indenture trusteos at regular in-
tervals, Ruech lista are available to the individual de-
benture holders upon reguest.  Debenture holders would
also be able to take advantage of any inforination ob-
tained by the trustee in reorganization as a result of the
investigation which the statute requires that he make.
In addition, petitioner himseld maintains that eounsel
foes would be recoverable if the action was suececessful.
Brief for Petitioner 20; e¢f, 13 U. 8. C. § 77nnn.

Thus, there is no showing whatever that by giving peti-
tioner standing to sue on behalf of the debenture holders

to permit him te bind the debenture helders to o settlement, FEvem
il petitioner can have it both waye, bl mability to and the persons
on whose behinlf he muies undereuts the utility of his suing.  Becanss
the debenture holderd could bring o class action and bind all mem-
berz of the rclase, they ean make & binding eottlement gnd aveoid
lengthy and expensive litigition. Pelitioner ennnpt moke sach o
sottlement, Bloreover, if a reorganizotion trustee does settle a suir
thet he hes brought oo behalf of debenture holders, he may find
that rather than zerving s8 their representsince, he 18 forved ta
appose ther interesta when thev hring independent actionz to re-
eover more than the setrlement figure. 1n this event, the renrguni-
zatian trustes would be forecd to justify Lis settlenoent, and he would
thepretically join he mdenture trustes in opposing the sction of
the debenture holders. He wonld find himsell on hoth sides of the
syme Transaetion,

M Agait we usswme arguends that the Trust Indenture Act gives
n right of action to debenture holders under these cireumstanees:
Obviously, if the debemture holders themsolve: have no cause of
action, their surrogate s in oo better position.
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we wonld reduee litigation. On the contrary, there is
every indieation that litigation would be increaszed, or at

least complicated,
11

For the reasons discussed above we conclude that peti-
tioner does not have standing to sue an indenture
trustee on behalf of debenture holders. This does not
mean that it would be unwise to confer such standing
on trustees in reorganization. It simply signifies that
Clongresa has not yet indicated even a seintilla of an in-
tention to do so, and that such a policy decision must
be left to Congress and not to the judiciary.

Congress might well decide that reorganizations have
not fared badly in the 34 years since Chapter X was
enacted and that the status guais preferable to inviting
new problems by making changes in the system. Or,
{longress could determine that the trustee in a reorgani-
zation was &0 well situated for bringing suits against in-
denture trustees that he should be permitted to do so.
In this event, Congress might also determine that the
trustee’s action was exclusive, or that it should be brought
a3 a class action on behalf of all debenture holders, or
perhaps even that the debenture holdera should have the.
option of suing on their own or having the trustee sue on
their behalf. Any number of alternatives are available.
Congress would also be able to answer questions regard-
ing subrogation or timing of law suits before these ques-
tions arise in the context of lLitigation. Whatever the
decision, it is onhe that only Congress can make.

Accordingly, the judgment of the Court of Appeals is

Affirmed.
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Mr. Jusrice Dotdras, dissenting.

With all respect, today's decigion reflects a misunder-
gtanding of the important role which a reorganization
trustee under Chapter X of the Bankruptey Aet, 11
U, 8. C. § 567, is supposed to perform. Prior to Chap-
ter X the debtor had usually remained in possession ; and
Chapter X effected a basic change in putting a dis-
interested trustee in charge. H. R. Rep. No. 1409, 75th
Cong., 1st Sess., pp. 43-44. Working under the direction
of the Court, the reorganization trustee was to make the
necesgary investigations concerning the debtor, the opera-
tion of its business, and the desirability of its continuance
“gnd any other matter relevant to the proceeding or to
the formulation of a plan, and report thereon to the
judge.” 11 T, 8, C. § 667 (emphasis added). The re-
organization trustee is, indeed, charged by 11 U, 8. C.
§ 560 with the responsibility of formulating & plan?

