THE USE OF SETOFF IN BANKRUPTCY TO
RESOLVE CONFLICTING CLAIMS TO
CONSTRUCTION CONTRACT FUNDS COVERED
BY TEXAS MECHANIC'S AND
MATERIALMAN'S LIENS
Ownert contracts with Contractor2 to construct a project on
realty owned by Owner. The contractprovides that the Contractor
can subcontract with others for the performance of various parts
of the project's construction. The Contractor'sreceipt of payment
on the contract is conditioned upon its payment to all those it has
subcontracted with. In addition, the contract provides that the
Owner will retain ten percent of the contract price until all
construction is complete and the period for filing mechanic's and
materialman's liens has lapsed.
The Contractorenters contracts with a number of Subcontractors
and Suppliers3 for the construction and furnishing of materials.
The Subcontractorscomplete their work and the Suppliersfurnish
their materials as contracted. After submitting invoices to the
Contractor, the Subcontractors and Suppliers are not paid by the
Contractor.
The Subcontractorsand Suppliersfile andperfect mechanic's and
materialman's liens against Owner and Contractor.
The Contractorfiles a voluntary petition with a Bankruptcy court
requesting liquidation relief.

1.

The focus of this article is on the legal relationships of three categories of parties.

Generally, the owner refers to an entity who owns a specific property and seeks to develop
or place improvements on it. The owner then contracts with the intermediate entity to have
the property developed or to perform construction. The intermediate entity invariably contracts
with, or acquires materials from the third group.
2. Contractor refers to the intermediate party. Normally this party will be in contractual
privity with the owner. In this position the contractor is commonly labeled the original

contractor (under the Texas Property Code) or prime contractor. Since the article will address
this party's bankruptcy, he will also be referred to as debtor-contractor. However, the
intermediate party is not in every case the party contracting with the owner. Sometimes the
intermediate will be a subcontractor who has contracted with other contractors or materialmen.
Even so, the basic relationship remains unchanged: both the subcontractor and its contractors
and materialmen will seek payment from the owner and the contractor.
3. Subcontractors and suppliers make up the final category of parties. These entities
have contracted with or provided materials to the contractor and seek payment directly from
the owner. Suppliers will generally refer to materialmen or other similarly situated claimants.
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The Owner holds the unpaid contract amounts on the now completed project.
What should the Owner do?

The purpose of this article is to review the law controlling a situation
such as this in an effort to provide guidance to individuals in the
position of the Owner. To accomplish this, it will be necessary to
analyze two different bodies of law. First, an examination of Texas
mechanic's and materialman's lien law will highlight the potential
liability the owner faces from the contractor and the contractor's
subcontractors and suppliers and the remedies the state law affords
to avoid that liability. Second, the influence of the contractor's
bankruptcy on this situation will be seen through an analysis of the
relevant federal bankruptcy provisions.
I.

TEXAS MECHANIC'S AND MATERIALMAN'S LIEN LAW

The Texas Constitution and numerous statutory provisions make
available an enforceable lien on property in order to protect individuals who have labored, worked, or repaired the property or furnished
materials that become a part of the property. The source of this lien
is article 16, section 37 of the Texas Constitution. It provides:
"Mechanics, artisans and materialmen, of every class, shall have a
lien upon the buildings and articles made or repaired by them for
the value of their labor done thereon, of material furnished therefor;
and the Legislature shall provide by Law for the speedy and efficient
enforcement of said liens." 4 This provision is the foundation for the
creation of two liens that can create liability for the owner: the
constitutional lien and the mechanic's and materialman's lien.
A.

The ConstitutionalLien

Texas courts have held that article 16 of the constitution creates
a lien on the owner's property that does not require compliance with
any statutory provisions. 5 The lien is independent of any statute, and
the legislature cannot effectuate its forfeiture. 6 The lien is most often
asserted as an "afterthought" for those individuals who have failed

4.
5.
6.

TEX. CONST. art. 16, § 37.
Strang v. Pray, 89 Tex. 525, 528, 35 S.W. 1054, 1056 (1896).
Id.
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to meet the statutory requirements necessary to establish a mechanic's
7
and materialman's lien.
The constitutional lien will arise in many of the same situations
in which a mechanic's and materialman's lien is available, as well as
in other areas such as those involving purely personal property. 8
Since the lien is self-executing, it is different from other liens that
require perfection through filing, notice, or possession of the property. 9
While the broad language of the constitution would suggest that
just about anyone who has labored or furnished materials should be
entitled to the lien, the courts have placed a restriction on just who
can hold the lien. This restriction stems from the concern that the
owner of the property to which the lien attaches must be aware of
the existence of the lien.' 0 The restriction is manifest in two judicially
created limitations on the lien: the requirement of privity and the
lien's invalidity against a subsequent purchaser of the -property.
The first limitation can be succinctly stated as follows: Where a
contract for labor, materials, or construction is not made with the
owner of the property or his agent, the lien will not arise." Generall y,
this requirement precludes the constitutional lien from being held by

7. Woodward, The ConstitutionalLien on Chattels in Texas, 28 TEXAS L. REV. 305, 315
(1950).
8. For example, the lien will arise anywhere from construction of a condominium project,
San Antonio Bank & Trust v. Anel, Inc., 613 S.W.2d 55, 58 (Tex. Civ. App.-Texarkana
1981, writ ref'd n.r.e.), tothe repair of an automobile. Shirley-Self Motor Co. v. Simpson,
195 S.W.2d 951, 954 (Tex. Civ. App.-Fort Worth 1946, no writ). Unlike the statutory
mechanic's and materialman's lien, the constitutional lien will reach purely personal property.
Byrne v. Williams, 45 S.W.2d 336, 339 (Tex. Civ. App.-Amarillo 1931, writ ref'd); McBride
v. Blakely, 203 S.W. 1137, 1139 (Tex. Civ. App.-Amarillo 1918, no writ). To be covered,
the property must be an "article made" or "article repaired." See, e.g., Ball v. Davis, 118
Tex. 534, 543, 18 S.W.2d 1063, 1066 (1929); River Oaks Chrysler Plymouth, Inc. v. Barfield,
482 S.W.2d 925, 926 (Tex. Civ. App.-Houston [14th Dist.] 1972, writ dism'd); Eoff v.
Skinner, 244 S.W.2d 991, 993-94 (Tex. Civ. App.-San Antonio 1951, no writ); McBride, 203
S.W. at 1139. A recent interpretation of "article made" can be found in First Nat'l Bank v.
Whirlpool Corp., 517 S.W.2d 262 (Tex. 1974). The court indicated that an "article made"
contemplated the actual construction of a chattel for a purchaser who had ordered the chattel
and specified how it was to be built. Id. at 268.
9. Byrne, 45 S.W.2d at 339; McBride, 203 S.W. at 1138; Wichita Falls Sash & Door
Co. v. Jackson, 203 S.W. 100, 101 (Tex. Civ. App.-Amarillo 1918, no writ).
10. Atkinson v. Jackson Bros., 259 S.W. 280, 286 (Tex. Civ. App.-Dallas 1924),
modified, 270 S.W. 848 (Tex. Comm'n App. 1925, opinion adopted).
11. Kelly v. Heimer, 312 S.W.2d 430, 434 (Tex. Civ. App.-San Antonio 1958, writ ref'd
n.r.e.).
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a subcontractor or supplier. In most cases this leaves those claimants
with only the protection of the statutory mechanic's and materialman's lien.12 The limitation requires that anyone asserting the constitutional lien must prove privity with the owner. 3 While this would
normally require that the individual show an actual contractual
relationship with the owner, a few decisions have held that an implied
contract is sufficient.14 In addition, the individual asserting the constitutional lien can also take advantage of the sham contractor
statute. 5 Discussing this statute's predecessor, the court in Da-Col
Paint Manufacturing Co. v. American Indemnity Co. 16 indicated that
it "was designed to elevate from subcontractor or materialmen to
original contractor any party dealing directly with an original contractor, where the original contractor acquired his status by virtue
of a sham relationship with the owner."'' 7 The subcontractor who
comes within the statute is relieved of the "onerous burden" involved
in perfecting a mechanic's and materialman's lien because the constitutional lien would then be available. 8
The second limitation to the enforcement of the constitutional
lien is the possibility of its invalidation as against a subsequent
purchaser. The lien will not be enforced against a party who has no
notice of its existence.' 9 Although the lien does not require recording
for its perfection, an individual who can show that he is a bona fide
purchaser without notice has an affirmative defense against the
20
enforcement of a constitutional lien.
Recently, consideration has been given to the effect of a constitutional lien in bankruptcy. In the case of Boots Builders, Inc. v.

12. See First Nat'l Bank v. Lyon-Gray Lumber Co., 110 Tex. 162, 172, 217 S.W. 134,
134 (1919).
13. Robert Burns Concrete Contractors v. Norman, 561 S.W.2d 614, 617 (Tex. Civ.
App.-Tyler 1978, writ ref'd n.r.e.).
14. See J.R. Dunaway Rig & Lumber Co. v. Blessing, 274 S.W.2d 90, 91-92 (Tex. Civ.
App.-Texarkana 1954, writ ref'd); Tenison v. Hagendorn, 155 S.W. 690, 693 (Tex. Civ.
App.-Dallas 1913, no writ).
15. TEx. PROP. CODE ANN. § 53.026 (Vernon 1984).
16. 517 S.W.2d 270 (Tex. 1974).
17. Id.at 273.
18. Id.;see First Nat'l Bank v. Whirlpool Corp., 502 S.W.2d 185, 194-95 (Tex. Civ.
App.-Dallas 1973), modified, 517 S.W.2d 262 (Tex. 1974).
19. Irving Lumber Co. v. Alltex Mortgage Co., 446 S.W.2d 64, 72 (Tex. Civ. App.Dallas 1969), aff'd, 468 S.W.2d 341 (Tex. 1971).
20. Contract Sales Co. v. Skaggs, 612 S.W.2d 652, 653 (Tex. Civ. App.-Dallas 1981,
no writ).
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Hobcon Air Conditioning, Inc. (In re Boots Builders, Inc.), a
contractor asserted constitutional liens against a debtor-owner's trustee
in bankruptcy.2 2 The court recognized the validity of the contractor's
constitutional liens but concluded that they were defeated by the
trustee's avoidance powers under the Bankruptcy Code. 23 The court
held that a trustee or debtor-in-possession, given the status of a bona
fide purchaser, could avoid the otherwise valid constitutional liens
"unless the liens have been perfected in a manner provided by
statute." 2 4 This reasoning was applied in Great Southwest Supply
25
Co. v. Ernest & Associates, Inc. (In re Ernest & Associates, Inc.),
in the context of an owner assuming the role of a debtor-in-possession. The court held that the debtor-in-possession was clothed with
the avoidance powers of a trustee in bankruptcy and his knowledge
26
of the lien's existence did not preclude the exercise of those powers.
The court indicated that had the contractor filed a mechanic's and
27
materialman's lien affidavit, the lien would not be avoidable.
Enforcement of the constitutional lien differs somewhat from
the enforcement of a mechanic's and materialman's lien. Generally,
the holder of a mechanic's and materialman's lien can remove from
the subject property chattels/fixtures which will not cause material
injury to the land.2 8 The court in Boots Builder suggested that the
29
rule would not extend to a lien arising solely under the constitution.
It has been held that the constitutional lien carries no rights of
repossession. 0 There does not, however, appear to be any dispute
that the holder of a constitutional lien can have that lien foreclosed
and the subject property sold in an amount sufficient to satisfy the
lien.'
21. 11 Bankr. 635 (Bankr. N.D. Tex. 1981).
22. Id. at 639.
23. Id.; see 11 U.S.C. § 544(a)(3) (1982).
24. 11 Bankr. at 639.
25. 59 Bankr. 495 (Bankr. W.D. Tex. 1985).
26. Id. at 498.
27. Id. No Texas cases have suggested that compliance with the mechanic's and materialman's lien statutes is the only way to provide notice to purchasers, but cases do suggest it
is one way. See Lyon v. Elser, 72 Tex. 304, 12 S.W. 177, 178 (1908) (cited in In re Boots
Builder, Inc., II Bankr. at 139); Strang v. Pray, 89 Tex. 525, 528, 35 S.W. 1054, 1056 (1896).
28. Exchange Sav. & Loan Assoc. v. Monocrete Pty. Ltd., 629 S.W.2d 34, 36 (Tex.
1982): First Nat'l Bank v. Whirlpool Corp., 517 S.W.2d 262, 269 (Tex. 1974).
29. 11 Bankr. at 639.
30. McBride v. Blakely, 203 S.W. 1137, 1139 (Tex. Civ. App.-Amarillo 1918, no writ).
31. Contract Sales Co. v. Skaggs, 612 S.W.2d 652, 654 (Tex. Civ. App.-Dallas 1981,
no writ).
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The Statutory Mechanic's and Materialman's Lien

Pursuant to the mandate of the Texas Constitution for the
legislature to provide for the "speedy and efficient enforcement" of
the lien arising for work done or materials furnished upon articles
or buildings made or repaired, the legislature enacted the Hardemen
Act.12 Recently this act has been codified in the Texas Property Code
with a few changes.3 3 The subcontractor or supplier who complies
with the statute will have an enforceable lien against the owner and
the contractor.
A valid mechanic's and materialman's lien is enforceable against
a "house, building, fixtures, or improvements" and "land necessarily
connected" to them.14 The amount of the subcontractor's lien is
determined by computing the difference between an amount equal to
the value of the labor done, based on the subcontract price, and
those payments previously received in payment on the contract."
Sections 53.051 through 53.059 set out the requirements for
perfection of a mechanic's and materialman's lien.16 These provisions
suggest two different types of perfection that in reality create two
different liens. The first type could be termed a "retainage lien" and
the second a "trapping lien."
An enforceable retainage lien is a lien against funds that the
statute requires the owner to retain. Section 53.101 declares that
throughout the period of construction and for thirty days after the
work is completed the owner must retain "10 percent of the contract
price ... or 10 percent of the value of the work." 3 7 The Texas
Supreme Court has recently reaffirmed that this required retainage
is the owner's duty.3" To perfect a lien against this retainage, or for
that matter to perfect a trapping lien, there are two basic prerequisites
that must be fulfilled.3 9 Initially, the subcontractor or other claimant

32.

