UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF COLUMBI A

Inre )
)
M&T ELECTRI CAL CONTRACTORS, ) Case No. 95-00060
I NC. , ) (Chapter 11)
)
Debt or . )
|
M&T ELECTRI CAL CONTRACTORS, )
| NC. , )
)
Plaintiff, )
)
V. ) Adversary Proceedi ng No.
) 96- 0004
CAPI TAL LI GHTI NG & SUPPLY, )
I NC., et al., )
)
Def endant s. )

DECI SI ON ON MOTI ONS FOR SUMVARY JUDGVENT

The court addresses various notions for sunmary judgnent.

| NTRODUCTI ON

The court sets the stage by describing the entities involved,
the clainms, and the disposition of the notions with respect to each

cl ai m

A. THE RELEVANT ENTITIES

M A. Mortenson Conpany ("Mirtenson") entered into a prine
contract with the Washington Metropolitan Airport Authority ("WVAA")

to expand the main term nal at Washi ngton-Dull es |International



Airport ("Dulles Project"”). Singleton Electric Co., Inc.
(“Singleton”) is a first-tier electrical subcontractor through a
contract with Mortenson. The plaintiff MT Electrical Contractors,
Inc. (“M&T”) is a second-tier subcontractor through a contract with
Singleton; M&T' s chapter 11 reorganization case will turn on the
outconme of this proceeding. The defendant Capital Lighting & Supply,
Inc. (“Capital”) is a third-tier subcontractor through a contract
with M&T. Fidelity and Deposit Conpany of Maryland (“F&D’) is a
surety conpany that issued to Singleton a performance and paynent
bond for the Dulles Project in Novenmber 1993, and entered into an
indemmity agreenment with Singleton. F&D also has cl ains agai nst MT
(not arising fromthe Dulles Project) for which it has a security
interest in M&T' s accounts receivables. The Internal Revenue Service
(“I'RS") is owed taxes by MT, filed various notices of tax lien, and
served notices of levy on Singleton and Capital to seize any funds
owed M&T. The defendants C&A Investnents, Inc. (“C&A’) and the
Comptrol ler of the Treasury of the State of Maryland (“the Maryl and

Comptroller”) also asserted |iens.



B. SUMVARY OF CLAIMS AND DI SPOSI T1 ON OF MOTI ONS

The clains asserted, and the court’s disposition of the notions
for summary judgment regarding them are as follows.!?

Counts | through IV of M&T' s anmended conpl aint (DE No. 25)
i nvol ve nonbankruptcy law clainms directed to amounts owed to M&T for
the work it did. Count | alleges breach of contract agai nst
Singleton for non-paynent under the purchase order that Singleton
submtted to M&T in the ampunt of $1.5 million (“Singleton/ MT
Purchase Order”). In regard to Count |, partial summry judgnent
wi Il be granted Singleton holding that Singleton has a right of
setoff against M&T's right to paynent under the contract, but further
hol ding that Singleton’s right of setoff is defeated by the IRS s
liens. It is unnecessary to determ ne the exact ampunt that was owed
M&T because it appears that the tax liens will fall well short of
equal i ng the amount that MT was owed.

Count Il alleges breach of contract against F&D for non-paynent

under the bond. Summary judgnment will be granted in favor of F&D on

1 The motions are: (1) Singleton’s Mition for Summary Judgnent
(Docket Entry (“DE”) No. 90); (2) F&D s Mdtion for Summary Judgnment
on Count Il of Debtor/Plaintiff's Anended Conpl aint (DE No. 92); (3)
F&D' s Motion for Summary Judgment on Count VII [m snunmbered as Count
VI11] of Debtor/Plaintiff's Amended Conplaint (DE No. 94); (4) F&D s
Motion for Summary Judgnment on Co- Defendant Capital’s Cross-Cl ai m (DE
No. 95); (5) Capital’s Motion to Dism ss Anmended Conpl ai nt or
Alternatively, for Sunmary Judgnment (DE No. 96); (6) M&T's Motion for
Partial Sunmary Judgnment (DE No. 97); and (7) IRS's Mdtion for
Partial Sunmmary Judgnment Wth Respect to Count 111 of Anmended
Conmpl ai nt (DE No. 98).



this bond claimto the sane extent summary judgnent has been granted
to Singleton in regard to Count I.

Count Il seeks to determ ne the extent, validity and priority
of liens and the respective interests of the defendants in the funds
owed to M&T by Singleton and F&D. The notions for summary judgnent
regarding Count 11l will be partially granted, determ ning the rank
of priority of the various clains to any funds owed by Singleton to
M&T, but not the exact anmounts of the clains.

Count 1V seeks inposition of a constructive trust to order
Capital to disgorge the noney it received from Singleton, because
t hose funds are directly traceable to paynents Singleton received
from Mortenson for the ampbunts owed by Singleton to M&T. Summary
judgnment will be granted in favor of Capital dism ssing this
constructive trust claim

Count V invokes 11 U S.C. 8 547 to recover as a preferential
transfer the noney paid to Capital by Singleton. Summary judgnent

will be granted in Capital’s favor dism ssing this preference claim



Count VI alleges a cause of action against Capital and
Si ngl eton for wrongful conversion of a check in the amunt of
$286, 080. 10 that Singleton made payable to M&T but delivered to
Capital. Sunmary judgnment will be granted in favor of Singleton and
Capital dism ssing this conversion claim

Count VIII (the count follow ng Count VI)? seeks to recover as a
preferential transfer an assignnment nmade by M&T to F&D. Sunmary
judgment will be granted in favor of F&D dism ssing the preference
claim

Capital’s answer to the amended conpl aint asserts a cross-claim
agai nst F&D and Singl eton seeking judgnent agai nst Singleton pursuant
to an oral guarantee and agai nst F&D pursuant to its bond, to the
extent that Capital is found to be liable to M&T. In light of the
court’s decision to grant summary judgnment in favor of Capital in
regard to Counts IV, V and VI, Capital’s cross-claim against
Singleton and F& will be dism ssed as noot.

The court now proceeds to a nore detailed analysis of the

nmot i ons.

2 There is no Count VIl of the amended conpl aint.
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A. EACTUAL BACKGROUND

On January 17, 1995, MT filed a voluntary petition under
Chapter 11 of the Bankruptcy Code. MT, as debtor-in-possession,
armed with the powers of a trustee under 11 U.S.C. § 1107(a),
initiated this adversary proceeding. The background facts pertinent
to the notions for sunmary judgnent follow.

On August 6, 1993, Singleton entered into a subcontract with
Mortenson for the Dulles Project in the amount of $8, 166, 000. 00. M&T
was a mnority-owned contractor which qualified as a Di sadvant aged
Busi ness Enterprise (“DBE") on the Dulles Project. Singleton's
subcontract with Mortenson required Singleton to have contracts with
DBEs on the Dulles Project qualifying for $3 million of DBE credit.
Before the subcontract with Mortenson was signed, Singleton had
tentatively agreed with Capital to buy the necessary electrical
equi pnment directly from Capital. The DBE requirenment changed that.

On or about Septenmber 29, 1993, MT entered into a purchase
order with Singleton to supply electrical equipnment and to perform
installation work on the Dulles Project in the amount of
$1, 500, 000. 00 (the Singleton/ M&T Purchase Order). The | abor portion
of this deal called for M&T to unl oad the equipnment at the Dulles
Project site. The equipnment portion of this deal was a so-called

pass-through arrangenent: it was agreed that MT would contract with



Capital for the purchase, and delivery to the Dulles Project, of the
equi pnmrent called for by the Singleton/ M&T Purchase Order. The

Si ngl et on/ M&T Purchase Order’s price included an anmount attributable
to M&T's marking up by roughly 3% the amount that Capital would
charge M&T for supplying the equipnment. By passing the equi pnent

t hrough M&T, Singleton would get DBE credit. On or about October 19,
1993, Capital entered into a purchase order with M&T in the anmount of
$1, 435,009. 00 (“MT/ Capital Purchase Order”) to supply all of the

el ectrical equipnent included in the Singleton/M&T Purchase Order.
The M&T/ Capital Purchase Order included a provision conditioning
M&T' s obligation to pay Capital on M&T' s receiving paynent from

Si ngl et on.

F&D, a surety conpany, issued to Singleton a performance and
payment bond for the Dulles Project in Novenmber 1993. At an even
earlier date, F&D and Singleton, to protect F&D, had entered into an
i ndemmity agreenment that covers the Dulles Project bond.

In October 1994, Capital began to deliver electrical equipnment
directly to the Dulles Project and M&T began to perform | abor at the
site. Capital then began to submt invoices to M&T, who in turn
subm tted invoices to Singleton, who in turn submtted invoices to
Mort enson.

On or about Novenber 30, 1994, Singleton delivered to Capital a

check it had nmade payable to M&T in the anount of $286, 080. 10.



Capital asked M&T to endorse the check to it, but MT declined to do
so. The court exami nes in part VIII of this decision the facts
regar di ng whet her parol evidence establishes that MT contractually
(or as a matter of trust law) had no right to keep amobunts, other
than its markup, attributable to the equi pnent Capital had supplied.

On Decenber 19, 1994, the I RS sent notices of levy in the
anount of $726,906.95 to Singleton and Capital. Both Singleton and
Capital informed the IRS that they were not in possession of any
funds owed to M&T

On Decenber 27, 1994, Capital sent a letter to Singleton and
F&D requesti ng payment of the sum of $1,378,835.72 for electrical
equi pnment delivered to the Dulles Project. (Def.'s Mem Supp. Summ
J., Ex. A). The letter stated that "[t]his notice is given pursuant
to the requirenents of the bond . . . ." On January 25, 1995,
Capital sent a letter to Singleton and F&D requesti ng paynment of an
addi ti onal sum of $192,414.82. (Def.'s Mem Supp. Summ J., Ex. B).
That letter also stated that "[t]his notice is given pursuant to the
requi renments of the bond . "

Singl eton made paynents to Capital via check for equi pment
supplied to the Dulles Project as follows: (1) on Decenber 30, 1994,
in the amount of $458,927.29; (2) on January 3, 1995, in the anount
of $739,204.11; (3) on January 25, 1995, in the amount of $14, 815;

(4) on February 15, 1995, in the anpunt of $152,697.69; (5) on March



24, 1995, in the anmpunt of $23,060.84; and (6) on Septenmber 25, 1995,
in the ambunt of $34,976.79.

On January 4, 1995, the IRS sent a second notice of levy in the
amount of $726,906.95 to Singleton. |In response to the second |evy,
Si ngl eton forwarded a check to the IRS in the anmount of $35, 700 by
|l etter dated January 5, 1995. Singleton indicated on the |evy
acknow edgnment that the paynment of $35, 700 consisted of $33,200 for
M&T' s 3% mar kup on the equi pnent delivered to the Dulles Project as
of Novenber 30, 1994, and $2,500 for the | abor performed by MT as of
t hat date.3

The I RS asserts that its liens arising fromtax assessnents
agai nst M&T are superior to Singleton’s setoff rights. Prior to
Si ngl et on nmaki ng any paynent to Capital, the IRS had filed in

Washi ngton, D.C. notices of federal tax |liens against M&T as foll ows:

(1) on March 8, 1994, for $72,344.27 for an
assessnent of October 29, 1993;

(2) on April 15, 1994, for $184,679.86 for an
assessnent of Decenber 27, 1993;

(3) on Novenber 7, 1994, for $149,538.18 for an
assessnment of August 8, 1994; and

(4) on Novenber 7, 1994, for $123,179.27 for
assessnents of August 8, 1994.

8 Singleton indicated on the | evy acknow edgnent that 83% of
t he equi pnent had been delivered and 10% of the | abor had been
performed by M&T as of Novenber 30, 1994.
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The I RS al so assessed a tax on Decenber 12, 1994, in the anount of
$111,999.47 plus interest and penalties, but filed no notice of tax
lien for that assessnent. [Its proof of claimfiled in the bankruptcy
case does not assert secured status for the lien that arose fromthat
assessnent, apparently in recognition that the |lien would be
avoi dabl e under 11 U.S.C. 8 544, and the IRS s claimwould be
rendered unsecured. Nevertheless, M&T, as a debtor-in-possession,
may avoid the lien and preserve it for the estate under 11 U S.C. 88
544, 551, and 1107(a), and outside bankruptcy the I RS could assert
the lien if the case were to be dism ssed. The court will thus
address the priority of this lien, as well as the other tax |iens,
vis a vis Singleton’s right of setoff.