111 T, 8, C. § 568 provides:

“Where o trustee has been appointed the judge shall fix n time
within which the trustee shall prepare and file o plan, or a report
of his ressons why a plan cannot be effected, and shall fix &
aubsequent time for & hearing on such plan or repert and for the
consideration of any ohjections which may be made or of such
amendments or plans os may be proposed by the debtor or by
any ereditar or stoekholder,”
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A Chapter X plan does not look forward to a dis-
charge of the debtor as does ordinary bankruptey, but
rather to an overhau] of its capital structure, a simplifi-
cation of it, if need be, and the determination of the
fair share which each class of old ereditors shall roceive
and what participation, if any, the old stockholders may
be granted. The test which the Court must ultimately
apply under Chapter X is whether a plan is "“fair and
equitable, and feasible,” 11 T, 8 C. §574. The test
of “fair and equitable” derives from the old equity re-
ceiverships which was adopted in former § 77B of the
Bankruptey Act (all as we discussed in Case v, Los
Angeles Lumber Products Co., 308 T. 8. 108), and which
was adopied as the test of a reorganization plan under
Chapter X, As stated in the House Report “the [reor-
ganization] trustee is required to assemble the salient
facts necessary for a determination of the fairness and
equity of a plan of reorganization.” H. R. Rep. No.
1400, 75th Cong., 1st Sess., 43.

The requirements of “fair and eguitable,” which the
Court must apply, entail the application of the absolute
priority rule which we diseussed at length in Loz Angeles
Lumber Products and which was followed in Consoli-
dated Rock Co. v. DuBois, 312 T. 8. 510, under & 77B
of the Bankruptey Act. It not only gives creditors full
priority over stockholders, but proteets senior classes of
creditors against the elaiin that “junior interests were
improperly permitted to participate in a plan or were
too liberally treated therein.” 308 ¥, 8, at 118. Un-
secured ereditors need not be paid in cash as a condition
to stockholders retaining an interest in the roorganized
company, for they may be protected by the issuance “on

equitable terms of income bonds or preferred stock.”
Id., at 117.
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And a2 we suid in the DuBois case;

“If the creditors are adequately compensated for
the loss of their prior claims, it is not material out
of what assets they are paid. ®o long as they re-
eeive full compensatory treatment and so long as each
group shares in the securities of the whole enter-
prise on an eguitable basis, the requirements of ‘fair
and equitable’ are satisfied.” 312 U, 8,, at 330.

The face amount of the debentures in litigation here
was $4.208 200. The damages sought against the in-
denture trustes are in the same amount. [ we assume,
arguendo, that there iz merit in the eause of action and
that the indenture trustee is fully responsible, one entire
class of security holders is elitninated from any necessary
congideration in the plan, Or if there is only partial
recovery, there is & pro rata change in the relative posi-
tions of the various ¢lasses of creditors. A plan ecannot
be designed without a fingl determination of the status
of the debenture holders wis-d-vis the indenture trustee
or at least an informed judgment concerning the value
of that claim.

It iz said that the assets of the debtor were some §21
million and the liabilities some $60 million. Whether
conditions have changed so as to leave some equity for
the old stockholders, we do not know. The rule an-
nouneced by the Court today, however, is not for this case
alone but applicable to all reorganizations under Chapter
X. In some cases the elinination of one entire clags
of ¢reditors or & pro rata reduction in their elaims would
give stockholders a chance to participate in the plan.
There is no opportunity to make that determination
without investigation, without a pursuit of claims, and
their prosecution or settlement. The reorganization
trustee has full authority to do just that under the diree-
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tion of the Court. And unless he can take those steps,
he will not be gble to formulate a plan of reorganization
for submission to the Court.

Of course debenture holders or a protective rommittes
representing them may in some cases take the lead.
But Chapter X was written with the view that such mat-
ters should not be left to happenstanee, That iz why
the reorganization trustee was made the “foeal point” for
taking an inventory of assetz available to the several
claimants gnd providing what plan would be fair and
equitable in light of the security of some claimants or
the payment of claims rightfully due them.®

There is, with all respect, no merit in the argument
that, if the reorganization trustee recovers against the m-
denture trustee on behalf of the debenture holders, the
indenture trustee will be subrogated to the debenture
holders, leaving the total claims affected by the plan
wholly unchanged.

The eomplaint against the indenture trustee charges
willful misconduct or gross negligence, What the merits
may be we of course do not know and intimate no opin-
ion. But if true, the Trust Indenture Act of 1930, 15
U. 8. C. § 77000 gives no immunity.*

! Her Hearings on H. R. 8048, Benate Judiciary Comimittes, T5th
Cong., 2d Sess,, 126,

The abwolure priority rule wez apphed i & semes of railrond
reorganizations, See Foker v, Western Poo B, Corp, 318 1, B
448: Group of Investors v. Milwoukee R. Co, 38 U, 8. 523,
Reconstruction Finanea Corp, v. Denver & R, G, W, R. Co, 328
17, 8. .40%5.