Act of April 29, 1895, ch. 126, §§ 1-10, 1895 Tex. Gen. Laws 194, 10 H. GAMMEL.,

LAWS OF TEXAS 194 (1898).

33. See TEX. PROP. CODE ANN. §§ 53.001-53.240 (Vernon 1984).
34. Id. § 53.022. The statute is silent as to coverage of purely personal property. This
was recognized in First Nat'l Bank v. Whirlpool Corp., 517 S.W.2d 262 (Tex. 1974), where
the Texas Supreme Court declined to extend the lien beyond realty or personal property that
has been "incorporated in or consumed in the construction or repair" of realty. Id. at 266.
35. TEX. PROP. CODE ANN. § 53.024 (Vernon 1984).
36. Id. §§ 53.051-53.059.
37. Id. § 53.101.
38. First Nat'l Bank v. Sledge, 653 S.W.2d 283, 286 (Tex. 1983).
39. See TEX. PROP. CODE ANN. §§ 53.051, 53.103 (Vernon 1984).
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who does not qualify as an original contractor must file an affidavit
with the county clerk "not later than the 90th day after the day on
which the indebtedness accrues." 4 Indebtedness accrues in a claim
for participation in retainage "on the 10th day of the month following
the month in which all work called for by the contract between the
owner and the original contractor has been completed, finally settled,
or abandoned. 41 However, the affidavit can be filed no later than
42
the thirtieth day after the work is completed.
The affidavit must contain: The signature of the person claiming
the lien or the signature of another person on the claimant's behalf;
a sworn statement setting forth the claim and its amount; the owner's
name (if known); a statement as to the type of work done and/or
materials furnished; the name of the person with whom the claimant
contracted; the original contractor's name; and a legally sufficient
description of the property. 43 In addition, the claimant may also
attach a copy of his contract. 44 It appears that the sufficiency of this
affidavit will be tested on the basis of "substantial compliance" with
the statute.4 5 In addition, the inclusion of a "sworn statement" has
46
been held to require a jurat rather than a mere acknowledgement.
The second procedural requirement for obtaining a valid retainage lien is proper notification of the lien to the owner. 47 The
notification must be written and must inform its recipient of the
unpaid balance claimed. 48 Use of a copy of the filed affidavit has
been held to be satisfactory.4 9 Notification must be given to both the
original contractor and the owner.5 0 Notice to the original contractor
must be made no later than the thirty-sixth day following the tenth
day of the month following any month during which the claimant
performed work or furnished material." The same notice must be

40. Id. § 53.052(c).
41. Id. § 53.053(f).
42. Id. § 53.103(2).
43. Id. § 53.054(a).
44. Id. § 53.054(b).
45. See Sledge, 653 S.W.2d at 285; Mathews Constr. Co. v. Jasper Housing Constr. Co.,
528 S.W.2d 323, 329 (Tex. Civ. App.-Beaumont 1975, writ ref'd n.r.e.).
46. Sugarland Business Center v. Norman, 624 S.W.2d 639, 641 (Tex. App.-Houston
[14th Dist.] 1981, no writ).
47. TEx. PROP. CODE ANN. §§ 53.055, 53.103 (Vernon 1984).
48. Id. § 53.056(b).
49. Sledge, 653 S.W.2d at 287.
50. TEX. PROP. CODE ANN. § 53.056 (Vernon 1984).
51. Id.
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given to the owner "not later than the 90th day after the 10th day
of the month following each month in which all or part of the
claimant's labor was performed or material" was furnished.12 Although the statute declares that notice must be sent by registered or
certified mail, the supreme court has indicated that if notice has actually
been received, the manner in which it was sent may not make any
difference." Similarly, the same decision held that the requirement
of sending two copies of the filed affidavit was met although only
one copy was actually sent.5 4 The court reasoned that the only
justification for requiring two copies was to make available for the
owner a copy to forward to the original contractor. 5 Since that
contractor was in bankruptcy, there was really no reason to notify
him.
The perfection of a trapping lien is very similar to the procedures
required for obtaining a retainage lien. A properly perfected trapping
lien will trap funds in the hands of the owner over and above the
ten percent retainage. However, the duty here is not initially on the
owner; rather, the claimant must first perfect for funds to be trapped.
Once perfection does occur, the owner becomes personally liable to
the extent of the funds held.5 6 In addition, the claimant possesses a
lien against the property in that amount.
There appears to be no difference in the contents of the affidavit
whether it is used for a retainage or trapping lien. In either case, it
must be filed no later than "the 90th day after the day on which
indebtedness accrues." 5 7 However, unlike the retainage situation where
accrual occurs only when all the work called for is completed, settled,
or abandoned, indebtedness accrues for trapping "on the 10th day
of the month following the last month in which the labor was
performed or the material furnished.""
The major difference in trapping perfection under the statutes
concerns the contents of the notice that must be given the owner.
While the time periods for notification are the same for both retainage
and trapping perfection, Texas law requires a special "statutory

52.
53.
54.
55.
56.
57.
58.

Id.
Sledge, 653 S.W.2d at 287.
Id.
Id. at 287-88.
TEx. PROP. CODE ANN. § 53.084 (Vernon 1984).
Id. § 53.052.
Id. § 53.053(d).
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warning" for trapping to occur. In addition to informing the owner
of the amounts the claimant is unpaid, the notice "must state that
if the bill remains unpaid, the owner may be personally liable and
the owner's property may be subjected to a lien" unless the owner
withholds funds in his hands from the contractor or pays the unpaid
amounts directly to the claimant.5 9 The supreme court held in First
National Bank v. Sledgew6 that this special notice was an absolute
condition precedent to the trapping of funds and no lien would arise
6
in its absence. 1
Properly filed and perfected retainage and trapping liens will
relate back to the "commencement of construction of improvements
or delivery of materials to the land" or the "recording of a written
agreement" or affidavit by a lien claimant. 62 The court in Yobe
Electric, Inc. v. Graybar Electric Co. (In re Yobe Electric, Inc.)63
held in the context of similar Pennsylvania law that perfection of a
mechanic's and materialman's lien could occur after a debtor-contractor filed a petition for relief in bankruptcy. 64 This holding was
based on the court's approval of the reasoning of the lower court. 65
That court had examined the language of section 546 of the Bankruptcy Code wherein "[t]he rights and powers of the trustee [in
bankruptcy] . . . are subject to any generally applicable law that
permits perfection of an interest in property to be effective against
an entity that acquires rights in such property before the date of
such perfection." 66 Since the post-petition perfection related back to
the date materials were furnished to the project, a pre-petition date,
the perfection fell within the language of section 546.67 In addition,
this perfection was held to be "excepted from the automatic stay of

59. Id.
60. 653 S.W.2d 283 (Tex. 1983).
61. Id. at 287. In Zack Burkett Co. v. Industrial Indem. Co., 662 S.W.2d 161 (Tex.
App.-Fort Worth 1982), writ ref'd n.r.e. per curiam, 677 S.W.2d 493 (Tex. 1984), the Texas
Supreme Court appears to have lessened the strict requirement of inclusion of the statutory
warning in cases involving bonded contracts. Where a bond was present the court held that
requiring the statutory warning would require the claimant "to perform a meaningless act."
677 S.W.2d at 495.
62. TEX. PROP. CODE ANN. § 53.124(a) (Vernon 1984).
63. 728 F.2d 207 (3d Cir. 1984).
64. Id. at 208.
65. Id. (citing In re Yobe Electric, Inc., 30 Bankr. 114 (Bankr. W.D. Pa. 1983)).
66. Yobe Electric, 30 Bankr. at 116 (citing 11 U.S.C. § 546 (1986)).
67. Id. at 116-18.
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section 362 by operation of section 546(b). ' '68 Courts have reached
69
contrary results construing the state law of other jurisdictions.
Both the retainage and the trapping lien create a legal obligation
-for the owner. For retainage, this obligation arises at the inception
of the contract. 70 The claimant who follows the procedures provided
in the property code will be entitled to share proportionately in the
retainage. 7' The owner is personally liable for any funds disbursed
to the original contractor or otherwise after receiving the proper
notice from a claimant under the statutes. 72 In addition, the owner
73
is also subject to a lien against the project property.
For the trapping lien, the owner's legal obligation arises upon
the reciept of the required statutory notice from a claimant. 4 At
that time "the owner may withhold from payments to the original
contractor an amount necessary to pay the claim for which he receives
notice." ' 75 At this time the owner is said to be "authorized to withhold
funds." 76 Any amounts paid after becoming "authorized" can result
in personal liability and liens against the subject property.77
Claimants who have complied with the provisions necessary to
obtain either a retainage or trapping lien are entitled to have these
liens foreclosed. 78 The owner facing claimants' liens of either type,
as well as the original contractor's demand for the unpaid contract
price, may bring an interpleader action. 79 The owner is merely an

68. Id. at 118.
69. See Zakroff v. Hajoca Corp. (In re R.E. Tull & Sons), 25 Bankr. 709, 710 (Bankr.
Md. 1982) (lien cannot be perfected following the filing of the petition); ATC Sys., Inc. v.
Valairco, Inc. (In re Valairco, Inc.), 9 Bankr. 289, 294-95 (Bankr. N.J. 1981) (absent statutory
language providing for relation back and creation of a lien, the claimant giving a stop notice
following the petition has a lien subject to avoidance by virtue of section 545).
70. See First Nat'l Bank v. Sledge, 653 S.W.2d 283, 286 (Tex. 1983).
71. TEX. PROP. CODE ANN. § 53.104 (Vernon 1984). Artisans and mechanics are given
first preference and will share proportionately. Id. § 53.104(a). After their claims are satisfied
those claimants still unpaid will share proportionately in the remainder. Id. § 53.104(b).
72. Id. § 53.105(a).
73. Id.
74. Id.§ 53.084.
75. Id. § 53.081(c).
76. Id.§ 53.084(b).
77. Id.; see Wilson v. Sherman-Williams Paint Co., 160 S.W. 418, 421-22 (Tex. Civ.
App.-Dallas), aff'd, 110 Tex. 156, 217 S.W. 372 (1913) (the effect of proper notification is
to "impound" funds due the contractor and make the owner personally liable for those
amounts).
78. TEX. PROP. CODE ANN. § 53.154 (Vernon 1984).
79. Beilharz v. Illingsworth, 132 S.W. 106, 110 (Tex. Civ. App. 1910, writ ref'd).
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innocent stakeholder facing multiple liability from the conflicting
claims.
II.

THE EFFECT OF A CONTRACTOR'S BANKRUPTCY ON UNPAID
CONTRACT FUNDS

The owner who faces the claims of a debtor-contractor's trustee
in bankruptcy for unpaid contract funds as well as perfected mechanic's and materialman's liens held by the subcontractors and
suppliers of the debtor-contractor would normally interplead the
unpaid amounts into state court. This permits the owner to avoid
the potential of double liability stemming from conflicting claims by
80
allowing the court to determine who is entitled to the disputed funds.
This situation takes on a whole new complexion if one of the parties
is in bankruptcy. The presence of a bankrupt owner, contractor,
subcontractor, or supplier necessarily raises questions of controlling
law and its supporting policies.8" The remainder of this article will
focus on the influence of federal bankruptcy law on situations where
the bankrupt party is either the owner's contractor or a similar
intermediate party.
Broadly speaking, the presence of a bankrupt contractor gives
rise to two concerns: First, will federal law control the resolution of
claims to the disputed funds? Second, if provisions of the Bankruptcy
Code do control, which of its provisions will govern resolution of
the dispute? Analysis of the first question involves an examination
of the Bankruptcy Code (the "Code") sections concerning property
of the debtor's estate. The second issue will focus on provisions
governing setoff under the Code.
A.