Ot her parties, including F&D, have liens by way of security
interests, but as will be seen it is unnecessary to describe those

liens in detail.

B. SUMVARY OF COURT' S RULI NGS

The court addresses the various counts of the amended conpl ai nt
seriatim In parts IlIl through VIII, the court addresses M&T' s cl aim
agai nst Singleton for breach of contract (Count I), Singleton’s
def ense of setoff, and the ineffectiveness of that setoff right to

defeat the RS s federal tax liens.*

4 Technically, the issue of the priority of the setoff right
vis a vis the tax liens is an issue under Count IIl (priority of
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In part 111, the court concludes that Singleton was liable to
Capital pursuant to the F& bond (and, alternatively, by Singleton’s
indemmity agreenment with F&D) and that this constituted an
i ndependent | egal duty to pay Capital, such that Singleton s defense
to Count I of a right of setoff is not defeated based on M&T s
assertion that Singleton acted as a nere volunteer in paying Capital.

In part 1V, the court concludes that a so-called “pay-when-
pai d” provision in the M&T/ Capital Purchase Order does not affect
Singleton’s obligation to pay Capital pursuant to the F&D bond and
the Singleton-F& i ndemity agreenment.

In part V, the court further addresses Singleton's setoff
def ense and concludes in part V(A that Singleton has a right of
setoff unaffected by the *pay-when-paid” provision or by 11 U S.C. 8§
553(a)(2), but concludes in part V(B) that the setoff right is
defeated to the extent of the federal tax |iens.

In Part VI, the court rejects contentions that M&T had no
ownership rights in the contract to which the tax liens could attach
(unl ess parol evidence denonstrates otherw se).

In part VII, the court addresses Singleton' s defense that it

liens and interests), but Singleton’s setoff rights, if not defeated
by the IRS s liens, would effectively nmean the debtor would recover
nothing for lien creditors (unless equitable grounds, absent here,
warranted declining to recognize the right of setoff). Moreover, a
constructive trust defense raised to the tax liens would, if valid,
defeat M&T' s bei ng owed any anount.

11



has a superior right to the fund based on subrogation to M&T s
ri ghts, and again concludes that any such rights do not suffice to
defeat the federal tax liens.

In part VIII, the court addresses Singleton’ s defenses, based
on parol evidence, that it has a contractual defense to paynent, and
that, alternatively, the equipnent portion of each paynent included
ampunts held in trust for Capital (either an express trust or a
constructive trust). The court concludes that the parol evidence is
insufficient to defeat M&T' s right to paynent.

The court then turns to the renmaining counts.

In part 1 X, the court concludes with respect to Count Il that
F&D is protected by Singleton’s right of setoff but only to the
extent that Singleton itself is protected.

In part X, the court concludes with respect to Count Il that
sonme of the tax liens are junior to F&D' s |liens, but that F&D s |iens
are junior to Singleton’s right of setoff, with the IRS entitled to
recover to the extent that its liens are senior to F&D, and with
Singleton’s right of setoff to prevail as to the bal ance upon which
the RS had tax liens. The exact ampunts of the clains will be fixed
in further proceedings.

In part Xl, the court concludes that Count IV, which is based
on an apparent constructive trust theory, should be dism ssed because

Virginia | aw did not subject the funds Singleton received from

12



Mortenson to a constructive trust in favor of MT.

In part Xll, the court concludes that Count V, asserting a
preference under 11 U . S.C. 8 547 with respect to paynents Singleton
made to Capital, should be dism ssed because the paynents were not
made with property of the estate.

In part XlIl, the court determ nes that Count VI, asserting a
conversion claimw th respect to the check Singleton delivered to
Capital, nust be dism ssed because Singleton, the payor, never
i ntended M&T, the payee, to have dom ni on over the check

In part XIV, the court concludes that the next count, Count
VI1l, asserting a preference under 11 U S.C. § 547 agai nst F&D,
shoul d be di sm ssed because M&T has adduced no evidence to establish
t hat F&D was an i nsider.

In part XV, the court decides to dism ss Capital’s cross-claim

because of the dism ssal of Counts IV, V and VI.

SINGLETON S | NDEPENDENT DUTY TO PAY CAPI TAL

I n Count |, MT nakes a clai magainst Singleton for anpunts
owed it for delivering equi pment and perform ng | abor for Singleton.
Si ngl et on defends, in part, by claimng that it has a right of setoff
based on havi ng made paynment to Capital, thus becom ng subrogated to
Capital’s claimagainst M&T. As will be seen, if Singleton nade the

paynment as a nere volunteer, it would have no right of setoff.
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Accordingly, an initial question concerns whether Singleton had
a legal duty to pay Capital for the equipnent it supplied to the
Dul | es Project, independent of its obligation to pay M&T (who was
conditionally liable to Capital).® Singleton clainms an independent
|l egal duty to pay Capital arising fromthree separate bases: (1) the
payment bond issued by F&D; (2) the terns of Singleton's subcontract
with Mortenson; and (3) an oral guaranty that Singleton provided to
Capital. The court need only address the first basis for finding an
i ndependent duty.

The court finds that the F&D bond protected Capital, and that
this in turn gave rise to an independent liability of Singleton to
Capital because of Singleton’'s execution of the bond (and the
remedi es that arise fromit), and that Singleton alternatively acted

out of obligation because of Singleton' s agreenent to indemify F&D.

A.  CAPI TAL’ S PROTECTI ON BY THE F&D BOND

At an earlier stage in this proceeding, the court raised the
guesti on whet her Capital was protected by the F&D payment bond, that
is, whether the bond reached down to protect not only M&T but Capital
as well. However, at oral argument on the notions for sunmary

judgnment the plaintiff’s attorney conceded that: (1) the bond

> This is also relevant to the discussion of claimtrafficking
under 11 U S.C. 8 553 in part V(C), and of M&T' s preference claimin
part Xl .
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protects all suppliers that delivered materials directly to the job
site; and (2) Capital is the one that transported the equi pment
covered by the Singleton/ M&T Purchase Order to the site of the Dulles
Project. Tr. at 20-21 (DE No. 124).°

Accordingly, the court holds that F& had a duty under the bond
to pay Capital if it otherwi se was not paid for the equipnment it
delivered to the Dulles Project. The court notes that a |iberal
interpretation of paynment bonds in favor of unpaid suppliers conports
both with the renmedi al purpose of such bonds and deci sions by the
Virginia Suprenme Court interpreting state statutory provisions that

requi re bonds on public construction projects. See Solite Masonry

Units Corp. v. Piland Constr. Co., 232 S.E.2d 759, 761 (Va. 1977).

B. SINGLETON S | NDEPENDENT LI ABILITY TO
CAPI TAL ARI SI NG FROM HAVI NG EXECUTED THE F&D BOND

Further, the court holds that Singleton also had an i ndependent
| egal duty pursuant to the bond to pay Capital’s claimif it
ot herwi se was not paid. By conceding facts denonstrating that the

payment bond extended to Capital, MT necessarily has recognized that

6 Al t hough the IRS did not concede that M&T was correct on
this point (Tr. at 43 (DE No. 124)), the existence of Singleton’s
obligation to Capital only affects whether there was a right of
setoff. The issue is an academ c point with respect to the IRS s
ri ghts because the court concludes that the federal tax |iens take
priority over Singleton’s right of setoff. Wth respect to the
avoi dance clains asserted by M&T as a debtor-in-possession clothed
with the powers of a trustee, M&T s concession controls.
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t here existed an obligation on the part of Singleton to see that
Capital was paid, as that is the nature of a bond, a formof surety
agreenent. As between the surety and the surety’s principal, the
surety is only secondarily liable to the obligee: the surety’s
principal is the principal obligor liable to the obligee, with the
surety obligated to pay only when the obligor fails tinmely to pay the

obligee. Courson v. Sinpson, 468 S.E.2d 17, 20 (Va. 1996).7

Here Mortenson was referred to under the bond as the “Qbligee.”
However, Mortenson was only the primary obligee; the bond protected
as well, pursuant to a status of third-party beneficiaries, the
mat eri al men who furnished materials in the prosecution of the work
provided for in the Mdirtenson-Singleton contract, which M&T concedes

included third-tier subcontractors, such as Capital.? See

” The court need not deci de whether under the ternms of the bond
Singleton and F&D are jointly and severally liable to claimnts such
as Capital at the outset. See In re Sinicrope, 21 B.R 476, 477
(Bankr. WD. Va. 1982)(bond bound principal and surety, jointly and
severally, to the owner “for the use and benefit of claimnts”).

Upon a default in tinmely paynment, they would have both been |iable
(see Courson, 468 S.E.2d at 20; First Virginia Bank-Col onial V.
Baker, 301 S.E.2d 8, 11 (Va. 1983)), subject to the protections
accorded the surety by Va. Code Ann. 88 49-25 and 49- 26.

8 The condition of the Subcontract Paynent Bond (ex. Cto
Singl eton’s menorandum (DE 91)) was that “Principal [Singleton] shal
pay pronptly and in full the clains of all persons performng | abor
or furnishing materials, supplies and equi pnment in the prosecution of

the work provided for in said Subcontract Agreement . . . and shal
def end, indemify and save harnm ess the Obligee [Mirtenson] from any
and all such clainms . . . .” The bond provided that the bond “shal

insure [sic] to the benefit of all persons perform ng | abor,
furnishing materials, supplies and equi pment in the prosecution of

16



Restatenment, Third, Suretyship and Guaranty 8 69, Comment b
(material men protected by paynent bonds are typical context in which
a third party can be the beneficiary of the secondary obligation of a
surety). Material nen, such as Capital, were expressly authorized to
sue on the bond, which assured that they would be paid by F& if not
ot herwi se paid. However, F& D' s liability was a secondary obligation.
I n executing the bond, Singleton was necessarily agreeing to assure
that third-tier subcontractors such as Capital were paid. |[|f they
were not paid by the second-tier subcontractor, it was inplicit in
t he bond that Singleton would pay them

I n other words, the bond enbodied two suretyships. First,
Singleton inplicitly agreed to act as surety for MT: if MT
def aul ted, Singleton was necessarily agreeing in the bond that it
woul d be secondarily liable to Capital. Second, F&D agreed to act as
a surety, to be secondarily liable: if M&T defaulted in paying
Capital, and Singleton breached Singleton’s surety obligation to
Capital, then F& would pay Capital. Singleton, in other words, was
a principal surety with respect to Capital and F&D was a subsurety.
See Restatenent, Third, Suretyship and Guaranty 8§ 53(2).

C. SINGLETON S | NDEPENDENT LI ABILITY TO
CAPI TAL BASED ON REMEDI ES UNDER THE F&D BOND

the work provided for in said Subcontract Agreenent, as well as to
the Obligee [ Mortenson], and that such persons nmay nmaintain
i ndependent actions upon this Bond in their own nanes.”

17



The conclusion that the bond establishes that Singleton was
i ndependently liable to Capital, instead of only being liable to M&T
who in turn was |liable to Capital, can be denonstrated as well by
exam ning the renedi es avail able to F&D under the bond. F&D was
entitled to the protection of the equitable principle that a surety
has an inmplied right to rei mbursenment or restitution. 74 Am Jur. 2d

Suretyship 8 171 (1974); Southall v. Farish, 7 S.E. 534, 537 (Va.

1888). Moreover, even before having to resort to its right of
rei mbursenent or restitution, a surety has an inplied right to
performance by its principal of the underlying obligation and nay

bring suit to conmpel such performance. See Wight v. |Independence

Nat. Bank, 32 S.E. 459, 460 (Va. 1899)(surety may protect hinself *by
filing his bill quia timet to conpel the debtor to pay the creditor,

for the surety’s exoneration”); Paxton v. Rich, 7 S.E. 531, 534 (Va.