® While the mdentitre trustes may rely on certificates or opinions
concerning the truth of stntements and the correctness of opinions
“in the sbeence of bad faith” {15 U. 8 C. § 77000(a)), it is not
exempt fromm linbility “for ite own negligent action, its own negligent
failure to aect, or its own willul mizconduct” (15 T, 8. C. § 77000
{(d)), save for erfors m judgment made jn good faith, Idd,



T0-220—DTSSENT
CAPLIN v. MARINE MIDLAND GRACE TRURT CO. &

We said in Pepper v. Litton, 308 U. 8. 205, 307, that
“the bankruptey court in passing on allowance of claims
gits as & court of equity” and we cited the eases showing
that claimants in a fidueiary position may have their
claims either wholly disallowed or subordinated. Id.,
311,312, As stated in American Surety Co. v. Bethlehem
Nat. Bank, 314 1, 5. 314, 317, while the surety as “a
special kind of secured creditor” it is a right that “can be
availed of only by a surety alert in discharging its
duty . . . and one not guilty of inequitable conduet.”
The indenture trustee is not, of course, a surety. It
would have to seek subrogation under the general equi-
table doctrine, stated as follows by the American Law
Institute,*

“Where property of one person is used in discharg-
ing an obligation owed by another or a lien upon
the property of another, under such eircumstances
that the other would be unjustly enriched by the
retention of the benefit thus conferred, the former ia
entitled to be subrogated to the position of the
obligee or lien-holder.”

It is not imaginable that any court would ever hold
that an indenture trustee, found culpably responsible for
the default on debentures, would be subrogated with re-
spect to funds which otherwise would go to innocent
creditors or stockholders on the ground that paying
money to them rather than to it would constitute unjust
enrichiment. A person “who invokes the doctrine of
subrogation must come into court with clean hands”
German Bank v, United States, 148 U, B, §73, 581.

I agree with Judge Kaufman and Judge Hays, dissent-
ing below, and would reverse this judgment.

1 Restateraant of Hestitubon § 1682 (1837},



4/20/72 CEP

Re: WOD's dissent in No, 70-220, Caplin v. Marine Midland
Grace Trust Co. of New York

WJB has joined this dissent, The dissent is well
written and makes a strong point. I do not think, however,
that it is so persuasive that you should change your vote.

CEP



Bupreme Gourt of ﬂ{:ﬂilnij::trl Stales
Waslington, B. (. 205%3

CHAMBERSE OF
JUSTICE BYRON R WHITE

April 20, 1972

Re: No. T0-220 - Caplin v. The
Marine Mldland Grace
Trust Company

Dear Bill:
Plezgse Jjoln me.

Sincesely,

"

Mr. Justice Douglsas

Coples to Conferesnce



Bupreme Gourt of the Hnited States
Mashington, B, . 20543

CHAMBERS OF

JUBTICE WM, J, BRENNAN, JA, April 20, 1972

RE: No. 70-220 - Caplin v. Marine Midland
Grace Trust Co. of New York

Dear Bill:
Please join me in your dissent in the

above.

Sincerely,

Mr. Justice Douglas

cc: The Conference



Supreme Qonrt of Hhe Huited Sintes
Waelingtor, B. . 20543

CHAMBERS OF
s "USTICE HARRY A, BLACKMUN ;

April 24, 1972

Re: No, 70-220 - Caplin v. Marine Midland
Grace Trust Co,

Dear Bill:
1, too, am with Learned Hand on this one.
Please join me in your dissent,

Sincerely,

vef

| ——

Mr. Justice Douglas

cct The Conference



Suprente Conrt of the Hnited States

" Washington, . T. 20543 /

CHAMBERS OF
THE CHIEF JUSTICE

May 17, 1972

Re: No. 70-220 = Caplin v. Marine Midland Grace Trust Co.

Dear Thurgood:
Please join me.

Regards,

Mzr, Justice Marshall

Copies to the Conference
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THE C. I WL D, Pa H AB W. 1 R
dissent 4/3/72
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70-220 Caplin v. Maring Midland
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