Disputed Funds as Property of the Debtor's Estate

The Code provides that at the commencement of the case an
estate is created.8 2 This estate is comprised of "all legal or equitable
interests" the debtor has in property."s The Code defines the estate
broadly, including interests in both tangible and intangible property,

3 W. DORSANEO, TEXAS LITIGATION GUIDE § 81.01[2] (1986).
81. The effect of the owner's bankruptcy on mechanic's and materialman's lien claimants
is discussed in Browning, Texas Mechanic's and Materialmen's Liens in Bankruptcy, 46 TEx.
B.J. 803 (1983).
82. 11 U.S.C. § 541 (1986).
83. Id. § 541(a)(1).
80.
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causes of action, and legal title held by the debtor as a trustee. 4 The
resolution of conflicting claims to contract funds will be governed
by provisions of the Code only if those funds are part of the debtor's
estate.85
Parties challenging control of disputed funds by a debtor's
trustee in bankruptcy have argued that the funds did not become
part of the debtor's estate because they were held in trust for
subcontractors and suppliers of the debtor. Representative of this
argument is the case of Selby v. Ford Motor Co.8 6 In that decision
an owner contracted with a contractor for the construction and
installation of a conveyor system. 7 The contractor engaged sixteen
subcontractors to assist in the construction. Upon completion of the
work, the owner held approximately $350,000, representing the amount
unpaid on the contractor's contract. The contractor authorized the
owner to pay the subcontractors directly and to deduct the amounts
from the unpaid balance of the contract. The owner paid fourteen
of the subcontractors directly and the contractor paid the two remaining subcontractors. The remainder was released to the contractor. Less than four months later the contractor filed a voluntary
petition under chapter 11 of the Bankruptcy Act. The trustee in
bankruptcy initiated an action to recover payments made to the
subcontractors, contending that they were preferential transfers. The
owner and the subcontractors argued that the payments could not
be preferential transfers under the Bankruptcy Act since the subcontractors were statutory beneficiaries of the funds by virtue of the
8
Michigan Trust Fund Act.
The court reviewed a number of Michigan state court decisions
that had held the trust fund act created a statutory trust.8 9 Under
the holdings of these cases, a trust arose automatically in favor of
the subcontractors when the owner paid the unpaid amounts to the
contractor. 90 Filing, notice, or other acts on the part of the subcontractors was not required to establish the trust. 91 This statutory trust

84.
85.
86.
87.
88.
89.
90.
91.

4 COLLIER ON BANKR.
541.06 (15th ed. 1986).
See 11 U.S.C. § 541 (1986); 4 COLLIER ON BANKR.
590 F.2d 642 (6th Cir. 1979).
Id. at 644.
See MICH. STAT. ANN. § 26.331 (Callaghan 1970).
590 F.2d at 645-47.
Id. at 645.
Id.

541.06 (1986).
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gave the subcontractors equitable title to the funds as trust beneficiaries, resulting in the debtor-contractor holding only legal title to
the fund as a trustee. Relying on the Supreme Court decision of
Hawkins v. Blake,92 which construed the Bankruptcy Act of 1867,
the court in Selby concluded that "funds held in trust by a bankrupt
debtor are immune from the claims of general creditors so long as
the funds can be traced." 93 Since the state statute created a trust and
the owner and subcontractors had proven the existence of the trust
fund, the court would not permit the trustee in bankruptcy "to
appropriate the trust of another and distribute it to the bankrupt's
94
creditors."
The Selby court found support for its determination in the policy
surrounding the trust fund statute. The statute was enacted to alleviate problems in the construction industry. 9 The court noted that
the "commercial expectations" within this industry were that a
contractor will use amounts paid to it by the owner to pay subcontractors and suppliers. 96 It was true that subcontractors and suppliers
could protect their interests by filing and perfecting mechanic's and
' 97
materialman's liens, but this was a "lengthy and wasteful process.
The trust fund statute addressed the inadequacy of the mechanic's
and materialman's lien statutes and provided the needed protection
for the "substantial risk that a general contractor who goes bankrupt
will pull down with him some of his subcontractors and materialmen,
as well as cause serious economic loss to the owner." 9 The trust
fund statute was found to be a recognition of the "independant legal
duty arising from reasonable commercial expectations. '" 99 The court
determined that the property rights created by the Michigan trust
fund statute should be "recognized and enforced by the bankruptcy
system."1°°
The court further indicated that its holding would not be different under the then newly enacted bankruptcy provisions of 1978.101

92.
93.
94.
95.
96.
97.
98.
99.
100.
101.

108 U.S. 422, 435-36, 2 S. Ct. 804, 813-14, 27 L. Ed. 775, 780 (1882).
590 F.2d at 645.
Id. at 648.
Id. at 647.
Id.
Id.
Id.
Id.at 648.
Id.at 647.
Id. at 648.
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The court observed that section 541 of the new Code would include
the statutory trust fund in the property of the estate, but only to
the extent of the debtor's interest in the fund. 0 2 The court quoted
legislative history surrounding the 1978 Bankruptcy Act, which declared that the new provisions concerning the debtor's estate would
not affect statutory trust provisions creating trust funds for the
benefit of the debtor's creditors. 103 The court was persuaded that
"[tihe beneficial interests of subcontractors and materialmen in a
building fund should not be regarded as the property of the bankrupt
°
debtor, at least as long as the beneficial interests are traceable."'
The conclusions reached by the Selby court were reiterated in
Parker v. Klochko Equipment Rental, Inc. 0 5 The court there found
that the trust fund act was also applicable in a public construction
project.'06 The court held that funds paid directly to materialmen
were not property of the debtor-subcontractor.0 7 As such, the subcontractor's trustee in bankruptcy could not have the amounts paid
to the materialmen set aside as preferences. 08
The conclusion that a state statutory trust will remove property
from the debtor's estate has not been confined to Michigan statutory
provisions. The court in In re Aab v. Wesco Corp. (In re Casco
Electric Corp.)1 9 reached the same result construing a New York
statute." 0 The statute provided that funds held by a contractor "under
or in connection with a contract for the improvement of real property
.. .shall constitute assets of a trust. . . ."" The court quoted from
a New York Court of Appeals decision construing the statute's
predecessor." 2 That decision had declared:
as a matter of New York law, a contractor does not have a

102. Id.
103. Id. The court quoted from S. REP. No. 989, 95th Cong., 2d Sess. 82, reprinted in
1978 U.S. CODE CONG. & AD. NEWS 5787, 5868 (indicating the new provisions would not
alter "statutory provisions .. . that create a trust fund for the benefit of a creditor of the
debtor").
104. 590 F.2d at 649.
105. 590 F.2d 649 (6th Cir. 1979).
106. Id. at 650.
107. Id. at 651.
108. Id.
109. 28 Bankr. 191 (Bankr. E.D.N.Y. 1983), aff'd, 35 Bankr. 731 (E.D.N.Y.) (1983).
110. Id. at 195-96.
111. Id. at 193.
112. Id. at 194-95 (quoting Aquilino v. United States, 10 N.Y.2d 271, 282, 219 N.Y.S.2d
254, 262-63, 176 N.E.2d 826, 832 (1961)).
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sufficient beneficial interest in the monies, due or to become due
from the owner under the contract, to give him a property right
in them, except insofar as there is a balance remaining after all
subcontractors and other statutory beneficiaries have been paid." 3
The court held that this language and the holdings of other New
York cases made clear that subcontractors and suppliers had a
"superior right" to the funds held by the owner or paid directly to
them by the owner or contractor." 4 Further, to require the subcontractor to turnover to the trustee in bankruptcy the funds received
by him as being preferential would defeat the lien law of New
York." 5 In affirming the decision of the bankruptcy court, the district
court further held that the Selby rationale that the debtor had no
property interest in the funds continued to be persuasive under the
16
Code."
Determining that ,the debtor has no property interest in unpaid
contract funds has not been confined to situations where state law
impresses a statutory trust. For instance, the bankruptcy court in In
re D & B Electric, Inc.' ' 7 found the existence of a trust for the
benefit of materialmen absent any express state statutory provisions
for such a trust." 8 The decision centered around conflicting claims
to checks payable jointly to a subcontractor and his supplier."19
Despite state statutes providing mechanic's and materialmen's lien
protection, the supplier had taken no steps to perfect a lien after
having been unpaid by the subcontractor. Instead, after the statutory
period for filing a lien had passed, the supplier reached an agreement
with the general contractor whereby the supplier agreed to waive any
mechanic's and materialman's lien he might have in consideration of
checks payable jointly to himself and the subcontractor. Several of
the joint payee checks were held by the supplier when the subcontractor filed a voluntary petition in bankruptcy. The subcontractor's
trustee in bankruptcy sought control of the checks, asserting superior
title through its position as a hypothetical lien creditor. The assertion
was premised on two alternative theories: that the supplier had no

113.
114.
115.
116.
117.
118.
119.

Id.
Id. at 195.
Id. at 196.
35 Bankr. 731, 732 (E.D. N.Y. 1983).
4 Bankr. 263 (Bankr. W.D. Ky. 1980).
Id. at 269.
Id. at 264-65.
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lien on the funds, and that even if the court determined that the
supplier was an equitable lien holder, the trustee in bankruptcy could
avoid that lien through the use of the strong arm provisions of the
Bankruptcy Act. The court rejected both theories on the basis that
the supplier was a trust beneficiary of the disputed funds.'
In reaching its conclusion, the court first placed emphasis on
what it considered to be the strong policy reasons announced in
Selby.' 2 ' However, the court was unable to locate any state common
law support or any express statutory provisions providing for the
imposition of a trust.122 Nevertheless, the court reasoned that a
Kentucky statute directing contractors to pay from contract proceeds
any potential mechanic's and materialman's lien claimants implied a
trust for the benefit of subcontractors and suppliers.2 3 This statute
and several state court decisions construing it indicated to the court
that "[tihe property interest conferred upon a materialman for construction funds in a contractor's possession is greater than the interest
that may be secured by filing a statutory materialmen's lien.' ' 2 4 This
property interest was declared to be a "non-dissolvable property
right" and made the supplier a beneficial owner of the fund. 2 The
court further noted that the debtor-contractor was "merely the
conduit" for amounts to be paid the subcontractor. 2 6 As a result,
the supplier was allowed to keep the jointly payable checks despite
27
the subcontractor's bankruptcy.
The question of whether funds held or paid by an owner for
unpaid amounts on construction contracts will be treated as trust
funds and removed from the debtor's estate has not been addressed
in Texas. It appears to be well settled that if the issue is confronted
in federal court, its resolution will be governed by state law.128 Texas

120. Id. at 268.
121. Id.; see supra text accompanying notes 95-100.
122. 4 Bankr. at 269.
123. Id.
124. Id.at 270.
125. Id.
126. Id.
127. Id.; see also Mid-Atlantic Supply, Inc. v. Three Rivers Aluminum Co. (In re MidAtlantic Supply Co.), 790 F.2d 1121, 1126-27 (4th Cir. 1986) (check payable jointly to debtorsubcontractor and supplier for materials furnished by the supplier was held in trust by the
debtor-subcontractor who was ordered to turnover the check to the supplier).
128. Tidwell v. Bethlehem Steel Corp. (In re Georgia Steel, Inc.), 56 Bankr. 509, 516
(Bankr. M.D. Ga. 1985); In re Hull, 19 Bankr. 501, 507 (Bankr. N.D. Ind. 1982).
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has statutory provisions very similar to those construed in Selby and
Casco. The Texas provisions expressly declare: (1) the "[c]onstruction
payments are trust funds ... if payments are made to a contractor
or subcontractor" for construction on realty; (2) the recipient of
these funds is a trustee; and (3) the unpaid subcontractors or suppliers
are beneficiaries. 29 Criminal penalties exist for the misapplication of
trust funds by the trustee. 30 The presence of these provisions should
not, however, mandate a holding that the debtor has no interest in
the disputed amounts. Indeed, one court facing a similar criminal
statutory provision has held that the statute did not remove the
disputed funds from the property of the debtor's estate and they
3
remained in the control of the trustee in bankruptcy.1 '
The language of section 541 of the Code indicates that even if
the debtor-contractor holds only legal title as trustee of either a
statutory or implied trust, the legal title still becomes property of
the estate at the commencement of the case.1 2 Express reference is
made to legal title held by the debtor as trustee.'
The provision
declares that only legal title is included and "any equitable interest
in such property that the debtor does not hold" is excluded. 34 Section
542 requires that whatever property is included by section 541 must
be delivered to the trustee, "unless such property is of inconsequential
value to the estate.'