1888) (“surety on the debts sought to be collected . . . is entitled
to have the estate of the principal debtor . . . first subjected to
t he paynent of those debts . . . to the exoneration of his own.”

(citations onmitted)); Restatement, Third, Suretyship and Guaranty 8§

21.° See also Southall, 7 S.E. at 537.

9 See in particular Conments a, i, and j to 8 21 of the
Rest at ement and the Reporter’s Notes to those Comments. The
Rest atement draws a distinction between the right to protect the
surety’s entitlenment to performance of the obligation to pay a
mat ur ed debt (sometines called exoneration) and quia tinmet relief.
The Reporter is of the view that quia tinmet relief is limted to when

the debt has not actually matured, being based on a breach of the

18



D. SI NGLETON' S OBLI GATI ON TO PAY
CAPI TAL BASED ON | NDEMNI TY AGREEMENT W TH F&D

F&D was entitled to reinbursenent additionally because of an
express indemity contract between Singleton and F&D.° And the
i ndemmi ty agreenent was arguably broad enough to expressly grant F&D
a right to performance by Singleton of the underlying obligation.?!
Even if F&D s indemification rights were limted to rei nbursenent,
Si ngl eton coul d di scharge that obligation by nmaking paynment directly
to Capital, and, in doing so, would not have been acting as a

volunteer. Had Singleton waited for F& to pay Capital, and then

duty to refrain fromconduct inpairing the surety’ s expectation that
the principal will perform See also Mann and Jennings, Quia Tinet:
A Renmedy for the Fearful Surety, 20 Forum 685, 687 (1985) (making sane
di stinction).

10 Agreenment of Indemity (Singleton s Menorandum (DE 91), ex.
D), executed in 1987 well before the bond here, but covering it.

1 Under a liberal interpretation of the term“indemify,”
Singleton’s obligation “to indemify and keep indemified” F&D “from
and against any and all liability for |osses” (Agreenent of Indemity
at p.1, lines 26-27) was broad enough to require Singleton to pay
entities such as Capital to whom F& woul d ot herw se be |liable on the
bond. The word “indemify” neans not just reinbursing but also “[t]o
save harm ess; to secure against |oss or damage.” Webster’s New
Int’l Dictionary (2d ed. 1959). To keep the surety unharned,
performance by the obligor is a better protection than the right of
rei mbursenent whose realization “obviously involves expense and
uncertainty.” Restatenent, Third, Suretyship and Guaranty, § 21,
Comrent a. The Agreenent of Indemity expressly required Singleton,
upon a default in paying a material man, to pay F&D even if F&D had
not paid the materi al mnan. However, that does not negate the
obligation to save F& harm ess by paying the material man directly;
it sinply accelerates F&D s right to seek recovery from Si ngl et on
that would normally await F&D s paying the material man.
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indemmified F& in |ike anount, Singleton would be subrogated to
F&D' s rights which would include F& s having been subrogated to
Capital’s rights. Singleton's contingent right to assert Capital’s
rights was nerely nmade noncontingent by Singleton’s paying Capital
Even if Singleton had not paid Capital, it would have had a claim
al beit contingent, against M&T based on subrogation to F&D s and
hence Capital’ s rights.

Havi ng concl uded that, pursuant to the F&D bond and the
i ndemmi ty agreenent, Singleton acted out of obligation when it paid
Capital, the court finds it unnecessary to determ ne whether there
are any additional bases for concluding that Singleton had an
i ndependent |legal duty to pay Capital, not just a duty to pay MT who
in turn was liable to Capital.

However, M&T and the IRS contend that F&D and Singleton had no
obligation to pay Capital because Capital was only entitled to

paynment when M&T was paid, and the court turns to that argunent next.

IV

THE EFFECT ON SI NGLETON S OBLI GATI ONS TO CAPI TAL OF THE
* PAY- WHEN- PAI D" PROVI SION I N THE M&T/ CAPI TAL PURCHASE ORDER

The argunment that nothing was owed to Capital until MT was
pai d concerns the | egal effect of the follow ng provision in the

M&T/ Capi tal Purchase Order
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Capitol [sic] Lighting Supply acknow edges that paynents to M&T
Electric Inc. by Singleton Electric Co. for material on this
purchase order is [sic] an express condition precedent to MT
El ectric Inc.'s obligation to pay Capitol [sic] Lighting
Supply.

Singleton’s Mem Supp. Summ J., Ex. F (DE No. 91).
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M&T and the I RS argue that the “pay-when-paid” provision acts
as a condition precedent to M&T's obligation to pay Capital.
Singl eton responds that “pay-when-paid” provisions do not operate as
conditions precedent in construction contracts, but, rather, nmerely
post pone paynment for a reasonable tinme, a position supported by In re

Davi dson Lunber Sales, Inc., 66 F.3d 1560, 1565 n.4 (10th Cir. 1995).

In Gall oway Corp. v. S.B. Ballard Constr. Co., 464 S.E.2d 349,

354 (Va. 1995), the Suprene Court of Virginia held that in
interpreting a “pay-when-paid” provision | abeled as a condition
precedent "the contract will be construed as witten and will not be
reformed by the court through the introduction of parol and other
extrinsic evidence of a contrary intent."' The court cited with

apparent approval G lbane Bldg. Co. v. Brisk Waterproofing Co., 86

Md. App. 21, 585 A.2d 248 (1991), which held that the use of the term
"condition precedent” in a "pay-when-paid" provision clearly

evi dences the parties' intent to shift the risk of default by the
owner fromthe general contractor to the subcontractor. Galloway,
464 S.E.2d at 354. In light of Galloway, the court holds that the
“pay-when-pai d” provision establishes a condition precedent to M&T' s

obligation to pay Capital.

2 Accordingly, the question of the proper interpretation of
t he "pay-when-paid" provision in the Purchase Order is a question of
law. See also Statesville Roofing & Heating Co. v. Duncan, 702 F
Supp. 118 (WD. N C. 1988).
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However, the “pay-when-paid” provision in the Purchase O der
does not affect Singleton and F&D' s | egal duty to pay Capital

pursuant to the bond. As noted in More Brothers Co. v. Brown &

Root., Inc., 207 F.3d 717, 723 (4'M Cir. 2000), the Suprene Court of

Virginia has not considered the question whether a surety can assert
as a defense to a claima "pay-when-paid" provision in a subcontract.
However, the court will follow the decision in More that a surety
cannot rely upon a “pay-when-paid” clause in a subcontract unless the
bond explicitly gives the surety the right to rely upon the defenses
provided in that subcontract. To hold otherw se would run counter to
t he purpose of the bond. See More, 207 F.3d at 723-24. Based on
Singleton’s obligations arising under the F& bond, and under the

i ndemmi fication agreenment with F&D, as discussed in part 11, above,
it follows that Capital was entitled to i medi ate paynment from
Singleton. In turn, having paid Capital, Singleton is entitled to

| ook to M&T for repaynment, for the reasons discussed in part V(A),

bel ow.
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Vv

SINGLETON' S RI GHT OF SETOFF

Count | of the anmended conpl aint alleges breach of contract
agai nst Singleton for non-paynent pursuant to the Singleton/ M&T
Purchase Order. M&T seeks to recover from Singleton $1, 464, 300,
whi ch represents the total dollar amount stated on the Purchase Order
(%1, 500, 000) less the $35,700 paid by Singleton to the IRS on behal f
of MKT.

M&T noves for summary judgnment on Count | on the basis that it
has substantially performed its obligations under the Purchase Order.
Singl eton has requested sunmary judgnment claimng that even if it
owes M&T any additional noney, which it denies, it has a right of
setof f against all such suns sufficient to defeat any federal tax

lien. The court rejects that argunent.

A. SINGETON HAD A RI GHAT OF SETOFF

No party has disputed the fact that Singleton made paynents to
Capital totaling $1,423,681.72 for equi pnent covered by the
M&T/ Capital Purchase Order (and the Singleton/M&T Purchase Order).
Singleton clains, as a matter of law that it has a right to set off
t hose paynents against any sunms it nmay owe M&T. The court concl udes
t hat :
(1) Singleton has such a right through restitution and

subrogation to Capital's clains against MT;
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(2) the “pay-when-paid’” provision in the MT/ Capital
Purchase Order does not preclude Singleton s right of setoff;
and

(3) 11 U.S.C. § 553(a)(2) does not bar the right of
setoff.

1. Setoff Based on Singleton's
Rights to Restitution and Subrogation

The Bankruptcy Code preserves a creditor's right of setoff that
arose under applicabl e nonbankruptcy law prior to the filing of the
petition. Section 553(a) of the Bankruptcy Code provides in
pertinent part as foll ows:

[T]his title does not affect any right of a

creditor to offset a nmutual debt owi ng by such

creditor to the debtor that arose before the

comrencenent of the case under this title

agai nst a claimof such creditor against the

debt or that arose before the comencenment of

the case .
11 U.S.C. 8§ 553(a). However, despite Singleton’s clainms to the
contrary, it is clear fromthe | anguage of Section 553 that it does

not create any substantive rights of setoff, but, rather, only

ensures the survival of rights otherwi se existing. See Citizens Bank

of Maryland v. Strunpf, 516 U S. 16, 18 (1995). Accordingly, the

court first nmust determ ne whether Singleton has a right of setoff
agai nst M&T under Virginia law. Specifically, does Singleton have a

clai magainst M&T that it may assert by way of setoff? Singleton
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does have cl ai ns agai nst M&T based on a right to restitution (even if
it had no right of subrogation to Capital’s rights) and al so based on
subrogation. In turn, Virginia law gives Singleton the right to
assert setoff of that claimagainst Singleton’s own obligation to
MET.

Singl eton’s secondary obligation to Capital, pursuant to
Singleton’s suretyship under the F&D bond and pursuant to Singleton’s
i ndemi fication agreement with F&D, entitles Singleton to a claim
agai nst M&T for at |least restitution (if not for the nore expansive
remedy of reinbursenent)?!® because a secondary obligor who pays a
principal’s debt is entitled to recover, based on restitution, to the
extent that the principal obligor would be unjustly enriched.
Restatenment, Third, Suretyship and Guaranty 8 26. This renmedy is
avai | abl e even when the secondary obligor is not entitled to

subrogation to the rights of the obligee.'* Based on the Virginia

3 1f M&T was charged with notice of the secondary obligation,
Singl eton would be entitled to the renmedy of reinbursenent.
Restatenment, Third, Suretyship and Guaranty, 8 22. There is no right
to “reimbursenent” for a secondary obligor’s reasonabl e outl ay--based
on inmplied contract--when the principal obligor is not charged with
notice of the secondary obligation. The record does not establish
whet her M&T, as principal obligor, should be charged with notice of
Si ngl eton’ s secondary obligation to Capital pursuant to the F&D bond.
For exanple, a principal obligor is charged with notice of the
secondary obligation if the principal obligor knew of the secondary
obligation when it entered into the underlying obligation.
Restatement, Third, Suretyship and Guaranty § 20.

14 See Restatenment, Suretyship and Guaranty § 27 (even when the
secondary obligor is not entitled to subrogation because the

26



cases concerning subrogation that are discussed below, it is evident
that, in order to avoid unjust enrichnment, Virginia would allow the
remedy of restitution short of subrogation when the secondary obligor
is not fully entitled to be subrogated to the rights of the obligee.
I n any event, the right of subrogation applies in this case.

The right of subrogation is an equitable doctrine that is

liberally applied in Virginia. See GI|l v. Rollins Protective

Services Co., 773 F.2d 592, 598 (4th Cir. 1985) ("the right of

subrogati on has | ong been generally favored in Virginia"), nodified

in other respects, 788 F.2d 1042 (4!M Cir. 1986); Federal Land Bank

of Baltinore v. Joynes, 18 S.E. 2d 917, 920 (Va. 1942)("[t]his

doctrine [subrogation] is not dependent upon contract, nor upon
privity between the parties; it is the creature of equity, and is
f ounded upon principles of natural justice”). As observed in In re

Vall ey Vue Joint Venture, 123 B.R 199, 208-209 (Bankr. E.D. Va.