3 5

Several decisions construing these sections indicate that, contrary
to the Selby line of decisions, disputed funds in the hands of any
party will at least initially become property of the debtor's estate. A
review of these decisions suggests that this is the better view.
An important beginning may be found in the Fifth Circuit with
Georgia Pacific Corp. v. Sigma Service Corp.3 6 In that case two
owners contracted with a general contractor for the construction of

129.

TEx. PROP. CODE ANN. §§ 162.001-162.003 (Vernon 1984).

130. Id. §§ 162.031-162.032.
131. In re Raber Indust., No. 78-1438 T (Bankr. M.D. Fla. 1980) (slip opinion).
132. 11 U.S.C. § 541 (1982 & Supp. III 1985).
133. Id. § 541(d) (1982 & Supp. III 1985)). Whether this provision applies to trusts outside
the secondary mortgage market has not been answered. See E. Biery, Constructive Trusts
Under the Bankruptcy Code, STATE BAR OF TEXAs ADVANCED BUSINESS BANKRUPTCY COURSE
M-7 (May 1986).
134. 11 U.S.C. § 541(d).
135. Id. § 542(a).
136. 712 F.2d 962 (5th Cir. 1983).
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two projects, one located in Arkansas and the other in Mississippi.

37

The general contractor in turn contracted with a number of subcontractors and suppliers. On the Arkansas project the general contractor
requested that the owner make payments in the form of jointly
payable checks to both the contractor and the various subcontractor.s
or suppliers. The general contractor failed to indorse the joint checks
and left the subcontractors and suppliers unpaid.3 8 In the Mississippi
project no joint payment system was employed.3 9 None of the unpaid
subcontractors and suppliers in the first project attempted to perfect
Arkansas mechanic's and materialman's liens. The owner of the
Mississippi project did receive a statutorily required stop notice.'1 °
However, the claimant who sent the notice was not a party to the
suit. The general contractor filed a petition for reorganization under
chapter 11 of the Code. It was only after this petition was filed that
one of the subcontractors in the litigation sent a Mississippi mechanic's and materialman's lien notice. Subcontractors and suppliers of
each project claimed unpaid funds held by the respective owners of
the two projects.' 4' Their claims were predicated on the allegation
that the unpaid funds were subject to a constructive trust for their
benefit. The debtor-in-possession requested that all the funds be
turned over to it pursuant to section 542 of the Code.
The court began its analysis of the resolution of these conflicting
claims by examining sections 541 and 542 in light of the recent
42
Supreme Court decision of United States v. Whiting Pools, Inc.
In the Whiting decision, the Supreme Court emphasized the broad
scope of the concept of the property of the estate embodied in section
541 and the significant power granted a trustee or debtor-in-possession by section 542 to have all such property turned over to the
trustee or debtor-in-possession. ,41
Based on the holding of this decision, the Georgia Pacific court concluded that "[e]ven if all or part
of this sum [those amounts held by the owners] were subject to a
'constructive trust' in favor" of the subcontractors and suppliers,
the debtor-general contractor nevertheless "had a 'legal' interest in

137.
138.
139.
140.
141.
142.
143.

Id. at 964.
Id.
Id. at 965.
Id.
Id. at 964.
462 U.S. 198, 103 S. Ct. 2309, 76 L. Ed. 2d 515 (1983).
Id. at 204-07, 103 S. Ct. at 2313-15, 76 L. Ed. 2d at 521-24.
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the property so impressed, which was thus property" of the debtorcontractor's estate."14 As such, section 542 dictated that these funds
be turned over to the debtor-in-possession. Once the property was
turned over, the bankruptcy court would then recognize the equitable
interest of the subcontractors and suppliers. 45 The owner holding
unpaid funds could not simply refuse to turn over the property
because of the alleged constructive trust. The court held that "[i]t is
for the bankruptcy court, not a stakeholder with possession of assets
in which the debtor has at least a legal interest, to determine" who
has the superior right to the disputed funds. 14
The court went on to hold that the subcontractors and suppliers
did not have a superior interest in the unpaid funds because no
constructive trust existed.147 This conclusion was important for what
the court said, as well as for what it did not say. The court first
stated that when property of the estate is allegedly held irr trust, the
burden is on the claimant of the trust property to establish the
4
existence of the trust.1 1
The subcontractors and suppliers contended that the trust arose
from the lien statutes of Arkansas and Mississippi. The court disagreed. With regard to the Arkansas claimant's contention, the court
chose to follow a decision of that state holding that its lien statutes
in no way created a trust fund. 49 The Mississippi claimant's position
presented the court with somewhat more difficulty. An examination
of the state's lien statutes indicated that a trust might arise. However,
the claimant's failure to follow the statutory filing and notice requirements dispensed with the need for further analysis by the
court. 150 The Mississippi statute was similar to Texas' Derivative
Claimant: Notice to Owner or Original Contractor and Owner's
Liability statutes."'5 The decision seems to imply that if the Mississippi
subcontractor had properly perfected a lien under its state statutes,

144. 712 F.2d at 967-68.
145. Id. at 968 (citing 11 U.S.C. § 541(d)).
146. Id.
147. Id. at 968-72.
148. Id. at 969.
149. Id. at 970 (citing Cherokee Carpet Mills, Inc. v. Worthen Bank & Trust Co., 262
Ark. 776, -, 561 S.W.2d 310, 313 (1978)).
150. Id. at 970-71.
151. TEx. PROP. CODE ANN. §§ 53.056, 53.084 (Vernon 1984) (these statutes authorize the
project owner to withhold the project funds upon the receipt of proper notification from the
claimant and subject the owner to liability for any funds disbursed following notification).
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the court would have been inclined to find a constructive or statutory
trust. In the case, however, the fact that the subcontractor sent its
stop notice following the debtor's petition precluded it from relying
on the benefits potentially available by the statute. The court held
that notice sent following the petition was in violation of the auto12
matic stay of section 362 of the Code.
The Arkansas subcontractors also asserted that the joint check
arrangement requested by the debtor-contractor gave rise to a constructive trust. In response to this contention, the court described
the concepts of resulting trust and constructive trust potentially
available under the Code. For a trust to be shown, there must be a
"person with legal title to the property [who] owes equitable duties
to deal with the property for the benefit of another person. ' 1

53

A

resulting trust would be found if the person acquired the property
"under circumstances where the transferor intended that another
have the beneficial interest" in the property.'5 4 And a constructive
trust arose if the person acquired the property wrongfully or "would
be unjustly enriched if he were permitted to retain it."'15 The court
found that the debtor-contractor had unilaterally requested the joint
check arrangement and had not taken on any binding affirmative
duties that would suggest imposition of a resulting trust. 156 Nor did
the court indicate that the arrangement was arrived at wrongfully or
that the debtor-contractor would be unjustly enriched. Based on these
findings, the court held that the Arkansas subcontractor had not met
5 7
his burden of establishing a trust.
On first reading, the Georgia Pacific decision appears to reject
the conclusions of Selby and D & B Electric. Even if the owner,
subcontractor or supplier meets the burden of establishing a trust, it
would appear that the Georgia Pacific court would still require the
trust property to be turned over to the trustee or the debtor-inpossession.' However, the court did not describe what would happen
to the property after it was turned over.15 9 The inference to be drawn

152.
153.
154.
155.
156.
157.
158.
159.

712 F.2d at 971.
Id. at 967 n.4.
Id.
Id.
Id. at 971.
Id. at 972.
Id. at 966-68.
The court did suggest that once a constructive trust is established: "the bankruptcy
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from the great lengths the court went to show that no trust existed
is that if a trust were shown, its property would somehow be treated
differently than other property of the estate. In a footnote the court
referred to legislative reports indicating that under the provision of
the new Code, a bankruptcy court would respect law outside the
Code in instances where the debtor "ostensibly" has a property
interest but the property is in fact held in trust for another.' 60 This
situation would appear to be covered by section 541(d) of the Code,
which provides that in circumstances where the debtor holds legal
title, only that interest is included in the property of the estate. 161
The court did not expand on how this respect for law outside the
Code would impact the control or disposition of property in this
classification.162 The recent Texas bankruptcy court decision of Liber
Enterprises, Inc. v. Morris (In re Morris)63 appears to shed some
light on the question. The bankruptcy court held that a judgment of
a state court placing assets of the estate in a constructive trust would
be respected and the interests of the debtor's creditors were "not a

court would be required to recognize [the] equitable interests and, perhaps, the debtor in
possession's sole permissible administrative act with regard thereto would be to pay over or
endorse the sums due to the beneficial owners of the property." Id. at 968. The decisions in
this area have not been consistent in holding that the trust property would or would not
become property of the estate. Nevertheless, the cases have indicated that the property must
either be turned over or available for turnover to the debtor-in-possession or trustee in
bankruptcy. Some courts have simply said that the property subject to the trust does not
become part of the estate. See State of Wisconsin v. Reese (In re Kennedy & Cohen, Inc.),
612 F.2d 963, 966 (5th Cir.), cert. denied, 449 U.S. 883 (1980). The more appropriate view
recognizes that the estate does include the legal title to the trust property, albeit bare legal
title. Butts v. Butts (In re Butts), 46 Bankr. 292, 295 (Bankr. D. N.D. 1985). This certainly
comports with sections 541 (a) and (d). It is then the role of "the Bankruptcy Court, not a
stakeholder with possession of the assets in which the debtor has an interest, whether legal or
equitable or both, to determine the right to possession." Security Sav. & Loan Ass'n v. Kay
Homes, Inc. (In re Kay Homes), 57 Bankr. 967, 969 (Bankr. S.D. Tex. 1986). Once it is
determined that the debtor does in fact hold only legal title and the beneficiaries of the trust
are established, the court then orders the debtor to convey the property to those holding
equitable interests. See Lambert v. Flight Transp. Corp. (In re Flight Transp. Corp. Sec.
Litigation), 730 F.2d 1128, 1136 (8th Cir. 1984), cert. denied, 105 S. Ct. 1169 (1985); MidAtlantic Supply, Inc. v. Three Rivers Aluminum Co. (In re Mid-Atlantic Supply Co.), 790
F.2d 1121, 1126 (4th Cir. 1986); Vineyard v. McKenzie (In re Quality Holstein Leasing), 752
F.2d 1009, 1012 (5th Cir. 1985).
160. 712 F.2d at 967 n.4.
161. 11 U.S.C. § 541(d) (1986).
162. 712 F.2d at 966-67. See E. Biery, Constructive Trusts Under the Bankruptcy Code,
STATE BAR OF TEXAS ADVANCED BANKRUPTCY COURSE part M (May 1986) (discussing, among
other things, the purview of § 541(d)).
163. 55 Bankr. 615 (Bankr. N.D. Tex. 1985).
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factor, as the property upon which the trust is imposed cannot be
considered property of the estate."' ' 4 The court went on to declare
that beneficiaries of this state-imposed constructive trust would be
given priority in payments from the assets of the trust ahead of
1 65
secured creditors, admininstrative expenses, and general creditors.
Finally, the court suggested there would be no difference in treatment
had the bankruptcy court been the one to impose the trust.'6
If taken together, the Georgia Pacific and Morris decisions may
provide some protection for an owner who is able to establish that
unpaid contract funds were held in trust for the debtor-contractor's
subcontractors and suppliers. This protection is in the same nature
as that granted by the Selby and D & B Electric courts. The Georgia
Pacific court did not specify what exactly would occur if the subcontractors had properly complied with their respective states' mechanic's and materialman's lien statutes, or what effect an express
statutory trust would have had, or the ramifications if the subcontractors had proven the existence of a constructive trust. The logical
conclusion, however, is that if any of these conditions were present,
they would result in the expedient removal of the unpaid contract
funds from the debtor's estate.
This conclusion is supported by the recent case of United Parcel
Service, Inc. v. Weben Industries, Inc. 167 In this decision the project
owner chose to interplead unpaid funds that it held on various
contracts with the debtor-contractor. 68 The dispute over the funds
involved a bank's claim that the funds comprised the debtor-contractor's accounts receivable and a subcontractor's claim that the
funds were held in trust for its benefit. The court held for the
subcontractor finding that Georgia state law created a "construction
trust fund" for the benefit of lien claimants.169 This trust fund
allowed the subcontractor to recover the unpaid amount on its
70
subcontract from the interpleaded fund.