1991), a case applying the Virginia |aw of subrogation:

The purpose of subrogation is to prevent the unearned
enri chment of one party at the expense of another.
Subrogation "is a device adopted or invented by equity to
conpel the ultimte discharge of a debt or obllgatlon by
hi m who i n good consci ence ought to pay it. .
“Virginiais committed to a liberal application of t he
principle.”

secondary obligation covers only part of the underlying obligation,
nevert hel ess “the principal [sic--should be secondary] obligor wll
be entitled to either reinbursenent (8 22) or restitution (§ 26)”

(remedi es of the secondary obligor against the principal obligor)).
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[Citations omtted.]

A weighing of the equities in this case supports Singleton's
right to be subrogated to Capital’s clains against M&T. To hol d
ot herwi se would require Singleton to pay twice for the equi pment
supplied by Capital without providing it with a means of recovering
t he excess paynents; and it would allow either Capital (by being able
to request paynent from M&T as well) or M&T (by having its debt to
Capital extinguished) to receive an unjust wi ndfall.

Singleton did not act as a volunteer who ought not be entitled
to subrogation. In light of Virginia courts’ I|iberal view of
subrogation, the term “volunteer” would presumably be given a narrow
and strict construction. See 73 Am Jur. 2d Subrogation § 24 n.71.
The term “vol unteer” has been defined as foll ows:

Parties may be considered volunteers if, in nmaking a paynent,

t hey have no interest of their own to protect, they act without

any obligation, legal or noral, and they act w thout being

requested to do so by the person liable on the original
obligation. Henningsen v. United States Fidelity & Guar. Co.,

208 U.S. 404, 411, 28 S.Ct. 389, 391-92, 52 L.Ed. 547 (1908);

Smth v. State Sav. & Loan Ass'n, 175 Cal. App.3d 1092, 1098,

223 Cal .Rptr. 298, 301 (1985); Norfolk & Dedham Fire Ins. Co.

V. Aetna Casualty & Surety Co., 132 Vt. 341, 344, 318 A.2d 659,
661 (1974).

Mort v. United States, 86 F.3d 890, 894 (9'" Cir. 1996). Under this

definition of “volunteer,” Singleton was not a volunteer for at |east

two reasons.
First, the F& paynment bond protected Capital. Even if

Singleton had no direct contract with Capital guaranteeing paynent of
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its claim Singleton was obligated as principal on the F&D paynent
bond and the indemity agreenent with F&D to protect F&D from unpaid
claims of Capital (and to reinburse F& if F&D ever paid the Capita
claim. Accordingly, Singleton acted with obligation. 1t was no
of fi cious internmeddl er having only volunteer status.?®

That Singl eton was arguably under no obligation to M&T to
secure a paynent bond protecting Capital is of no noment. In

Di ckenson v. Charles, 45 S.E. 2d 351 (Va. 1939), Charles, the

presi dent of a bank, personally endorsed certificates of deposits

t hat had been issued by the bank. The court held that in insolvency
proceedi ngs of the bank Charles could set off his clains against the
bank for reinbursenent against the bank's judgnents agai nst him

Al t hough the court spoke of the inplied right to reinbursenent or
indemity, it considered wi thout distinction case |aw supporting a
surety’s right to set off subrogated clains. The president, |ike a
surety, could set off paynents he was obligated to nake, on behal f of
t he bank, after the insolvency of the bank, because those paynents

rel ated back to the date of the original endorsenment agreenents.

% MT and the IRS contend that Capital never made a denmand on
M&T for paynent, and that, accordingly, MT was never in default.
But Capital surm sed correctly that M&T was unable to make paynent.
Because M&T was unable to perform Capital was entitled to ook to
the bond for payment. The court will not require what would have
been a usel ess m nuet of Capital demandi ng payment from M&T. As wil |l
be seen, the “pay-when-paid’ provision in the MT/ Capital Purchase
Order does not alter this analysis.
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Furthernore, the court addressed the argunent that the setoff
shoul d be di sall owed because the bank had not requested the
presi dent's endorsenent and, therefore, he was a nere volunteer. The
court responded that the endorsenent was done for the benefit of the
bank, the bank was aware of the endorsement and "in effect ratified
it." Dickenson, 4 S.E.2d at 356. However, the court also quoted

with approval from Scott v. Norton Hardware Co., 54 F.2d 1047, 1051

(4th Cir. 1932), as follows:

Certainly a guarantor who is held to liability under a
bond whi ch he has executed is not a volunteer in any sense
in which that term has ever been used in the law. The
fact that appellants were under no |l egal obligation to
sign the bond in the first place is, of course,

immterial. A surety is not to be denied reinbursenent or
subrogati on because he signed for accommpdati on rat her
than for profit. On the contrary, the acconmopdati on

surety has al ways been one of the favorites of the | aw

Di ckenson v. Charles, 4 S.E. 2d at 356.

Had F&D perfornmed as secondary obligor under the bond,
subrogati on woul d have applied even if M&T did not know of the bond
(Restatenment, Third, Suretyship and Guaranty 8 27, Comment e) and
even if Capital did not know of its protection under the bond (id., 8§
27, Comment g). Singleton’'s rights in making paynment under the bond
ought not be any lower than F&D' s, unless it could be shown that it
executed the paynent bond as a ruse to avoid the strictures of the
rul e against a volunteer, an officious interneddler, being entitled

to subrogation. The record does not support any possible finding of
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such a ruse: the paynent bond was executed in Novenber 1993 and
Capital did not begin to deliver electrical equipnent until October
1994.

Second, Singleton faced a potential claimby Capital that the
Virginia nmechanics’ and materialnmen’s lien statute protected it. The
statute is unclear on the point and the parties have cited no case
| aw hol ding a supplier of a sub-subcontractor is not entitled to the
protection of those statutes.!® However, Singleton was obligated
under its contract with Mortenson to assure that there were no

materialmen liens on the property being inmproved.! Thus, in paying

16 Under Va. Code Ann. § 43-3(A) “[a]ll persons :
furnishing materials . . . of the value of fifty dollars or nore, for
the construction . . . of any building . . . shall have a lien, if
perfected as hereinafter provided, upon such building . . . .~
However, perfection of a lien is |imted to the general contractor (8
43-4), subcontractors (8 43-7) and persons “perform ng | abor or
furnishing materials for a subcontractor . . . .” The term
“subcontractor” is defined in § 43-1, as relevant here, as including
“persons furnishing materials, who do not contract with the owner but
with the general contractor.” (And the term “general contractor” is
defined as a contractor who contracts directly with the owner.) It
is unclear whether a third-tier subcontractor |ike Capital who was
t he subcontractor of M&T, a sub-subcontractor, could be viewed as
“furnishing materials for a subcontractor,” specifically, for
Singleton so as to be entitled to file a lien.

w The Si ngl eton-Mortenson subcontract (F&D s Menorandum ( DE
93) ex. 1), in 8 7.8, conditioned final paynent to Singleton on its
furni shing evidence that there are no clains, obligations, or liens
for . . . materials . . . furnished . . . in connection with the
Work.” In 8 7.10, Singleton agreed that:

Subcontractor shall pay pronptly for all materials . . . used

in performance of this Subcontract, as bills or clains becone
due. Subcontractor shall protect the Project and defend,

31



Capital Singleton was renoving any potential claimby Capital for

whi ch Singl eton woul d be responsible if the ambiguity in the statute
were resolved in favor of Capital. “One who settles under threat of
civil proceedings or to protect its own interests is not a nere

vol unt eer.” Rowl ey Plastering Co., Inc. v. Marvin Gardens Devel op.

Corp., 180 Ariz. 212, 214, 883 P.2d 449, 451 (Ariz. Ct. App.
1994) (citations omtted).

Accordi ngly, Singleton has a claimagainst M&T based on havi ng
paid Capital for materials Capital supplied to M&T. In turn, that
gives rise to a right of setoff because Virginia recognizes that a
surety is entitled to set off the amount the surety, as secondary
obl i gor, pays an obligee against the surety’ s debt to the principal
obligor. Dickenson, 4 S.E 2d at 353-54. In [ight of the
foregoing, the court concludes that under Virginia |aw Singleton has
a right of setoff in this case through subrogation to Capital’s claim
agai nst M&T.

Bef ore addressing in part V(B), below, the priority of this
setoff right as against the federal tax |iens, the court next
addresses whether the right of setoff is defeated by the *pay-when-

pai d” provision in the M&T/ Capital Purchase Order (part 2, bel ow) or

i ndemi fy and hold harnl ess Ower and Mortenson and Mortenson’s
surety, if any, from and against all clains, bond clainmns,
equitable liens, nechanics’ |iens, damages, | osses and expenses
on account thereof
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11 U.S.C. 8 553(a)(2) (part 3, below).

2. Effect of the “Pay-Wen-Paid’” Provision on Setoff Rights

M&T and the I RS argue that the “pay-when-paid” provision in the
M&T/ Capital Purchase Order defeats Singleton's alleged right of
setof f against M&T. As discussed above, the “pay-when-paid”’
provi sion acts as a condition precedent to M&T's liability to
Capital, but does not affect Singleton and F&D s obligations to
Capital pursuant to the bond.

The purpose of the “pay-when-paid” provision is to shift the

risk of default from M&T to Capital. See Glloway, 464 S.E.2d at

354. Accordingly, there is sone appeal to M&T's argunent that

Si ngl eton could not set off M&T's conditional debt to Capital against
a separate unconditional liability of Singleton to M&T. The

al l owance of such a setoff would in effect transforma conditional
liability into an unconditional one. However, setoff should be
allowed if it does not shift the risk of default to M&T. The
critical question is whether setoff requires M&T to deplete its

resources before having received paynment from Singl eton.
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Here, Singleton seeks to effect collection from M&T of the
amount that M&T conditionally owed Singleton (as Capital’s subrogee)
via setoff at the instant that Singleton pays its obligation to MT,
and, thereby, makes its subrogated cl ai magai nst M&T unconditional .
The “pay-when-paid” condition is unavailable to M&T as a defense
because Singleton is treating M&T as paid by Singleton at the instant
Singleton effects setoff. Although M&T is not actually receiving
payment from Singleton, that is precisely the point of setoff.

Singleton’s right of subrogation is designed to avoid unjust
enrichment. This thus counsels in favor of allowing Singleton to
exercise setoff by placing on the setoff table, with one hand, the
payment owed M&T (thus triggering satisfaction of the “pay-when-paid”’
condition to Capital’s claim while sinultaneously sweeping back,
with the other hand, the paynment now owed to Singleton as Capital’s
subrogee, thereby leaving a zero sumon the setoff table. Even
wi thout a right of subrogation, Singleton's right to restitution
woul d entitle it to paynment from M&T via setoff in order to avoid
unjust enrichnment: it would be unjust for M&T to receive paynent from
Si ngl eton when Singleton had already paid a sumthat, in the absence
of Singleton’s having paid Capital, would, upon the paynment from
Si ngl eton, be owed Capit al

Therefore, the court holds that the “pay-when-paid” provision

does not affect Singleton's right of setoff, because M&T's liability
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under the M&T/ Capital Purchase Order will not be conditional at the

monment of setoff.

3. The Effect of 11 U.S.C. 8 553(a)(2)

M&T and the I RS assert that if Singleton has any subrogated
cl ai ms against M&T they are excepted fromsetoff by 11 U S.C. 8§
553(a)(2). Section 553(a)(2) excepts fromsetoff a claimtransferred
to a creditor after the commencenent of the case or after 90 days
before the date of the filing of the petition while the debtor was
insolvent.® 11 U S.C. 8§ 553(a)(2). They contend that any
subrogated clainms were transferred to Singleton upon paynent to
Capital; and it is undisputed that all of Singleton's paynments to
Capital were made either after the commencenent of the case or after
90 days before the comencenent of the case.

In In re Flanagan Bros., Inc., 47 B.R 299 (Bankr. D.N.J.