164. Id. at 617.
165. Id.
166. Id.
167. 794 F.2d 1005 (5th Cir. 1986).
168. Id. at 1007.
169. Id. at 1009. The court relied on its previous holding in Cutler-Hammer, Inc. v.
Wayne, 101 F.2d 823 (5th Cir.), cert. denied, 307 U.S. 635 (1939), that "when 'the owner
deposits in the bankruptcy court the unexpended balance of the [construction] contract price,
he deposits it to the extent necessary to discharge the liens, not as money of the estate, but
as money of the lien claimants.' " 794 F.2d at 1009.
170. 794 F.2d at 1011.
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This decision suggests that proving the existence of a trust, as
implicated in the Georgia Pacific decision, can result in freeing just
enough funds to satisfy existing lien claimants. Arguments pointing
to the Texas trust fund provisions for construction payments and
compliance with the mechanic's and materialman's lien statutes would
7
certainly appear to be ripe.1 '
There are several pre-Code decisions addressing the treatment of
unpaid contract funds that support their removal from the property
of the estate. Beginning with the decision of Perry v. Wood, 172 the
Fifth Circuit recognized that the holder of a properly perfected
mechanic's and materialman's lien was to be given preference over
creditors of a bankrupt contractor. 73 In that case the effect of
establishing a proper mechanic's and materialman's lien transferred
the owner's obligation to the contractor to the mechanic's and
materialman's lienholder in an amount equivalent to the lien. The
court held that the lien was not lost because of the contractor's
bankruptcy. 7 4 To the contrary, the trustee in bankruptcy only had
"title" to the funds remaining ifter the owner had satisfied the
existing liens.7" '
This approach was applied again in the Fifth Circuit in Green
v. H.E. Butt Foundation, 76 where the court declared that an owner
"was relieved of its indebtedness to the contractor as soon as the
...lien was filed and perfected.' ' 77 Funds held by the owner that
were necessary to extinguish the liens were "not a debt due the
bankrupt" and would not "fall into the hands of the trustee under
the fiction of constructive possession."'' 7 Finding no excess in the
fund over the amount of the liens, the court determined that there
was no "equity in the fund for the benefit of the general creditors
' 79
of the bankrupt.'

171. Cf. In re Fresh Approach, Inc., 51 Bankr. 418, 419-21 (Bankr. N.D. Tex. 1985)
(creditor of a grocery market was successful in establishing a trust under the Perishable
Agricultural Commodities Act, 7 U.S.C. § 499e(c) (Supp. II 1984), and the court held that
"the corpus of [the] trust is not property of the estate.
172. 63 F.2d 257 (5th Cir. 1933).
173. Id.
174. Id.
175. Id.
176. 217 F.2d 553 (5th Cir. 1954).
177. Id. at 554.
178. Id.
179. Id. The court stated:
If there is an undisputed excess in [the owner's] hands over the aggregate sum
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Texas mechanic's and materialman's lien law was the controlling
state law in both Green and Perry. Similar determinations have been
reached construing the laws of other states and the federal bankruptcy
provisions. 80 For example, in the Eighth Circuit decision of Fiberglass
Specialty Co. v. Bor-Son Construction, Inc.,' the court dealt with
funds retaified in Minnesota by a prime contractor in accordance
with a contract providing that it could withhold payments to the
extent of any notification of claims against itself and its subcontractor.182 After the subcontractor filed a petition under chapter 11 of
the Code, the prime contractor paid all the claimed mechanic's and
materialman's liens. The court cited Green and several other decisions
for the proposition that if an owner or contractor faced properly
perfected mechanic's and materialman's liens over the amounts held
for payment of its contract with the debtor, this left no property for
the estate of the debtor.' 83 The subcontractor-debtor in the case was
held to possess only a cause of action under the subcontract which

secured by valid liens, the trustee is entitled to a summary turnover order for the
amount of said excess; but if there is a bona fide dispute as to the existence of such
excess, the trustee must file a plenary action to recover possession of the same.
Id. at 555.
180. The court in Barton-Malow Co. v. Dempster (In re Wiltse Bros.), 357 F.2d 190 (6th
Cir. 1966) believed that the property of the estate issue turned on the proper perfection of
Michigan mechanic's and materialman's liens. The court declared:
Where labor and material men of the bankrupt failed to file or perfect their lien
rights, and where the prime contractor . . . has compromised and agreed to the
amount unpaid to the bankrupt, the Bankruptcy Court has jurisdiction to determine
the validity and amount of the liens, and to order . . . [the prime contractor] to
turnover the sum . . . owing to the bankrupt.
Id. at 194. Had the liens been timely filed, the court indicated that Green would control. Id.
In re H.G. Prizant & Co., 257 F. Supp. 145 (E.D. I11. 1965) indicates a somewhat different
view. The court held that funds paid to a prime contractor for the purpose of paying a
subcontractor did not become part of the prime contractor's estate. Id. at 147. The court
viewed the prime contractor as merely a conduit for the funds, even though the subcontractor
was unable to perfect a lien. Id. at 146-47. The court in American States Ins. v. Glover
Constr. Co. (In re Glover Constr. Co.), 30 Bankr. 873 (Bankr. W.D. Ky. 1983) distinguished
progress payments and retainage. Retainage was held to be for the purpose of paying off
unpaid subcontractors at the project's completion. Id. at 876. The court suggested that these
funds would not be included in the debtor's estate. Id. at 882. Progress payments, on the
other hand, were funds in which the debtor had an interest and which were used in controlling
the performance of the project. Id. at 879. These funds, therefore, were definitely part of the
estate. Id. at 882. Similar conclusions regarding retainage can be found in In re H.L. Gentry
Constr. Co., 200 F. Supp. 546, 553 (E.D. Mich. 1961).
181. 678 F.2d 78 (8th Cir.), cert. denied, 459 U.S. 990 (1982).
182. Id. at 79.
183. Id. at 81.
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must be enforced in a court of general jurisdiction. 8 4 Therefore, the
bankruptcy court lacked jurisdiction to adjudicate the parties rights
85
to funds retained under the contract.
Similarly, in Knoepfle v. Kenko, Inc. (In re Barrett),'86 the court
concluded that funds once in the hands of an owner and subsequently
paid to various sub-subcontractors were not the property of the estate
of a debtor-subcontractor.1 87 Since the debtor was not in privity of
contract with the owner and had not properly perfected mechanic's
and materialman's liens for his work, the debtor had no interest in
the funds.188 Since'the owner held "no property of the debtor," the
debtor had nothing more than a cause of action against the prime
contractor. 189

These decisions reveal a number of important considerations for
the owner holding unpaid contract funds. Assume that the bankrupt
is the owner's prime contractor. The broad scope of section 541
dictates that all unpaid contract amounts are to be included in the
prime contractor's bankruptcy estate. The debtor's trustee in bankruptcy is granted the power to have all funds turned over to the
estate through section 542. Even if the debtor is ultimately shown to
have no "property interest" in the funds justifying their disbursement
by the trustee in bankruptcy under the supervision of the bankruptcy
court, the cases construing the Code would suggest they are still
property of the estate as of the commencement of the case.' 9° Only
after the funds are turned over or some party challenges the turnover
will the question of the debtor's true "property interest" arise. To
have the funds removed from the estate, the owner or another party
challenging turnover will bear the burden to show that the debtor
holds bare legal title due to the existence of a statutory trust, implied

184. Id.
185. Id.
186. 39 Bankr. 792 (Bankr. D. Minn. 1984).
187. Id. at 795.
188. Id. at 794.
189. Id. at 794-95. The court also held that the owner was not a custodian of the unpaid
contract funds as contemplated by 11 U.S.C. § 543(c) (1986). Id.
190. See supra note 159. The decisions following Georgia Pacific seem to indicate that a
project owner's liability to a debtor-contractor under their construction contract is itself
sufficient to include the funds held by the project owner in the property of the estate. See In
re J.F. Naylor & Co., Inc., 67 Bankr. 184, 191 (Bankr. M.D. La. 1986) (holding that
construction contract funds became part of the debtor-contractor's estate and suggesting that
it is proper for the court to order the funds to be deposited into the court's registry).
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trust, or constructive trust.' 91 The cases demonstrate that this burden
will be a difficult one to meet. The preferred course of action for
the owner might be to concede that the funds are part of the estate
and available for turnover, and then utilize other provisions of the
Code which will likely yield the same result as interpleading the
funds into state court.
These observations find support in the case of Harry Brainum,
Jr., Inc. v. Shore Air Conditioning & Refrigeration, Inc. (In re Shore
Air Conditioning& Refrigeration, Inc.).192 The facts surrounding this
decision are very similar to those in Barrett. The debtor was a
subcontractor on a project. 193 A materialman provided the subcontractor with over $5,000 worth of materials. After the subcontractor
filed a petition under chapter 11 of the Code and became a debtorin-possession, the materialman sent a statutory stop notice to the
owner of the project. A copy was also sent to the prime contractor.
The prime contractor held $25,000, representing the unpaid amounts
on its contract with the subcontractor. The materialman asserted that
the debtor's petition had no effect on the perfection of its mechanic's
and materialman's lien because the unpaid funds were not property
of the debtor's estate.
The court resolved the property of the estate issue in favor of
the debtor-in-possession.' 94 This was based on the court's conclusion
that the debtor had an equitable interest in the unpaid amounts. This
equitable interest was found by virtue of New Jersey's lien statutes. 95
Examination of a New Jersey Supreme Court opinion revealed that
a subcontractor or materialman possesses an inchoate lien under the
statutes arising the moment labor is performed or materials are
furnished. 196 The New Jersey decision described this inchoate lien as
a property right even though its holder's "status is that of a general
creditor until those things are done which give him the security of
the statutory lien."' 97 Seizing upon this language, the Shore court
declared: "All subcontractors and materialmen, including the debtorin-possession, have an inchoate property right which can be termed
an 'equitable interest' in an owner's funds due under a construction

191.
192.
193.
194.
195.
196.
197.

Georgia Pacific, 712 F.2d at 969.
18 Bankr. 643 (Bankr. D.N.J. 1982).
Id. at 644.
Id. at 647.
Id. at 646.
Friedman v. Stien, 4 N.J. 34, 71 A.2d 346 (1950).
Id. at 41, 71 A.2d at 349.
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contract." 198 This equitable interest was all that was needed to bring
the funds into the debtor's estate. The fact that the debtor did not
have a legal interest in the fund through privity of contract with the
owner or through the proper filing and perfection of a mechanic's
and materialman's lien was not determinative of the property of the
estate issue.199
The reasoning of Shore is persuasive in light of Texas mechanic's
and materialman's lien law. The genesis of Texas lien law, article
16, section 37 of the Texas Constitution, declares that all mechanics,
artisans, and materialmen have available a lien for all work performed
or materials furnished. 2 00 This arguably grants to any contractor or
subcontractor a property right in the nature of an inchoate lien for
unpaid amounts. Indeed, if the contractor is in privity with the
owner, a constitutional lien will arise the moment labor is done or
materials are furnished. 20 1 The lien requires no statutory perfection.
Recognizing that the Texas constitution does create an inchoate lien,
the conclusion that this inchoate lien is an equitable property interest
is not difficult. Therefore, all unpaid contract amounts would certainly become part of the property of a debtor-contractor's estate
and possibly part of a debtor-subcontractor's estate. Even if the
debtor were not in contractual privity with the owner and could not
claim a constitutional lien, the debtor would have an inchoate lien.
On its face, article 16, section 37 creates a lien for the value of all
work performed or materials furnished no matter what relationship
the one performing the work or furnishing the materials has with
the owner. For those who are not in contractual privity with the
owner, an inchoate lien arises until properly perfected pursuant to
the lien statutes. Approval of this interpretation of the constitution
would mean that all unpaid contract amounts would become property
of the debtor's estate and would require the owner to utilize other
provisions of the Code to resolve the conflicting claims. This will be
the subject of the remainder of this article.
B.

Bankruptcy Code Provisions Relating to Conficting Claims for
Unpaid Contract Funds
Assuming unpaid contract amounts are property of the estate of
a debtor-contractor or debtor-subcontractor, the owner must look to

198.
199.
200.
201.

18 Bankr. at 646.
Id. at 647-48.
TEX. CONST. art. 16, § 37; see supra text accompanying note 4.
See supra text accompanying notes 5-31.
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the provisions of the Code to resolve conflicting claims. At first
glance, the inclusion of unpaid amounts in the debtor's estate would
appear to create a frightening risk for the owner. On the one hand,
the owner faces mechanic's and materialman's liens enforceable by
their holders in state court, irrespective of the debtor's bankruptcy.
On the other hand, the owner owes a debt to the debtor's estate that
the debtor's trustee in bankruptcy will waste no time seeking to
collect. The probability of double liability is readily apparent. However, the Code may provide the owner with a remedy that will
accomplish the same result as the state court interpleader action.
Section 542 provides that an entity which owes a debt to the
debtor's estate must pay the debt to the trustee on request, unless
"such debt may be offset under section 553 . . . against a claim
against the debtor. ' 20 2 Section 553 permits "a creditor to offset a
mutual debt owing by such creditor to the debtor that arose before
the commencement of the case .. .against a claim of such creditor
against the debtor that arose before the commencement of the case"
in some limited situations. 20 a A number of courts have held that

202. 11 U.S.C. § 542(b) (1986).
203. Id. § 553(a). A party's entitlement to setoff is never a matter of right. Setoff "is
permissive, rather than mandatory, and is to be applied by the courts of bankruptcy in the
exercise of discretion consistent with the general principles of equity." Tucson House Constr.
Co. v. Fulford, 378 F.2d 734, 737 (9th Cir. 1967). The use of setoff has been confined to
narrow circumstances. See 4 COLLIER oN BANKR.

553.02 (1986). The reader should be aware

of two other potential remedies that are often confused with setoff. First, counterclaim is a
claim used "with a view to obtaining affirmative relief thereon." Id. 1 553.03. The owner
could assert by way of counterclaim the contractor's failure to pay the lienholders as a breach
of the contract. Second, the doctrine of recoupment has been asserted in circumstances where
setoff was held to be unavailable. Its source is from an equitable rule of joinder. In re B &
L Oil Co., 782 F.2d 155, 157 (10th Cir. 1986). Recoupment "allow[s] adjudication in one suit
of two claims that otherwise had to be brought separately under common-law forms of action."
Id. There is authority for the use of the doctrine in bankruptcy, notwithstanding the setoff
under section 553, to allow "a defendant to reduce the amount of a plaintiff's claim by
asserting a claim against the plaintiff which arose out of the same transaction to arrive at a
just and proper liability on the plaintiff's claim." Rakozy v. Reiman Constr. (In re Clowards,
Inc.), 42 Bankr. 627, 628 (Bankr. D. Idaho 1984). Setoff has been distinguished on the basis
that it "involves a claim of the defendant against a plaintiff which arises out of a transaction
which is different from that on which the plaintiff's claim is based." Id.
Arguments for use of the doctrine of recoupment have occurred most often in cases where
setoff is held to be unavailable. One requisite of setoff is mutuality of debt. See infra text
accompanying notes 218-220. In other words, a "[c]ourt must find that the claims of the
parties are owing to and due in the same rights and capacities." Dery v. General Motors
Corp. (In re Fordson Eng'g Corp.), 25 Bankr. 506, 511 (Bankr. E.D. Mich. 1982). This
mutuality is generally held to be absent in situations where the debts and claims on which the
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setoff may be available to an owner who holds unpaid contract
amounts or who has paid mechanic's and materialman's lienholders.
A review of some of these decisions will highlight the important
considerations that an owner should be aware of in utilizing section
553.
The case of Waldschmidt v. Columbia Gulf Transmission Co.
(In re Fulghum Construction Corp.)20 4 presents a detailed examination
of the elements that must be present for setoff to be permitted under
the Code. The case involved the execution of two contracts by a
contractor to perform work associated with the construction of two

setoff is based do not arise before the debtor's petition is filed. Id. This is because the prepetition debtor and the debtor-in-possession or trustee in bankruptcy are "separate and distinct
entities." Hill v. Farmers Home Admin. (In re Hill), 19 Bankr. 375, 380 (Bankr. N.D. Tex.
1982). Therefore, "post-petition monies may not be setoff against a pre-petition indebtedness."
Id.; see B & L Oil, 782 F.2d at 158; Fordson, 25 Bankr. at 511; T & B Gen. Contracting,
Inc. v. Ballenger Corp. (In re T & B Gen. Contracting), 12 Bankr. 234, 238 (Bankr. M.D.
Fla. 1981). In order to effectuate an equitable result in situations where setoff is disallowed
due to this rule, several courts have permitted the use of recoupment. For example, in B & L
& Oil, the court permitted a creditor to recoup overpayments made to the debtor prior to the
debtor's petition by allowing the creditor to withhold amounts owed for oil deliveries made
following the debtor's petition. 782 F.2d at 159. Also, in Clowards the use of recoupment
was permitted under circumstances where a subcontractor breached several masonry contracts
entered into following its chapter 11 petition. 42 Bankr. at 628. The debtor's case was converted
into a chapter 7 case, and the trustee in bankruptcy asserted that the contractor's claims were
to be treated as pre-petition claims under 11 U.S.C. §§ 1112 or 1307. Id. The court indicated
that "regardless of whether the plaintiff's [creditor's] claim is considered a pre-petition or postpetition claim," recoupment was available. Id. This was based on the court's conclusion that
recoupment was independent of 11 U.S.C. § 553 and would best result in the resolution of
the creditor's "just liability." Id. Noland v. Turner Constr. Co. (In re Alpco, Inc.), 62 Bankr.
184 (Bankr. S.D. Ohio 1986) approved of the use of recoupment to allow a project owner to
deduct from the proceeds owed on its contract with a debtor-in-possession amounts claimed
by a supplier of the debtor in possession. Id. at 189. The court found that the debtor-inpossession continued to perform on its contract with the project owner following the debtor's
chapter 11 petition. Id. at 188. As a result, the debtor-in-possession "adopted the contract"
and became bound by its provisions. Id. (citing United States v. Midwest Serv. & Supply (In
re Midwest Serv. & Supply), 44 Bankr. 262, 265 (Bankr. D. Utah 1983); In re Nitec Paper
Corp., 43 Bankr. 492, 498 (Bankr. D.N.Y. 1984)). The contract provided that if the owner
became liable on any lien resulting from the debtor's failure to pay the lienholder, the owner
could retain payments on the contract and discharge the lien. Id. at 188-89. The court further
indicated that the recoupment doctrine was independent of the restrictions to a section 553
setoff. Id. at 188.
It is unsettled whether section 553 will be available if both the debts and claims arise postpetition. Some decisions have suggested that setoff is permissible when the required mutuality
is present. See Fordson, 25 Bankr. at 511; Hill, 19 Bankr. at 380. Even if a court declines to
extend setoff to post-petition claims, the doctrine of recoupment could be asserted in order to
reach an equitable resolution to the conflicting claims. Clowards, 42 Bankr. at 628.
204. 23 Bankr. 147 (Bankr. M.D. Tenn. 1982).
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pipeline projects. 2° These contracts permitted the contractor to enter
various subcontracts, providing the contractor paid all the expenses
of any subcontract entered. In addition, the contracts allowed the
owner to retain a certain percentage of the payments under the
contracts pending the contractor's performance. After receiving notification of the contractor's failure to pay a number of subcontractors, the owner ceased to make further payments on the contracts.
The owner then sent letters to the subcontractors requesting that they
send copies of invoices and indicate the exact amounts which were
unpaid. 206 The owner also discovered that the subcontractors had
filed mechanic's and materialman's liens. 207
After discovering that the contractor had filed a petition in
bankruptcy, the owner made payments from the retained funds to
the subcontractors. The trustee in bankruptcy of the debtor-contractor sought to recover all unpaid amounts remaining on the two
contracts. 208 The owner requested that the amounts paid to the
subcontractors be offset under section 553 against the debt owed the
estate. The court began its analysis of this request by expressing the
elements necessary for the owner to be granted a setoff: (1) a debt
owed by the creditor to the debtor which arose prior the commencement of the bankruptcy case; (2) a claim of the creditor against the
debtor which arose prior to the commencement of the bankruptcy
case; and (3) the debt and claim must be mutual obligations. 209 The
court indicated that the burden of proof of each element was on the
210
party requesting the setoff.
The court defined the debt required by the first element as a
"liability on a claim. ' 21 Setoff would be permissible if "the debt is
absolutely owing at the time of the petition even though not due or
liquidated. ' 212 Finding that there was no dispute concerning the
debtor's completion or work on the two projects and that there was
no argument concerning the amounts owed on the contracts, the

205.
206.
207.
208.
209.
210.
211.
212.

Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.

at 149.
at 150.
at 151.

(citing Lawrence v. Commissioner, 19 Bankr. 627, 629 (Bankr. E.D. Ark. 1981)).
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court held that the owner had met his burden concerning the first
21 3
element.
Turning to the second element, the court looked to the definition
of a claim under the Code. "Claim" was defined as the "right to
an equitable remedy for breach of performance if such breach gives
rise to a right to payment, whether or not such right to an equitable
remedy is reduced to judgment, fixed, contingent, matured, unma2 14
tured, disputed, undisputed, unsatisfied, secured, or unsecured.1
The court held that the owner had such a claim against the debtor
at the time of the petition. 2 5 The court found this through examination of the two contracts. Each provided, among other things, that
if liens were placed on the owner's property due to the contractor's
failure to make payments, the owner could pay the claimant and
have the lien removed and hold the contractor liable for all expenses
incurred by the owner.2 16 The court further noted that nothing in
sections 553 or 542 required the owner to file a proof of claim in
217
order for setoff to occur.
The court also determined that the third requirement of mutuality
was met. Mutuality required that the obligations be between the same
' ' 211
parties and "owing to and due in the same rights and capacities.
The court determined that the debt and the claim were between the
owner and the debtor-contractor: the owner owed the unpaid amounts
to the contractor and the contractor was liable to the owners for the
liens perfected by the subcontractors. 219 Further, both the debt and
220
the claim arose before the debtor filed its petition.
Having shown each of the elements for setoff under section 553,
the court held that the owner had "carried its burden of proving its
entitlement to setoff. ' ' 221 Since the amount of setoff exceded the debt
owed the debtor-contractor, the trustee in bankruptcy was not entitled
to recover any funds under section 542.222

213. Id.
214. Id. (quoting 11 U.S.C.A. § 101(4)(b) (West 1979)).
215. 23 Bankr. at 152.
216. Id.
217. Id. at 152-53.
218. Id. at 152 (citing Virginia Block Co. v. Virginia Mut. Ins. Agency, Inc. (In re Virginia
Block Co.) 16 Bankr. 771, 774-75 (Bankr. W.D. Va. 1982)).
219. Id.
220. Id.
221. Id. at 154.
222. Id.
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A crucial aspect of a court's willingness to grant setoff centers
on the creditors claim, the second setoff element in Fulghum. To
understand the significance of the judicial decisions addressing this
issue, some preliminary remarks are warranted. The owner's claim
could be predicated on a number of different claims of subcontractors
and suppliers. A pre-petition subcontractor's or supplier's mechanic's
and materialman's lien, properly filed and perfected such as those
present in Fulghum, creates the greatest liability for the owner and
is also the most persuasive predicate claim in requesting setoff.
Conversely, an unpaid supplier who merely informs the owner of
being unpaid by the debtor-contractor long after the commencement
of the case and the statutory time for perfection of mechanic's and
materialman's liens will probably not result in any owner liability or
be a permissible basis for setoff.22 3 Several decisions have attempted
to establish what predicate claims will meet the second element and
facilitate setoff for the owner.
Bel Marin Driwall, Inc. v. Grover224 provides a well-reasoned
example of a court's resolution of this issue. In that case a supplier
had filed and properly perfected a mechanic's and materialman's lien
against the owner of a project for paint it had furnished a subcontractor.225 The subcontractor filed a petition in bankruptcy. Thereafter, the prime contractor paid the supplier and sought setoff against
the unpaid amounts owed the subcontractor. The court held that the
prime contractor "had a mandatory obligation to pay materialmen
and suppliers. 2 26 This conclusion was based on the court's recognition of a state statutory duty for a contractor "to protect the
owner of the job from the claim" and this "obligation was independent of the duty of the bankrupt (the subcontractor) to pay for
materials furnished him.' '227 The court further described the contractor's duty as a "direct legal obligation," which made it an acceptable
2
predicate claim upon which to base the owner's right to setoff. 1

223. The subcontractor or supplier may have a cause of action against the owner in
quantum meruit. Scherer Hardware & Supply, Inc. v. Charles H. Eichelhraut & Son, Inc. (In
re Scherer Hardware & Supply, Inc.), 9 Bankr. 125, 132 (Bankr. N.D. 11.1981). However,
this will normally not be any "real threat." Id. at 133. If the owner has paid anyone for the
work, this would be a defense to the quantum meruit claim. Id.
224. 470 F.2d 932 (9th Cir. 1972).
225. Id. at 933-34.
226. Id. at 935.
227. Id.
228. Id. at 936.
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The result reached in Bel Marin can be contrasted with the
court's conclusions in Scherer Hardware & Supply, Inc. v. Charles
229
H. Eichelkraut & Son, Inc. (In re Scherer Hardware & Supply).
The Scherer court considered a prime contractor's requested setoff
against the amounts owed his debtor-subcontractor. 230 The claim on
which the prime contractor predicated his request for setoff related
to amounts paid to one of the subcontractor's suppliers. Unlike the
supplier in Bel Marin, this supplier had not properly perfected
mechanic's and materialman's liens against the owner or prime
contractor. 23 ' The court found this fact determinative. It stated, "the
setoff should not be allowed if the payment had been made voluntarily and without compulsion. ' 23 2 Expressing its approval of the
"direct or independant legal obligation" language of Bel Marin, the
court analogized the test to the subrogation of a private entity to
the tax priority that was provided by the Bankruptcy Act in situations
where the entity paid the bankrupt's taxes "under a legal obligation
to make payment or under some other form of duress which would
expose it to legal liability in the absence of payment of the tax by
somebody. ' 23 3 The court described this as the "Doctrine of Priority
through Payment under Compulsion. ' 23 4 The "core issues" under
this doctrine as it relates to the setoff of claims based on mechanic's
and materialman's liens are "whether a mechanics lien had been or
could be perfected and whether at the time of payment the payer
had an obligation to remove an existing mechanics lien or to prevent
the creation of one. ' 235 The court indicated that there were two
potential sources for a "direct legal obligation" in this situation:
"from the threat of a mechanics lien encumberance of the real estate
or from a direct legal obligation of the general contractor, whether
'236
contractual or statutory, to pay all claims of labor and materials.
The court opined that if the requirements of the doctrine were met,the
motive of the owner paying the claim would be irrelevant as would

229.
230.
231.
232.
233.
234.
235.
236.