1985), a contractor was obligated pursuant to a bond to pay the claim
of its subcontractor’s unpaid supplier. The court concluded that a

claimis not transferred within the neaning of 8 553(a)(2) when it is
acqui red pursuant to a direct |egal obligation. 1d. at 303. Accord,

In re Jones Truck Lines, Inc., 196 B.R 123, 127 (Bankr. WD. Ark.

1996); ln re Corland Corp., 967 F.2d 1069, 1078 (5'" Cir. 1992).

18 For purposes of Section 553, the debtor is presuned to be
i nsol vent on and during the 90 days i nmmedi ately precedi ng the date of
the filing of the petition. 11 U S.C. 8§ 553(c).
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Accordingly, the court held that if the contractor paid the supplier,
state law and 8 553 would allow it to set off that anmpunt against its
i ndebt edness to the subcontractor’s bankruptcy estate. Flanagan, 47

B.R at 303. See also Inre E & D Elec. Co., 68 B.R 3 (Bankr. S.D.

M ss. 1986) (contractor can set off agai nst bankruptcy estate of
subcontractor any post-petition paynents it makes to subcontractor’s
unpai d suppliers pursuant to a surety bond).

The court in Flanagan reasoned that the purpose behind §

553(a)(2) was to prohibit trafficking in claims in order to acquire a

set of f against a bankruptcy estate. |If not for 8 553(a), a creditor
of the estate mght sell its claimat a discount to a party liable to
the estate for a prepetition debt. However, when postpetition

paynents are made pursuant to a direct |egal obligation entered into
prepetition such claimtrafficking is not at issue. Flanagan, 47

B.R at 303. See al so Jones, 196 B.R at 127.
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The court was al so concerned that it would be inequitable to
require a contractor to pay twice (once to the subcontractor and once
to its suppliers) while providing the subcontractor with a w ndfall
(receiving paynent from contractor and having liability to suppliers

extingui shed). Flanagan, 47 B.R at 303. See also Jones, 196 B.R

at 127-28; E & D Elec. Co., 68 B.R at 4.

M&T and the I RS argue that these decisions are contrary to the
pl ai n | anguage of 8 553(a). Although the court would hesitate to
rely upon argunents of equity and |l egislative intent that run counter
to the plain | anguage of the statute, here the court finds no such
conflict.

Capital had a prepetition claimagainst M&T, and Si ngl eton had
a contingent liability to Capital upon issuance of the F&D bond.
Accordingly, Singleton had a prepetition contingent claimagainst MT
in the event it paid Capital pursuant to the bond. Section 101(5)(A)
of the Bankruptcy Code defines the termclaimto include a "right to
paynent, whether or not such right is reduced to judgnent,
| i qui dat ed, unliquidated, fixed, contingent, matured, unnmatured,

di sput ed, undisputed, legal, equitable, secured or unsecured."” 11
US C 8 101(5(A). In light of this expansive definition, the court
does not believe that the claim Singleton seeks to set off agai nst

M&T is "transferred” within the nmeaning of 11 U S.C. 8§ 553(a)(2).
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ee Jones, 196 B.R at 127; Corland, 967 F.2d at 1078.1°

Accordingly, the court holds that Singleton has a right of
setof f against MT for all amounts it paid to Capital for equipnent
covered by the Singleton/M&T Purchase Order.?0 The court, however,
must still determne the relative priority between Singleton’s right

of setoff and the IRS tax |ien.?!

9 As the courts in Corland and Jones point out, Section 509(a)
of the Bankruptcy Code specifically authorizes subrogation. 11
U S.C. 8 509(a). See Jones, 196 B.R at 127 ("[p]ostpetition
payments on a guaranty entered into prepetition are eligible for
setoff and are the exact type of paynents contenpl ated by section
509(a)"); Corland, 967 F.2d at 1078.

20 Al't hough Singleton has a right of setoff effective against
M&T (subject to whatever lien rights, if any, are held by the IRS and
the other defendants (see Count I11)), because Singleton did not
exerci se setoff prior to the filing of the bankruptcy petition, it
must move for relief fromthe automatic stay pursuant to 11 U.S.C. 8§
362(d) in order to effect setoff.

2L Singleton takes the position that the court has to decide
the enforceability of the IRSIlevy if it is to deternmne the priority
of the IRS tax liens. Singleton’ s Supplenental Mem (DE No. 122) at
p. 4. The court can properly address the issue of lien priority
bet ween the IRS and Singleton w thout deciding the question of
enf orcenent of the IRS levy. |In contrast to a |ien enforcenment
proceeding, a levy is a provisional renmedy for collection of taxes
t hat does not determ ne who has a superior right in the property
seized. See United States v. National Bank of Commerce, 472 U.S.
713, 721 (1985). Accordingly, it was entirely appropriate for the
| RS to object to discovery regarding its levies, which it does not
seek to enforce in this court.
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B. THE PRIORITY OF THE FEDERAL TAX
LI ENS OVER SI NGLETON' S SETOFF RI GHTS

Section 6321 of the Internal Revenue Code provides in
pertinent part:
| f any person liable to pay any tax neglects or
refuses to pay the sane after demand, the anount .
shall be a lien in favor of the United States upon al
property and rights to property, whether real or
personal , bel onging to such person.
26 U.S.C. 8 6321. This |language "is broad and reveals on its

face that Congress neant to reach every interest in property

that a taxpayer m ght have." National Bank of Comerce, 472

U.S at 719-20 (citation omtted).

1. Wth Respect to the Question of Priority,
Singleton Did Not Have a Security Interest
Such as to be Entitled to Invoke 26 U.S.C. § 6323
in Place of the Generally Harsher Choateness Rule

Absent a statutory provision according a lien priority
over a federal tax lien, the priority of a federal tax lien
vis-a-vis another lien is governed by the common | aw principle

that first intime is first inright. United States V.

McDernott, 507 U. S. 447, 449 (1993). A federal tax lien

attaches to property at the nonent the tax assessnent is

made. 26 U.S.C. 8 6322. The choateness doctrine will not prevent
a conpeting creditor fromdefeating a federal tax lien if that
creditor’s interest is entitled to priority under 26 U S.C. 8§ 6323.

The court first exam nes whether Singleton cones within one of
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the statutory exceptions for “security interests,” and concl udes that
Singl eton had no “security interest.” The court will then turn to
the generally harsher choateness doctrine, and will conclude that
Singleton’s right of setoff did not becone choate before the tax
liens attached to M&T's right to paynent from Singl eton.

Under 26 U.S.C. §8 6323(a), a tax lien “shall not be valid as
against any . . . holder of a security interest . . . until notice
thereof . . . has been filed . . . .” Under 26 U.S.C. 88 6323(c) and
6323(d), certain security interests enjoy nore favorable priority
rules than the general rule of 8§ 6323(a). Under 26 U. S.C. 8§
6321(h)(1):

The term “security interest” means any interest in property

acquired by contract for the purpose of securing paynent or

performance of an obligation or indemifying against |oss or
liability. A security interest exists at any tinme (A if, at
such tinme, the property is in existence and the interest has
become protected under |ocal | aw against a subsequent judgment
lien arising out of an unsecured obligation, and (B) to the
extent that, at such time, the holder has parted with noney or
noney’ s worth.
If Singleton’s setoff rights were an “interest in property acquired
by contract” within the neaning of 26 U S.C. 8 6323(h) (1), then the
court would not need to resort to nmore stringent choateness doctrines
to determ ne whether Singleton's setoff rights are superior to the
federal tax liens.

Al t hough a right of setoff is normally not understood as a

security interest, United States v. BCClI Holdings (Luxenmbourg). S. A,
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941 F. Supp. 180, 186 (D.D.C. 1996), when the right of setoff arises
fromcontract it falls within the definition of a security interest
in 26 U.S.C. 8 6323(h)(1) for purposes of Section 6323(a). Jersey

State Bank v. United States, 926 F.2d 621, 623 (7" Cir. 1991); In re

Bay State York Co., Inc., 162 B.R 922, 932-34 (Bankr. D. WMass.

1993). But see United States v. Sterling Nat’'l Bank & Trust Co. of

New York, 360 F. Supp. 917, 924 (S.D.N. Y. 1973), aff’'d in part &

rev'd in part on other grounds, 494 F.2d 919 (2d Cir.

1974) (suggesting that only security interests under article 9 of the
Uni form Commerci al Code are security interests for purposes of 8§
6323(a)).

Virginia | aw makes clear that the right of setoff here did not

arise fromcontract. In Dickenson v. Charles, 4 S.E.2d at 353,

quoting Kendrick v. Forney, 63 Va. (22 Gratt.) 748, 749, 750, the

court made clear that under Virginia | aw equitable subrogation does
not arise fromcontract:

There is an inplied contract of indemity between the principal
and his surety, which obliges the former to reinburse the

| atter who has paid his debt; and the courts of equity wll
substitute himto the renedi es and securities of the creditor
for his indemity; and this not upon the ground of contract,
but upon a principle of natural justice.

[ Enphasi s added.] In addition, Singleton has not pointed to a
contract with M&T whereby Singleton agreed to be M&T's surety, such
that Singleton’s renmedies of surety (including the right of

i ndemmi fication) could be treated as an inplicit termof a contract
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with M&T as principal obligor. Instead, Singleton s obligations of
suretyship arose froma contract with F&D, and there was no inplicit
contract for M&T to indemify Singleton.

Accordingly, Singleton’s rights of setoff were not “acquired by
contract” as required by 26 U S.C. §8 6323(h)(1). Singleton can point
to no contract by which Singleton acquired a right of setoff.

Singl eton took on an obligation to act as a surety for Capital when
it entered into the bond contract and indemity contract with F&D,
but by those contracts, Singleton did not acquire a right of setoff
agai nst the anounts it owed M&T. Instead, Singleton’s right of
setof f against the ambunt it owed M&T arose purely as an equitable
remedy. Upon paying Capital as it was obligated to do under its
contracts with F&D, Singleton acquired a right to assert a claim
agai nst M&T based on either restitution or by way of subrogation to
Capital’s rights. Both of these clains arise as equitable renedies,
not as rights acquired by contract. Sinultaneously with acquiring

t hose cl ai ns agai nst M&T, Singleton obtained by way of equity a right
to set off the clains against the ampbunts it owed MT

In Bay State, 162 B.R at 932-34, the court used | anguage which
could be read out of context as supporting the proposition that
Si ngl eton shoul d be deemed to have a security interest. |In Bay
State, the court dealt with a surety, Hartford, which had issued a

paynent and performance bond to a subcontractor, BSY, on a
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construction project, and had obtained an i ndemification agreenent
from BSY. When Hartford had to conplete BSY s performance and pay
one of BSY's suppliers, Hartford sought to enforce its claimfor
rei mbursenent agai nst the retainage amobunts owed BSY and held by the
prime contractor. The IRS asserted liens for taxes owed by BSY. The
bond contract and i ndemity agreenment were directly with the
princi pal obligor, BSY, not with sone third party, and BSY agreed
that Hartford as surety would be entitled to recover the proceeds.
The indemity agreenment assigned to the surety, Hartford, all rights
of the taxpayer in its subcontract with the prinme contractor, 162
B.R at 926, and provi ded that

the entire contract price shall be dedicated to the

sati sfaction of the conditions of the bonded .

[i1legible] . . ., plus any proceeds thereof, given under

t he bonded contract shall be inpressed with a trust in the

hands of the Indemmitors [BSY] in favor of the Surety for

t he purpose of satisfying the conditions of the bonded

contract and shall be used for no other purpose until such

condi tions have been fully satisfied.
162 B.R at 927. Although Hartford apparently could not defeat the
| RS based on sinply a contractual right to the funds, Bay State, 162
B.R at 931, the indemity agreenent provided that the surety was to
be entitled to |look to the amunts owed BSY for reinbursenment: this
was an agreement to be secured by the contract proceeds. The court
in Bay State seenms to have reasoned that equitable subrogation nerely

provi ded the vehicle for insuring that this security arrangenment

woul d be perfected under |ocal |aw against a judgnent |lien creditor
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and hence would qualify as a “security interest” having priority over
the IRS |ien.