9 Bankr. 125 (Bankr. N.D. I11.
1981).
Id. at 127.
Id. at 127-28.
Id. at 129.
Id.
Id.
Id.
Id.
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any preference the lienholder might achieve through receipt of full
payment.
Considering the facts of the case before it, the court found no
23 7
such "direct legal obligation" on the part of the prime contractor.
This was because the supplier had failed to properly perfect a

mechanic's and materialman's lien and was not in privity of contract
with the prime contractor. As a result,the prime contractor could
not use the supplier's claim as a predicate claim for setoff, and his
only recovery would be as a general unsecured creditor of the debtor's
estate.138
Several other decisions have focused on predicate claims to setoff
where the owner paid the claimant directly and the claimant was not
a lienholder. One case held that a joint check arrangement whereby
the owner paid both the contractor and the subcontractor created no
legal obligation for the owner in the absence of some agreement
obligating the owner to the subcontractor. 23 9 However, another case
found a legal obligation where the subcontractor agreed to forego
his lien rights in consideration for receiving direct payments from
24
the prime contractor. 0
The owner seeking to utilize setoff under the Code must be
aware of the limitations to the relief that are included within section
553.241 One limitation will disallow setoff if the debtor of the estate

237. Id. at 131-32.
238. Id. at 133.
239. San Mateo Feed & Fuel Co. v. Hayward, 149 F.2d 875, 876 (9th Cir. 1945).
240. Mullins v. Noland Co., 406 F. Supp. 206, 211-12 (N.D. Ga. 1975).
241. As alluded to in the text, the Code removed much of the subjective determination
associated with the limitations to setoff. What has emerged in section 553 are four different
limitations. First, a claim disallowed under section 502(b)(3) cannot be used to offset a debt
owed the estate. Section 502(b)(3) disallows claims for taxes against the property of the estate
that exceed the value of that property to the estate. Second, section 553(a)(2) prohibits the
use of claims for setoff that are transferred to the creditor "after commencement of the case"
or during the 90 days before the filing of the petition or "while the debtor was insolvent." 4
COLIER ON BANKR.
553.08[2] (1986). This limitation has the greatest possible impact on the
owner's asserted setoff and is analyzed in the text. Third, section 553(a)(3) precludes the use
of debt owed by the creditor in three situations: (1) if the debt was incurred by the debtor
within the 90 days before filing of the petition; (2) if the debt was incurred anytime during
which the debtor was insolvent; and (3) if the debt was incurred "for the purpose of obtaining
a right of setoff against the debtor." This final preclusion represents a codification of prior
case law under the Bankruptcy Act negating "buildups" or the intentional acquisition of a
debt to obtain a setoff. Id. The chances of this limitation being a significant area of challenge
to an owner's setoff claim seem remote. In most cases the contract between the owner and
the contractor will have been entered into long before the petition is filed and while the
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acquires the claim to be offset "after the commencement of the

contractor is solvent. In addition, it seems unlikely that an owner would contract with the
contractor in order to obtain a setoff claim. This provision would seem to be directed to the
debtor/creditor relationship between a bank and its depositor. See id. 553.15[3]. In any case,
this limitation to setoff would seem inappropriate considering the beneficial use of setoff to
resolve conflicting claims to contract funds. See infra accompanying notes 246-70. The final
limitation, located in section 553(b)(1), seeks to limit setoff where the creditor improves its
position by the offset anytime during the 90 days preceding the petition. The improvement is
measured in terms of "insufficiency" or the "amount . . . which a claim against the debtor
exceeds a mutual debt owing to the debtor by the holder of such claim." II U.S.C. § 553(b)(2).
Again, this provision appears to be directed to a bank's asserted setoff against its debtordepositor. See 4 COLLIER ON BANKR.
553.0813], 553.15[2] (1986). In the owner/debtorcontractor situation, the use of a pre-petition setoff by the owner could arguably invoke this
limitation. To understand the application of section 553(b), an example from Collier on Bankruptcy
in the banking context is illustrative. Suppose on the ninetieth day prior to the debtor's
bankruptcy, the debtor owes the bank $15,000 on an installment loan. The debtor at the same
time has on deposit with the bank $9,000. This deposit is a debt the bank owes the debtor.
If the bank exercises setoff at this time, the bank will recover all but $6,000 that is owed.
However, if 30 days before the petition the debtor has $11,000 on deposit and the bank
exercises setoff at this time, the bank will recover all but $4,000 it is owed. As a result, by
waiting 60 days the bank improved its position by $2,000. In other words, there was a $6,000
insufficiency 90 days before bankruptcy and a $4,000 insufficiency 30 days before bankruptcy.
Section 553(b) allows the trustee to recover the difference of $2,000. A similar situation is
conceivable With the owner and contractor. The amount unpaid on the contractor's contract
is a debt owed by the owner, much like the debtor's deposit in the example. The amounts the
contractor has failed to pay its subcontractors and suppliers become legal obligations of the
owner at the time mechanic's and materialman's liens are perfected. By its contract, the
contractor is liable to the owner for these amounts. The mechanic's and materialman's liens
claims are therefore analogous to the amounts owed by the debtor on its installment loan in
the example above. To illustrate, assume that on the ninetieth day before the contractor's
petition there are mechanic's and materialman's liens on the owner's property totaling $15,000.
At this time the owner owes the contractor $9,000 on parties' contract. If the owner chose to
pay off the mechanic's and materialman's liens at this time, or they were foreclosed by their
holder's, the owner would maintain that $9,000 of this amount was the unpaid contract
balance. If instead the owner waited until 30 days before the petition to pay off the lien
claimants, still totaling $15,000, and the unpaid contract amount had increased to $11,000,
the owner has arguably improved its position as contemplated by section 553(b). By paying
off the lienholders, the owner will insist that it applied the unpaid contract amounts to
extinguish the liens. By waiting 60 days the owner has improved its position by $2,000. Id.
553.08[3].
There are a number of reasons why the possibilities of such a situation are unlikely. First,
rarely will the owner choose or be forced to pay the mechanic's and materialman's lien claims
while the project continues to progress. Usually the owner will stop all payments and assert
the contractor's breach. Or the contractor's bankruptcy will intervene. Second, the mechanic's
and materialmen's lien claims will normally increase rather than remain constant. Thus, the
possibility of the owner improving its position seems remote. Finally, the unpaid contract
amounts will normally exceed or at least be equal to the claims of lienholders if the owner
does withhold funds upon receipt of stop notices. While the owner could improve its position
during the 90 days by using the funds withheld to pay off liens at a point in time when their
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case" or "after 90 days before the date of the filing of the petition"
and "while the debtor was insolvent. ' 242 Here, as in other sections
of the Code, "the debtor is presumed to have been insolvent on and
during the 90 days immediately preceding the date of the filing of
the petition.

' 243

This restriction is somewhat different from its pred-

ecessor under the Bankruptcy Act. The previous provision would
prohibit setoff only if the claim was transferred or purchased "with
a view" to using that claim for setoff. 244 Section 553 contains no
such "state of mind requirement." 2 45
This limitation would arguably impede an owner's ability to
offset the claims of subcontractors and suppliers against the debt
owed the debtor-contractor's estate. However, cases construing both
the provisions of the Bankruptcy Act and the Code suggest that
where the three elements of setoff are demonstrated by the owner,
the limitation will not bar setoff.
In Bel Marin the court responded to the contention of the
subcontractor's trustee in bankruptcy that allowance of setoff would
be preferential treatment of the supplier, who would otherwise be a
general creditor of the bankrupt. 24 In support of its position, the
trustee relied on the Bankruptcy Act provision mentioned above,

aggregate amount exceeded an earlier period, the owner will probably be unwilling to pay
these claims unless its ultimate liability with the contractor is settled as well. In addition,
section 553(b) will be inapplicable once the contractor files its petition. Section 553(b) "permits
avoidance and recovery only if the setoff is exercised on or before the filing of the petition."
Exxon Corp. v. Compton Corp. (In re Compton Corp.), 22 Bankr. 276, 278 (Bankr. N.D.
Tex. 1982). The limitation addresses only those situations where the creditor has used setoff
as a "self-help" remedy prior to the debtor's petition. Id. The right to setoff is not lost after
the petition is filed; rather, the creditor can seek relief for stay to exercise the remedy. Id.;
see infra text accompanying notes 272-84. Finally, there are two general arguments for not
applying section 553(b) to the owner/debtor-contractor situation. First, even if the owner
makes pre-petition payments to mechanic's and materialman's lien claimants, it does not seem
that its position has been improved. Since the aggregate of all mechanic's and materialman's
lien claims relate back to the moment of commencement or work, the furnishing of materials,
or the recording of an agreement, the owner's liability is established at that time. TEx. PROP.
CODE ANN. § 53.124 (Vernon 1984). Second, section 553(b) appears to have been enacted to
confront setoff exercised by a bank. See 4 COLLIER ON BAKRt. 553.15[2] (1986). The equities
of allowing the owner's setoff would seem to outweigh the literal application of this bankruptcy
provision. See infra text accompanying notes 246-70.
242. 11 U.S.C. § 553(a)(2) (1986).
243. Id. § 553(c).
244. See 4 COLLIER ON BANKuR. 553.01(4] (1986).
245. Id.
246. 470 F.2d at 936.
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asserting that the prime contractor had purchased the claim "with a
view" to using it for setoff purposes. 247 The court declared that the
prime contractor's statutory obligation to pay the supplier negated
this argument.248 The court reached this conclusion based on an
earlier decision where it had declared that any preference associated
with the setoff was held to be permissible if the setoff claim was
"acquired as a result of a direct legal obligation." 249 The court stated:
"The purpose of both payments was to protect the owner, and not
to acquire a setoff in bankruptcy so as to gain a full rather than
discounted payment of the claim. ' 250 To contrast this result, the
earlier decision relied on by the court is worth noting. In Tucson
House Construction Co. v. Fulford,25' the prime contractor and
owner asserted a right to setoff based on unpaid claims of materialmen and laborers of a debtor-subcontractor. 2 2 The prime contractor
"voluntarily" paid a number of the materialmen or laborers. 253 There
was no indication that the materialmen or laborers had perfected
mechanic's and materialman's liens, and the prime contractor was
protected by the debtor-subcontractor's surety on the project. The
court described the liability of the prime contractor as "remote" and
"contingent" and found that its purchase of the predicate claims
2 54
was done "with a view" toward setoff.
The rationale of Bel Marin and Tucson, permitting setoff in
situations where the owner or contractor had a "direct legal obligation," was recently approved in dictum in LaRose v. Crosby &
Son Towing, Inc. (In re Dick Henley, Inc.). 255 The decision implies
256
that the Bel Marin holding would remain valid under the Code.
A strict reading of the limitation contained in section 553 would
seemingly prohibit the owner's use of payments to mechanic's and

247. Id.
248. Id.
249. Id.; Tucson House Constr. Co. v. Fulford, 378 F.2d 734, 738 (9th Cir. 1967).
250. 470 F.2d at 936.
251. 378 F.2d 734 (9th Cir. 1967).
252. Id. at 736.
253. Id. at 737.
254. Id.
255. 38 Bankr. 210, 211 (Bankr. M.D. La. 1984) (debtor-contractor's payment to subcontractor was not an avoidable preference because the subcontractor's contemporaneous release
of its mechanic's and materialman's lien against the owner combined with the owner's release
of its claim against the debtor constituted "new value" to the debtor).
256. Id. at 214-15.
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materialman's lien holders for setoff purposes. Such claims are in a
sense transferred by their holder to the owner when paid. However,
the court in Dickenson v. Hacker Bros. (In re LaFollette Sheet Metal,
Inc.)257 held otherwise in permitting a general contractor to setoff
sub-subcontractor's and supplier's claims against retainage held under
its contract with the debtor-subcontractor. 218 Relying on the Fulghum
decision, the court declared that the general contractor's claim for
setoff was not the result of its "subrogation to the claims of unpaid
subcontractors and suppliers.

' 25 9

Instead the general contractor would

"assert an entitlement to recoupment or setoff in its own right by

virtue of the debtor's breach of contract.