The I RS argued that Hartford's right to the retainage anmounts
was not a right acquired by contract, but instead a right arising
fromthe right of equitable subrogation. The court viewed the IRS s
position as “overly technical and contrary to its own regul ations.”
Bay State, 162 BR at 933. It observed that “[a]lthough subrogation
rights are not created by contract, . . . they may be acquired by
contract,” and read 26 C.F.R 8 301.6323(c)-3(d)(3) (1993) as
consistent with its view that Hartford had acquired its right by
contract. Bay State, 162 B.R at 934.

This court respectfully disagrees with the Bay State court’s
interpretation of the regulation. That regulation sets forth an
exanpl e which posits that “the agreenent [with the taxpayer K]
provides that S [the surety] is to have a security interest in al
property belonging to K’ and “[u] nder local law S's security interest
in the proceeds of the contract and S's security interest in the
property of K are entitled to priority over a judgnent |lien arising
Decenmber 1, 1971 (the date of tax lien filing) out of an unsecured
obligation.” So § 301.6323(c)-3(d)(3) could not be clearer that the
security interest was created by the contract (and hence that the
security interest was “acquired by contract”).

The court in Bay State may have reasoned that because a
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security agreenent existed and the security interest was perfected by
| ocal |aw (through the vehicle of subrogation) against subsequent
judgnent lien creditors, the case cane within the regulation. There
is a fallacy in such reasoning because it was subrogation operating
al one that gave Hartford a perfected position against judgnent |ien
creditors, with the security interest remaining unperfected under
Massachusetts’ version of the Uniform Comrercial Code: subrogation
did not perfect the security interest; rather, subrogation operated
by itself to give Hartford a perfected claimagainst the property.
As recogni zed by 26 U S.C. 8 6323(i)(2), an entity may be subrogated
under local law to the rights of another with respect to a lien or
i nterest, and upon such subrogation is entitled to assert those
rights against a tax lien. The rights Hartford asserted via
subrogati on were the interests of the owner and of BSY' s nmaterial nen
and workers in the retained fund, not its own security interest.
Al t hough Hartford m ght have been subrogated to whatever security
interest the owner and the material mnren and workers had (see 26 C. F. R
8§ 6323(i)-1(b)(2) (exanple 2)), it was nost assuredly not subrogated
to its own unperfected security interest: subrogation by definition
is succeeding to the rights of another, not to your own rights.

Even if Bay State were correctly decided, it could not be
extended to a case in which the taxpayer never entered into a

contract with the surety for the surety to have a security interest
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in the proceeds owed the taxpayer on a subcontract. The court thus
concl udes that Singleton had no security interest as defined by §
6323(h)(1).2

3. Priority Under the Choateness Rule of the
Federal Tax Liens Over Singleton’'s Setoff Rights

The statutory priority rules contained in 26 U S.C. § 6323 have

a “purpose . . . ‘of protect[ing] third persons against harsh
application of the federal tax lien.”” See MDernmott, 507 U S. at
461 (dissenting opinion) (citation omtted). It is not surprising

t hat Singleton cannot take priority under the non-statutory doctrine
of choat eness.

Under the federal common | aw of choateness, a state-created
lien is deemed to be in existence for “first in time” purposes when
it is “perfected” or “choate”; that is, when the “‘identity of the
i enor, the property subject to the lien, and the anount of the lien
are established.”” MDernott, 507 U.S. at 449 (citations omtted).

See also United States v. Central Bank, 843 F.2d 1300, 1307 (10th

22 The court will not address the academ c question of whether
Singleton, had it had a security interest, could take priority under
26 U.S.C. 88 6323(a) (general provision for when security interest
takes priority), 6323(c)(4)(B) (special rule for obligatory
di sbursenent agreenents), 6323(c)(4)(C) (special rule for surety),
6323(d) (45-day period for making disbursenents), and 6323(h) (1)
(defining when a security interest is in existence), as interpreted
in 26 C.F.R 88 301.6323(c)-3(c), 301.6323(d)-1(b) (exanple 2),
301.6323(h)-1(a) (1) (property in existence), 301.6323(h)-1(a)(2)
(protection agai nst subsequent judgnent |ien), and 301.6323(h)-
1(a)(3) (nmoney or noney’s worth).
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Cir. 1988). Choate liens take priority over later filed federal tax

liens, while inchoate |iens do not. Horton Dairy, Inc. v. United

States, 986 F.2d 286, 291 (8" Cir. 1992) (citations omtted). Wile
t he choateness doctrine is irrelevant when 26 U . S.C. § 6323 accords a
lien priority over a federal tax lien, the doctrine of choateness
neverthel ess still applies when 8 6323 is silent regarding priority.

See, e.qg. Burrus v. OCklahoma Tax Conm ssion, 59 F.3d 147 (10! Cir.

1995) (giving state tax lien priority under choateness doctrine). 23
Because 26 U.S.C. 8 6323 does not address the priority of rights of
setoff arising other than by contract, the choateness doctrine nust
be brought to bear to decide whether a right of setoff arising based
on equitable principles should be accorded priority over a federal
tax lien.

A non-contractual right of setoff is not exenpt fromthe

federal requirenment of choateness. See Central Bank, 843 F.2d at

1310 (in order for a bank’s right of setoff against a taxpayer’s
account to be choate three steps are necessary: (1) the decision to
exercise the right; (2) some action that acconplishes the setoff; and
(3) sone record that evidences the exercise of the right); Horton
Dairy, 986 F.2d at 291 (“[a]n unexercised right of setoff cannot

defeat a government tax lien”); United States v. Bank of Celina, 721

23 Not at issue is whether choateness has a role in
interpreting how 26 U.S.C. §8 6323 itself ought to be applied.
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F.2d 163 (6'" Cir. 1983); Peoples Nat’'l Bank v. United States, 777

F.2d 459 (9'h Cir. 1985); United States v. Cache Valley Bank, 866

F.2d 1242 (10th Cir. 1989). See also J.A. Wnne Co., Inc. v. R D.

Phillips Constr. Co., 641 F.2d 205 (5'" Cir. 1981) (federal tax |levy

defeats contractor where there was no evi dence contractor exercised
contractual right to withhold progress paynents from taxpayer before

receiving levy); BCCl Holdings, 941 F. Supp. at 180 (right of setoff

is not self-executing). But see Pittsburgh Nat’'l Bank v. United

States, 657 F.2d 36 (3d Cir. 1981) (taxpayer did not have property
interest in bank account to which tax | evy could seize where state
| aw effected an “automatic setoff” that extinguished taxpayer’s
interest in account).

Most of the above-cited cases concern a bank’s right of setoff
agai nst a taxpayer’s bank account. Should progress paynments be
treated differently than bank accounts for determ ning when a right
of setoff is choate? Unlike progress paynents, the taxpayer
generally has free access to his bank account until setoff is

formal |y exercised. But see Texas Commerce Bank-Hurst, N. A V.

United States, 703 F. Supp. 592 (N.D. Tex. 1988) (right of setoff is

i nchoate even though bank put adm nistrative hold on taxpayer’s
account).
For purposes of analysis, the court will disregard the rule of

choateness in the context of bank setoff that requires exercise of
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the right of setoff to make it choate. Under the general rule of
choat eness, Singleton’ s right of setoff did not becone choate until
after the IRS tax liens had arisen. Capital did not make a fornmal
demand for paynment from Singleton and F& until|l Decenber 27, 1994,
after the tax liens had arisen. Singleton did not nmake its first
payment to Capital until Decenber 30, 1994.

As di scussed above, a security interest is inchoate until the
identity of the lienor, the property subject to the lien, and the
amount of the lien are established. At a mninum Singleton s right
of setoff was inchoate until Capital demanded paynment from Singl eton
and F&D. Mbreover, until Singleton paid Capital, the amount of the
setof f was not established. Indeed, as |ate as Novenber 30, 1994,
Singleton was delivering a check to Capital nade payable to M&T which
Capital then asked M&T to endorse to Capital. So Singleton s own
conduct shows that it had not yet chosen to treat setoff as already
i n existence.

In either case (whether choateness occurred when Capital
demanded paynment from Singleton and F&D or when Singleton actually
paid Capital), Singleton’s right of setoff was inchoate at the tine
the | ast notice of federal tax lien was filed and, therefore, each
tax lien (which arose at an even earlier date upon assessnent) takes
priority over Singleton’ s right of setoff. Wen Singleton finally

paid Capital, Singleton’s subrogation--upon paying Capital--to
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Capital’s rights related, under Virginia law, back in tine to when
Si ngl eton becane a surety via execution of the F& bond. Dickenson

v. Charles, 4 S.E. 2d at 353-55. The paynent of Capital, however,

came too |late under the federal choateness doctrine: in the neantine
the tax liens had attached and their priority could not be undone by

state |law rel ati on-back doctri nes. United States v. Security Trust &

Sav. Bank of San Diego, 340 U.S. 47, 49 (1950); Bank of Nevada V.

United States, 251 F.2d 820, 824-825 (9" Cir. 1957) (bank’s right of

setoff arising froma debt not in existence when tax |iens arose
coul d not achi eve choateness to defeat tax lien via treating setoff
as relating back to date of contract with depositor).

Singleton’s right of setoff with respect to anobunts owed for
equi pnent delivered after it had made its first paynment to Capital is
junior to the tax liens. Even if the setoff right and the tax |iens
are viewed as attaching at the same tinme to accounts payabl e arising
after Singleton first paid Capital, the tax liens take priority.
McDernott, 507 U. S. at 453-55 (rule applies even in the case of §
6323(a)) and particularly at 454 n. 7 (“Parity may be, as the dissent
says, a ‘well recognized common-law rule,’” [citation omtted] but we
have not hitherto adopted it as the federal law of tax liens in 127

years of tax lien enforcement.”); MDC Leasing Corp. v. New York

Property Ins. Underwriting, 450 F. Supp 179, 181-82 (S.D.N.Y.),

aff'd, 603 F.2d 213 (2d Cir. 1978); United States v. G aham 96
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F. Supp. 318 (S.D. Cal. 1951), aff'd sub nom California v. United

States, 195 F.2d 530 (9th Cir.), cert. denied, 344 U. S. 831 (1952).
This is even the rule under 8§ 6323(a).

Si ngl eton could have protected itself: when it negotiated its
contract with M&T, Singleton could have insisted that the witten
contract contain a condition that nothing would be owed M&T if M&T
was in default of paying its supplier. However, it failed to take
that step. Singleton and F&D argue that Singleton had a right of
recoupnent. However, as cases they cite recognize, recoupnment means
“the right of the defendant to have the plaintiff’s nonetary claim
reduced by reason of sone claimthe defendant has agai nst the
plaintiff arising out of the very contract giving rise to the

plaintiff’s claim” Thonpson v. Board of Trustees, 182 B.R 140, 146

(Bankr. E.D. Va. 1995), quoting First National Bank of Louisville v.

Master Auto Serv. Corp., 693 F.2d 308, 310 n.1 (4! Cir. 1982).2%

24 See also National Bank & Trust Co. at Charlottesville v.
Castle, 85 S.E.2d 228, 234 (Va. 1955) quoting Burk’'s Pleading and
Practice, 4'" ed., § 247, p. 438 (“Recoupnent . . . is the right of
t he defendant to cut down or dimnish the claimof the plaintiff in
consequence of his failure to conmply with sonme provision of the
contract sought to be enforced, or because he has violated sone duty
i nposed upon himby law in the maki ng or performance of that
contract.”). Castle does not aid Singleton. That case involved a
subcontractor whose contract with the general contractor provided for
t he subcontractor to assune toward the general contractor al
obligations that the general contractor assumed toward the owner.
The general contractor had agreed with the owner that the general
contractor was |liable for claims for materials furnished for the
bui I ding. When the subcontractor failed to pay its material nen, the
general contractor was entitled to invoke the provision in the
contract as a recoupnent defense agai nst paying the subcontractor’s
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Here, Singleton relies on obligations to Capital based on a bond and
a guarantee, whose satisfaction gave rise to a right of subrogation
to Capital’s rights. In asserting a right of setoff, Singleton
relies on Capital’s contract with M&T, not on its own contract with
M&T. These separate transactions give rise to a right of setoff, not
recoupnent . ?®

Nevert hel ess, Singleton may have defenses based on contractual
provisions (in its own contract or in Capital’s) that were not
reduced to witing, the issue to which the court turns in part VIII.
However, first the court addresses in parts VI and VIl the argunents
t hat even wi thout such contractual provisions, M&T had no property
right in the amounts owed it under Singleton’s Purchase Order, and
that, in any event, under surety principles Singleton was subrogated

to M&T' s rights.

VI

M&T' S PROPERTY | NTEREST | N AMOUNTS | T EARNED

Si ngl eton contends that it is unnecessary for the court to

address the question of lien priority because M&T does not have a

assi gnee. Singleton cannot point to any simlar provision in its
Purchase Order to MT.

2 |In a change order, Singleton |ater charged M&T for |abor MT
failed to performas required by the Singleton/ M&T Purchase Order.
That does constitute a case of recoupnent reducing the total contract
ampunt owed M&T. Simlarly, Singleton is entitled to a credit for a
paynment for |abor that it paid the RS pursuant to the IRS s | evy.
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property interest in the part of the Singleton/ M&T Purchase Order
proceeds that are subject to its right of setoff. The court
concludes that, unless there was a contractual provision to the
contrary, M&T' s claims against Singleton are property of the estate,
Virginia | aw having neither inposed a trust for material nen on
ampunts owed a sub-subcontractor (here, M&T) by a subcontractor
(here, Singleton), nor accorded a subcontractor |ike Singleton
protection, beyond a right of setoff, against having to pay both the
sub- subcontractor (here, M&T) and the sub-subcontractor’s material man
(in contrast to the protection accorded by Virginia statute to an
owner of only having to pay once for the work done on the owner’s
bui | di ng) .

In Aquilino v. United States, 363 U.S. 509, 512 (1960), the

Suprene Court stated that “[t]he threshold question in this case, as
in all cases where the Federal Governnent asserts its tax lien, is
whet her and to what extent the taxpayer had ‘property’ or ‘rights to
property’ to which the tax lien could attach.” Because the Internal
Revenue Code does not create property rights, this threshold question
is controlled by applicable state law. [d. at 513. However, once a
court determ nes that a taxpayer has property or rights to property
under state |law, the consequences are governed by federal law. 1d.

at 513. See also Central Bank, 843 F.2d at 1304.

Therefore, at least as an initial matter, the extent of M&T' s
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property interest in the Singleton/ M&T Purchase Order proceeds mnust
be determ ned in accordance with the law of Virginia, the site of the

Dull es Project. See G assman Constr. Co., Inc. v. Fidelity and

Casualty Co., 356 F.2d 340, 342 n.5 (D.C. Cir. 1966), cert. denied,

384 U.S. 987 (1966).

A.  BASES OF DECI SI ONS FI NDI NG NO PROPERTY RI GHT | N TAXPAYER

There are several different bases upon which courts have relied
in holding that under applicable state | aw a taxpayer did not have a
property interest in contract proceeds to which a federal tax lien

coul d attach. At issue in United States v. Durham Lunber Co., 257

F.2d 570 (4" Cir. 1958), aff’'d, 363 U S. 522 (1960), was whether a
federal tax lien had priority over the clainms of unpaid
subcontractors to contract proceeds in the hands of the owner. The
court ruled that the general contractor had no right to the contract
proceeds which were subject to seizure under the tax |ien because of
provisions in North Carolina’s mechanics’ lien statute which
effectively denied a contractor any right to contract proceeds until

its material nen had been paid.? Accordingly, the court held that

26 North Carolina |law required a general contractor to file
with the owner a statenment of all suns due subcontractors before
bei ng paid, and the owner was directed to pay such suns directly to
t he subcontractors. |In addition, a subcontractor could notify the
owner directly, and if he did so, he would have a lien upon the
i mproved property and an i ndependent cause of action against the
owner. After such notice, the owner could not reduce his liability
to the subcontractor by paynment to the general contractor, but as
agai nst the general contractor could take credit for any paynents
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the tax lien did not attach to the contract proceeds.

made to subcontractors. Dur ham Lunber, 257 F.2d at 573.
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Ot her courts have held that a contractor does not have a
property interest in progress paynents to which a federal tax lien
can attach where state |aw i nposes a trust on such funds for the

benefit of unpaid subcontractors. See Aquilino v. United States, 176

N. E. 2d 826, 832 (N. Y. 1961) (on remand fromthe U S. Suprenme Court,
court holds that pursuant to the New York trust fund statute
contractor/taxpayer does not have a sufficient beneficial interest in
noney due from owner under construction contract to which a federal

tax lien can attach). See also Selby v. Ford Mdotor Co., 590 F.2d

642, 644 (6'h Cir. 1979) (court determnes in preference action that
contractor does not have a sufficient beneficial interest in funds
subject to the Mchigan Builders Trust Fund Act to constitute

property of the estate); Inre D& B Elec., Inc., 4 B.R 263, 270

(Bankr. WD. Ky. 1980) (Kentucky trust fund statute); Universal

Bonding Ins. Co. v. Gttens and Sprinkle Enter.., Inc., 960 F.2d 366

(39 Cir. 1992) (New Jersey trust fund statute).

Still other courts have concluded fromthe rel evant contract
ternms that the contractor’s property interest in progress paynments is
limted to the ambunt remaining after deducting the clainms of unpaid

subcontractors. See Fidelity and Deposit Co. of M. v. New York City

Hous. Auth., 241 F.2d 142 (2™ Cir. 1957) (federal tax lien defeated

by contract termrequiring as a condition precedent to paynment proof

that the taxpayer had satisfied the clains of its |aborers and
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mat erial men); B.F. Goodrich Co. v. Sincto, Inc., 406 F. Supp. 200, 201
(MD. Ga. 1976) (federal tax lien defeated by contract terns requiring
contractor to pay for all |abor and materials and allowi ng owner to
deduct any sum necessary to settle outstanding obligations of the

contractor); In re Arnold, 908 F.2d 52 (6'" Cir. 1990). But see J. A

nne, 641 F.2d at 209 (where the contractor had not exercised its
contractual right to withhold progress paynents to the taxpayer until
after receiving the notice of tax levy the taxpayer had an interest
in the progress paynent to which the IRS | evy could attach).
However, courts have refused to accord priority to unpaid
subcontractors where state | aw or applicable contract terns do not
limt a taxpayer’s property interest in progress paynments. See

| ndi ana Lunbernmans’ Miut. Ins. Co. v. Construction Alternatives, Inc.,

161 B.R 949 (S.D. Chio 1992) (court holds that under OChio |l aw I RS
tax lien attaches to contract proceeds ahead of unpaid
subcontractors, rejecting argunent that cases deci ded under M chi gan,
Tennessee and Kentucky | aw create | egal precedent for inposing a

constructive trust); In re Service Corp. of America, 115 B.R 602

(Bankr. M D. Tenn. 1990) (court rules in favor of IRS tax lien
because Tennessee | aw and the contract ternms did not limt taxpayers

right to paynent). See also D & B Elec., 4 B.R at 269 (court holds

that contract proceeds are not property of the estate, but warns that

“[wlhile we seize upon the public policy rationale . . . we observe

57



that the strength of that reasoning would be attenuated in the
absence of a statute fromwhich a trust fund could be inferred. Put
sinply, we as a bankruptcy court nust interpret, not make, state

law’) .

B. SINGETON S RELI ANCE ON KARNO- SM TH

Si ngl eton argues in favor of a broader proposition: whenever a
contractor has a legal duty to pay the clainms of its subcontractor’s
unpai d suppliers, the subcontractor’s property interest in contract
proceeds in the hands of the contractor is reduced by the total

amount of such clains. Singleton cites Karno-Smith Co. v. Ml oney,

112 F.2d 690 (39 Cir. 1940), in support of this proposition.?’

In Karno-Smith, the court determ ned that under New Jersey | aw

a contractor had a right of setoff against an insolvent subcontractor
where the contractor is obligated under a bond to pay the
subcontractor’s material men. The court then held that the
subcontractor did not have a right to the funds in the hands of the
contractor to which the tax lien or levy could attach. The court

went on to state as foll ows:

27 See also Hall v. U.S., 258 F. Supp. 173 (S.D. M ss. 1966)
(court holds that contract proceeds belong to unpaid supplier of
del i nquent taxpayer where contractor and its surety are obligated to
pay the supplier under a bond); United States v. Hanpton Garnent Co.,
1971 W 347 (S.D.N Y. 1971) (in remanding the case, the court states
that it doubts clothing conpany assuned unequi vocal liability to pay
its contractor where it was al so obligated to pay the contractor’s
unpai d | aborers).
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We think the equities of the case are clearly with the
plaintiff. It finds itself in a dilemm forced upon it by the
law. Under its contract it is obligated to its subcontractor
and under its bond it nmust pay the latter’s unpaid debt to its
mat eri al mn. The two obligations arise out of the sanme
transaction, but paynent of the subcontractor’s taxes pursuant
to the collector’s Ievy and demand will not and cannot

di scharge the obligation to the subcontractor’s materi al nan
whi ch the statutory bond i nposes upon the plaintiff. Under
these circunstances it would be manifestly inequitable to
enforce both obligations . . . . We think it clear that in a
case of this kind the rights of the collector rise no higher

t han those of the taxpayer whose right to property is sought to
be I evied on.

Karno-Smith, 112 F.2d at 692.

This court, however, does not agree that the case |aw supports
t he broad proposition advocated by Singleton. First, as discussed
above, the extent of a taxpayer’s property or right to property is
determ ned by applicable state | aw, which evidently varies greatly

fromstate to state. Karno-Smth was deci ded under New Jersey | aw

not Virginia law, and, otherwi se, is not controlling precedent upon
this court.

Second, the court does not agree with the proposition that the
RS rights can rise no higher than the taxpayer’s. That argunent
nm sses the point that the RS s rights, unlike the taxpayer’'s, are
governed by federal law once it is determ ned that the taxpayer has a
property interest under state law to which the federal tax lien can

attach. 28

22 |t is unclear whether the court in Karno-Smith relied upon
the right of setoff or state property law in reaching its concl usion.
As di scussed above, this court does not believe an inchoate right of
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Third, the court is not convinced that the equities are always
agai nst inmposing double liability. 1In this case, although Singleton
may have been required to provide a bond, it could have protected

itself by one of several contractual devices (e.g., requiring M&T to

provide a bond). The related argunent that M&T will receive an
unjust windfall is a false one; M&T's liability to Capital will not
be extingui shed, but, rather, Singleton will subrogate to Capital’s
cl ai m against M&T. The real issue is whether Singleton will receive

t he sanme distribution on its subrogated claimas general unsecured
creditors or benefit froma preferred | egal status. That Singleton
woul d be protected fromdouble liability because of a right of setoff
if not for the federal tax lien is sinply a reflection of the favored
status of such liens under federal |aw

Fourth, the court believes that Singleton s enphasis upon
whet her a contractor has a direct |egal obligation to its
subcontractor’s unpaid suppliers is msplaced. Upon satisfaction of
t hat obligation, the contractor will be subrogated to the supplier’s
rights. The critical question is whether the supplier had a right to
t he contract proceeds that displaced the subcontractor’s ownership of
the right to the proceeds. The supplier may have had such a superior
ownership of the contract proceeds owed the subcontractor, but only

if the contract or applicable state |aw so provides. Oherw se, the

setoff is effective against a prior federal tax lien.
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contractor is limted to a right of setoff; and, as discussed above,
the right of setoff is ineffective against a federal tax lien that
arose before the right of setoff became choate (or, if the right of
setoff could be treated as acquired by contract, before the right of
setoff qualified as a security interest in existence under 26 U.S. C.

§ 6323(h)(1)).

C. CASES DECLI NI NG TO ACCORD THE TAXPAYER NO PROPERTY RI GHT

State | aw does not always give a subcontractor’s suppliers an
ownership interest, ahead of the subcontractor, in contract proceeds

owed the subcontractor. The case of Randall v. Col by, 190 F. Supp.

319 (N.D. lowa 1961), is instructive in understanding the proper

boundari es of Durham Lunber and the other decisions di scussed above.