' ' 26

0

This breach of contract

occurred as a result of the debtor-subcontractor's failure to pay his
contractors and suppliers and remove liens against the property of
the owner. This obligation was an express provision of the debtor's
contract. The court's reasoning removes much of the argument that
the limitation of section 553 addressing transferred claims is applicable in the context of an owner's or contractor's payment of
mechanic's and materialman's liens. The validity of the setoff claim
is not itself judged on the predicate claims, but rather is founded on
a direct claim against the debtor-a "right to payment" due to the
debtor's breach of contract. The predicate claims, on which the
owner or contractor bears "a direct legal obligation", establish the
amount of the overall setoff claim.
Support for this result is found in In re Flanagan Bros.261 In
that case a prime contractor agreed to construct a project for the
state of New Jersey. 262 The prime contractor subcontracted a portion
of the construction work to the debtor, who in turn received electrical
materials from a supplier. Following the debtor's petition under
chapter 7 of the Code, the prime contractor sought relief from the
automatic stay to offset the amount paid by the debtor to the
supplier. Responding to this request, the court noted that the limitation embodied in section 553 must be addressed because the setoff
claim would "ostensibly" be transferred to the general contractor

257.
258.
259.
260.
261.
262.

35 Bankr. 634 (Bankr. E.D. Tenn. 1983).
Id. at 635.
Id.at 639.
Id.
47 Bankr. 299 (Bankr. D. N.J. 1985).
Id. at 300.
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after the commencement of the case. 263 The court began its analysis
by recognizing that the statutory bar to setoff "serves to prohibit
trafficking in claims against the debtor to effect a setoff," the fear
being that a creditor of the debtor's estate "might sell his claim at
a discount to an entity that is liable to the debtor on a prepetition
transaction. ' ' 26

This could occur in situations where the creditor

would receive more by selling his claim than would be received
through participation in the distribution of the debtor's estate.
The court declared that this reason for barring setoff did not
apply to the contractor's setoff claim. 265 Here the prime contractor
was liable for the amount claimed by the supplier in two respects: a
portion of the amount remaining unpaid on its contract with the
debtor was for payment to the debtor's supplier, and its direct liability
to the supplier under the state's mechanic's and materialman's lien
law. 266 The court reasoned that if setoff was not permitted and no
distribution was made to the supplier from the distribution of the
debtor's estate, the prime contractor would have to pay the supplier's
claim twice. 267 The amount paid to the estate representing the unpaid
amount to the supplier would be a "windfall" for the estate because
the prime contractor's direct payment to the supplier would "extin26
guish the debt," removing the supplier's claim against the estate. 1
The court observed that this result- would be inequitable and "could
not have been intended by Congress. "269 Therefore, the court held
that a claim was not transferred within the meaning of section 553
"when the claim used as a setoff has been acquired as a result of a
direct legal obligation.'

270

It is submitted that the conclusions drawn in LaFollette and
Flanagan Bros. represent the proper treatment of an asserted setoff
by an owner against the estate of a d~btor-contractor predicated on
mechanic's and materialman's lien claims of subcontractors or suppliers. If the owner's claim is founded on a "direct legal obligation,"
such as properly filed and perfected mechanic's and materialman's

263.
264.
265.
266.
267.
268.
269.
270.

Id. at 302.
Id. at 303.
Id.
Id.
Id.
Id.
Id. (citing Bel Matin, 470 F.2d at 936).
Id.
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liens, the result is in line with the state court remedy of interpleader. 271
Since this "direct legal obligation" arises from the contractual obligation of the debtor-contractor, the fact that the owner bears the
liability for his contractor's breach and must pay the claims to
extinguish liens on his property does not invoke the bar to setoff of
transferred claims. Rather, the claim stands "in its own right" as
one directly against the debtor.
An important consideration for the owner is whether the disputed
funds being held by it can be safely released to the mechanic's and
materialman's lien claimants before and/or after the debtor files his
petition. This consideration really involves two questions: whether
the debtor's bankruptcy has any impact on the fact of paying the lienholders and what effect payment to the lienholders will have on an
owner's claim for setoff. To answer the first question, it does not
appear that the debtor's petition in bankruptcy will have any effect
on the owner's payment of lien claimants before commencement of
the case. The act of paying the claimants prior to the filing of a
petition is certainly not stayed by section 362, which operates only
after a petition is filed. 272 Release of funds following the petition is
quite another matter. While it is true that the automatic stay does
not affect mechanic's and materialman's lienholder's collection efforts against the owner, 273 the automatic stay should prohibit the
owner from releasing unpaid contract funds to those claimants. The
funds are property of the debtor's estate and must at least initially
be available for turnover to the trustee in bankruptcy. 274 Release of
funds to lien claimants can occur in connection with the resolution
of the second question. Section 553 expressly states that the act of
setoff is subject to the automatic stay of section 362.27 Section 362
declares that "the setoff of any debt owing to the debtor that arose
before the commencement of the case . . . against any claim against
276
the debtor" is stayed upon the filing of the petition in bankruptcy.

271. See generally In re Hull, 19 Bankr. 501 (Bankr. N.D. Ind. 1982) (pre-Code decision
treating owner/debtor-contractor situation as a state court interpleader action).
272. 11 U.S.C. § 362 (1986).
273. In re Energy Contractor's, Inc., 49 Bankr. 139, 142 (Bankr. M.D. La. 1985) (the
liens are on the owner's property and this is not property of the debtor's estate), rev'd on
other grounds, 791 F.2d 1222 (5th Cir. 1986).
274. See supra text accompanying notes 190-201.
275. 11 U.S.C. § 553(a) (1986).
276. Id. § 362(a)(7).
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After the petition, setoff is permissible only after the bankrupty court
grants relief from the stay.2 77 The "conscious and intentional action
in making setoff" following the petition without seeking relief from
278
the stay will justify the imposition of contempt sanctions.
Section 362 includes provisions for relief from the stay. 279 Upon
an owner's request "and after notice and hearing," the court can
grant relief "for cause." It has been held that in a chapter 7
proceeding, proof of the elements of setoff will be sufficient "cause"
280
for the owner to obtain relief from the stay.
The court in Fulghum expanded on the effect of the automatic
stay on an owner's asserted setoff.28 I The court indicated that "the
filing of the bankruptcy petition does not cut off a creditor's right
to setoff under section 553 but instead stays the creditor's exercise of that
right. ' 282 An attempted post-petition setoff in the absence of relief
from stay is "potentially subject to a contempt citation, but the right
of setoff is not lost. 2 3 The court concluded that violation of the
stay would not effect the owner's "proving its entitlement to setoff. "284

If the owner meets its burden on all the requirements of setoff
under the Code and requests relief from the stay, the question arises
as to whether the type of bankruptcy relief sought by the debtor
should impact the court's decision to grant setoff. The role of the
trustee in bankruptcy in a chapter 7 proceeding is to liquidate the
debtor's estate. 285 Here, setoff of a claim will have no bearing on
the post-petition activities of the debtor. However, if the debtor has
sought reorganization under chapter 11, setoff of a debt owed the
debtor's estate will reduce the funds the debtor-in-possession has
available to continue its reorganized business. The court in T & B
General Contracting, Inc. v. Ballanger Corp. (In re T & B General

277. See Nelson v. First Nat'l Bank & Trust Co. (In re Nelson), 6 Bankr. 248, 250 (Bankr.
D. Kan. 1980).
278. Hill v. Farmers Home Admin. (In re Hill), 19 Bankr. 375, 380 (Bankr. N.D. Tex.
1982).
279. 11 U.S.C. § 362(d) (1986).
280. Flanagan Bros., 47 Bankr. at 303.
281. 23 Bankr. at 153.
282. Id. (citing Terry v. Gordon's Jewelry Co. (In re Terry), 7 Bankr. 880, 882 (Bankr.
E.D. Va. 1980)).
283. Id.
284. Id. at 154.
285. 11 U.S.C. § 704(1) (1986).
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Contracting,Inc. )286 indicated that the effect of setoff on the chapter
11 debtor-in-possession would not be detrimental if that debtor-inpossession "is defunct for all practical purposes" and is "no longer
a viable functioning business entity. ' 2 7 In this situation, the court
suggested the chapter 11 estate was really no different than an estate
to be liquidated under chapter 7.288
The FlanaganBros. court observed that there may be a difference
in treatment of setoff in a chapter 11 case. 28 9 Since the focus in a
debtor's reorganization case is to "carry on its business" and "continue to function," the use of setoff might "deprive the debtor ...
of all or a large part of its current estate at a time when it needs"
it most. 29° The court listed the criteria that could be used to ascertain
whether setoff should be permitted in a chapter 11 case. 291 The
factors would include: the value of the debtor's assets; the forecasted
period of the debtor's lack of ability to pay its debts with and
without setoff; the presence of superior liens; and any pre-petition
29 2
evidence that the debtor was aware that the setoff would be sought.

III.

CONCLUSION

The availability of setoff under the Code for an owner facing
conflicting claims of an unpaid debtor-contractor's trustee in bankruptcy and unpaid subcontractors and suppliers will accomplish much
the same result as the use of an interpleader action in state court. It
is true that to some degree setoff will work a preference to an
otherwise unsecured general creditor of the debtor. 293 The owner's
use of unpaid funds to satisfy the claims of unpaid subcontractors
and suppliers can result in their receiving more than they would have
through the distribution of the debtor's estate. This preferential
treatment of an unsecured creditor should not occur in every case.
Setoff is a permissive remedy and it should only be allowed where

286.
287.
288.
289.
290.
291.
Bank &
292.
293.

12 Bankr. 234 (Bankr. M.D. Fla. 1981).
Id. at 238.
Id.
47 Bankr. at 303 n.9.
Id. at 304 n.9.
Id. The court derived this criteria from Susquehanna Chemical Corp. v. Producers
Trust Co., 174 F.2d 783, 786-87 (3d Cir. 1949).
47 Bankr. at 304 n.9 (quoting Susquehenna, 174 F.2d at 786-87).
Tucson House Constr. Co. v. Fulford, 378 F.2d 734, 738 (9th Cir. 1967).
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the owner meets the burden of proof of its requirements. 294 By
meeting those requirements peculiar to the owner, debtor-contractor,
and subcontractor situation, setoff works the reasonable and equitable result of a state court interpleader action. The owner must
demonstrate that the amounts it intends to offset arise from a "direct
.. . legal obligation."2 95 This is proven only when it is shown that
the debtor has breached Is contract with the owner and those
individuals who are unpaid have, as a result of the breach, filed and
perfected mechanic's and materialman's liens. This is also the basis
for the ultimate determination of a state court interpleader action.
In state court, only when the subcontractors and suppliers demonstrate to the court that they have enforceable liens are they entitled
29
to receive the interpled funds. 6

An owner's proof of a "direct legal obligation" can be made
through various forms of evidence. First, evidence of contract provisions that condition the owner's performance on the contractor's
payment of all subcontractors and suppliers and which place a
contractual duty on the contractor to remove mechanic's and materialman's liens will be evidence of the owner's claim in its own right
against the debtor-contractor. 297 Second, evidence of the validity of
mechanic's and materialman's liens on which the owner's claim is
predicated can come from several sources: (1) documentary evidence
of properly filed affidavits and statutory notices received; '(2) testimony by the subcontractors and suppliers of the debtor's failure to
pay them as contracted; and (3) state court judgments against the
owner arising from foreclosure of mechanic's and materialman's
liens.
Between the owner, mechanic's and materialman's lienholders,
and the other general unsecured creditors of the debtor, the owner
and the lienholders are the individuals most entitled to the full
satisfaction of their claims. The owner is an innocent stakeholder
who undoubtedly attempted to protect himself as much as possible
in his contract with the debtor. The lienholders have likewise used

294. Id. at 737.
295. Scherer Hardware & Supply, Inc.
Hardware & Supply, Inc.), 9 Bankr. 125,
296. See First Nat'l Bank v. Sledge,
will arise absent proper perfection).
297. Dickenson v. Hacker Bros., Inc.
639 (Bankr. E.D. Tenn. 1983).

v. Charles H. Eichelkraut & Son, Inc. (In re Scherer
129 (Bankr. N.D. Ill. 1981).
653 S.W.2d 283, 287 (Tex. 1983) (no trapping lien
(In re LaFollette Sheet Metal, Inc.), 35 Bankr. 634,
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diligence in obtaining security for the work performed or material
furnished. In contrast, the general unsecured creditors are just that.
They have taken no measures to obtain security from either the
debtor or the owner. The idea that the law should favor the innocent
and the diligent would certainly seem applicable here. 29 Given these
considerations, setoff would appear to be an appropriate remedy for
the owner.
by Philip Dale Mockford

298. See Luse v. Crispin Co., 344 S.W.2d 926, 932 (Tex. Civ. App.-Houston [list Dist.]
1961, writ ref'd n.r.e.) (between the parties the individual with an adequate means of protecting
himself must suffer); Franklin Life Ins. Co. v. Faggard, 296 S.W.2d 335, 339 (Tex. Civ.
App.-San Antonio 1956, writ ref'd n.r.e.) (equity aids those who are vigilant).