In Randall the court considered the priority of two mechanics lienors
and the RS to contract proceeds in the hands of the owner. Under
the lowa nechanics |lien statute, an owner had the right to w thhold
payment from the general contractor for sixty days after the
conpletion of the project unless the general contractor supplied the
owner with a bond or lien waivers. 1d. at 331-32.

The court held, first, that the owner is entitled to deduct
fromthe contract proceeds its damages for breach of contract by the
general contractor. |d. at 324-25. The court held, second, that the
mechanics lienor who filed its lien within sixty days after

conpl etion of the project should be paid ahead of the United States.
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ld. at 332. The court held, third, that the mechanics |ienor who
filed its lien nore than sixty days after the conpletion of the
proj ect should not be paid ahead of the United States. The court
expl ai ned that:

in cases involving conpetition between a Federal tax lien and
conpeting clainms of subcontractors, if, follow ng the com ng
into existence of a tax lien, there is an open period during
whi ch the owner cannot take credit for the clainms of the
subcontractors against the contract price, the Federal tax lien
attaches at that tinme ahead of the claimof the subcontractors.
Under lTowa |law it would seemthat, where nore than sixty days
have el apsed since the conpletion of a building and no
mechanic’s |iens of subcontractors are on file, there would be
an open period at which time a pre-existing Federal tax lien
agai nst the Contractor would attach to the bal ance due, and

t hat having so attached it would have priority over
subcontractors’ nechanic’s liens subsequently filed.

Id. at 336.

The court agrees with the analysis in Randall that a pre-
existing federal tax lien will attach to progress paynents if there
is any point in time when the taxpayer has a right to those paynents
under the contract and applicable state law. 1d. at 337. Upon
assessnment, federal tax liens attach immediately to any property or

right to property of the taxpayer. 26 U.S.C. 8 6322; Texas Ol and

Gas Corp. v. United States, 466 F.2d 1040, 1052, cert. denied sub

nom Pecos County State Bank v. United States, 410 U. S. 929 (1973).

See also United States v. Safeco Ins. Co., 870 F.2d 338, 341 (6!"

Cir. 1989) (“The fact that a taxpayer’s ‘right to property’ may be

restricted or his enjoynent postponed does not prevent attachnent.”)
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(citations omtted). The one caveat in the case of progress paynents
is that the IRS has no right to the paynents until the taxpayer has
earned them (that is, until the taxpayer has fulfilled its
obl i gati ons under the contract and applicable state | aw).

Mor eover, once the federal tax lien attaches to property the

consequences are governed by federal |law. See Cache Valley Bank, 866

F.2d at 1244. Under federal law, courts have refused to allow prior
federal tax liens to be defeated by provisions recognized by state

| aw t hat divest a taxpayer’s right to property.? Therefore, the
essential question is not whether the taxpayer would have a right to
the progress paynments absent the federal tax lien, but, rather,

whet her the taxpayer had a right to the paynents at any tinme after
the federal tax |ien arose. Nor does this analysis conflict
with the decisions discussed above in which a federal tax lien was
def eated by the clainms of unpaid subcontractors. 1In all of those
cases, there was never a point in tim when the taxpayer had a right

to the contract proceeds, either because the taxpayer had breached

29 See Bank of Celina, 721 F.2d at 169 (“That the funds at
i ssue becanme the bank’s property under state | aw does not, however
answer the question of whether the tax lien followed the property

into the bank’s hands . . . . Although state |aw controls the issue
of whether property exists to which a tax lien may attach in the
first instance, federal law . . . governs the question of how far an

attached tax lien follows encunbered property. The district court
correctly held that the government’s lien entitled it to the nonies

."); United States v. Riggs Nat’'l Bank, 636 F. Supp. 172 (D.D.C
1986) (forfeiture provision nay be effective against ordinary
creditors, but it cannot defeat an IRS assessnent).
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the terms of the contract or state | aw denied the taxpayer any right

to paynment.

D. VIRGNA LAW GAVE M&T A PROPERTY RI GHT

Accordingly, the court nmust determine if there was any point in
time after the federal tax liens arose that MT had a right to
payment under the Singleton/ M&T Purchase Order. However, for
pur poses of this discussion, the court is not concerned wth whether
M&T materially breached the ternms of the Purchase Order; nor is the
court concerned with Singleton’s right of setoff (which becane choate
only after the tax liens attached to any anmount owed MT). Instead,
the court is seeking to determ ne whether the terns of the Purchase
Order or Virginia law required M&T to satisfy the clainms of Capital
before it would have a right to paynment from Singleton

First, although the witten Purchase Order provides that “5%
shall be retained until approval of Operation and Mai ntenance
manual s,” it otherw se does not contain a single provision that even
arguably mght Ilimt MT s right to paynment until it paidits
suppliers. Absent the adm ssibility of contrary parol evidence, the

terms of the witten Purchase Order clearly distinguish this case

fromthe holdings in Fidelity and Deposit Co., 241 F.2d at 147, and

B.F. Goodrich Co., 406 F. Supp. at 202.

Second, none of the parties have clainmed that nmechanics’ |iens

were filed against the construction site, pursuant to Va. Code Ann. 8§
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43-3, or that personal liability was inposed upon the owner or
general contractor, pursuant to Va. Code Ann. 8§ 43-11. Moreover, the
court has doubts about whether the Virginia nechanics’ lien statute
is even applicable to the Dulles Project, in |light of the fact that
the WMAA is a public entity created pursuant to a conpact

between Virginia and the District of Colunmbia. See Hechinger

v. Metropolitan Washington Airports Auth., 36 F.3d 97 (D.C

Cir. 1994), cert. denied, 513 U. S. 1126, 115 S.Ct. 934 (1995). In

any case, the Virginia nmechanics’ lien statute does not
contain the stringent protections found in the controlling

statute in Durham Lunber, 363 U.S. at 525.

Third, Virginia |law does not contain a trust fund statute for

the benefit of unpaid suppliers. See Kayhoe Constr. Corp. v. United

Virginia Bank, 257 S.E.2d 837, 839 (Va. 1979) (although Va. Code Ann.

8 43-13% “creates a noral obligation, it contains no | anguage
creating a legal trust for the benefit of material men and

| aborers.”); Vansant and Gusler, Inc. v. Washington, 429 S.E. 2d 31

(vVa. 1993); Perrin & Martin, Inc. v. United States, 233 F. Supp.

1016, 1020 (E.D. Va. 1964) (under Virginia law “a materi al mnan who had
not perfected his lien was sinply a general creditor of the

subcontractor who had ordered the materials”).

30 Va. Code Ann. 8§ 43-13 is a crimnal statute prohibiting
contractors fromusing contract proceeds for a purpose other than to
pay those providing | abor and material to the construction project.
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In Aen Constr. Co., Inc. v. Bank of Vienna, 410 F. Supp. 402,

406 (E.D. Va. 1976), rev'd on other grounds, 557 F.2d 1050 (4" Cir.

1977), the court considered whether a subcontractor had a property
interest under Virginia law in contract proceeds to which federal tax
liens could attach. The court held that the federal tax |iens had
priority over the clains of the subcontractor’s unpaid suppliers to
t he subcontract proceeds in the hands of the general contractor. The
court expl ai ned:
Virginia | aw does not provide that funds retained by a
contractor from paynents made by the owner and owing to the
sub-contractors are held in trust for the benefit of the sub-
contractors. Fromthis, the Court further holds that the
theory that Scott Kurt has no property interest in the
interpleaded funds is refuted. Therefore, Scott Kurt did have

an interest in the fund due fromden to which the Gover nnent
could attach its lien.

ld. at 406. See also Perrin & Martin, 233 F. Supp. at 1019-20

(federal tax liens have priority over the clains of an unpaid

material man to interpleaded contract retainages)®; Ripley v. United

States, 71 A.F.T.R 2d 1733 (E.D. Va. 1993), aff’'d sub nom Ripley v.

Bailey, 27 F.3d 563 (4" Cir. 1994) (the court held that federal tax

l'iens have a priority over unpaid material men with unperfected

31 However, it is worth noting that the court in Perrin &
Martin stated as follows: “Perrin & Martin [contractor] were not
personally liable to Clark [taxpayer’s unpaid supplier]. It is this
factual distinction which causes the case to differ from United
States v. Durham Lunber Conpany . . . .” Perrin & Martin, 233 F.
Supp. at 1019. However, the court did not opine whether Virginia
woul d apply the rule of Durham Lunmber had the factual distinction not
exi st ed.
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mechani cs’ liens, and rejected the argunent that Virginia | aw i nposed
an equitable lien in favor of unpaid | aborers).

Singl eton responds that 3 en Construction Co. is inapposite,

because the general contractor in that case did not have an
i ndependent | egal obligation to satisfy the clainms of unpaid

suppliers. Instead, Singleton suggests that the case of Nicholas v.

Mller, 30 S.E.2d 696 (Va. 1944), is nore directly rel evant.

In Nicholas, the owners of inmproved property had entered into a
written guarantee agreenment with a supplier of the general contractor
and were al so confronted with nechanics’ |iens from other unpaid
suppliers. The court held that the nmechanics’ |ienors recovery was
l[imted to the ampbunt in the hands of the owners after deducting the
sum owed pursuant to the guarantee agreenent. The court expl ained
t hat an owner was protected by the “well-defined | egislative policy
in Virginia . . . that generally the extent of liability of the owner
to a subcontractor or subcontractors is limted to the anmount the

owner is indebted to the general contractor at the tinme notice to the

owner is given by the subcontractor or subcontractors.” N cholas, 30
S.E.2d at 697. In other words, an owner “is required to pay for the
bui | di ng but once.” 1d.

The court concluded that a “subcontractor can, by nutual
agreenment with the owner, still have the |atter guarantee his

account, and if the owner does so, he is entitled to deduct the
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ampunt so guaranteed fromthe contract price, both as against the
general contractor and the other subcontractors.” 1d. at 698.
Moreover, the court found this to be true even if “it would result in
a preference of one subcontractor over another.” 1d. *

However, this court is not convinced that N cholas is
controlling precedent in the present case. The owners in Nichol as
were protected by a “well-defined |egislative policy in Virginia”
that ensured that they only paid once for the inprovenents to their
real property.3 NMoreover, the guarantee agreenment in N chol as
bet ween the owner and the supplier was nade with the consent of the

general contractor. 1d. at 699. See also Thomas & Co. v. M Caul ey,

130 S.E. 396, 397-98 (Va. 1925) (relied upon in N cholas, the
deci sion specifically noted that the owner’s guarantee “was nade with
the full know edge, acqui escence and approval of Lang [the
contractor]”).

In addition, Singleton’s liability to Capital is not based upon
the Virginia mechanics’ lien statute, but, rather, the Fidelity
payment bond; and no “well-defined |egislative policy in Virginia”

protects sureties fromdouble liability. In Vulcan Materials Co. V.

32 The court enphasized that this result was especially
appropri ate when the guaranty was needed to conplete the buil ding.
ld. at 698.

3 Virginia s existing nechanics’ lien statute simlarly
protects owners’ from paying nore than once for the inprovenments to
their real property. See Va. Code Ann. 88 43-7, 11.
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Betts, 315 F. Supp. 1049, 1053 (WD. Va. 1970), the court held that
under Virginia |law a general contractor that has paid its
subcontractor the amount due under the contract is not relieved of
its liability to the subcontractor’s unpaid supplier under a surety

bond. See also Noland Co. v. Wst End Realty Corp., 147 S.E.2d 105,

110 (Va. 1966) (“paynments by Kayhoe [general contractor] operated to
di scharge only the liability to its subcontractors and not the
liability to pay for all |abor and materials incurred under the prine
contract and the bond”).

In In re Sinicrope, 21 B.R 476, 478 (Bankr. WD. Va. 1982),

the court considered the relevance of the Virginia mechanics’ |ien
statute to the liability of a surety. The court stated that “[t] he
l[imtation of the owner’s liability to the anount renmining unpaid
under the contract in no way affects the liability of the surety.
The statutory limtation of the owner’s liability is designed to
relieve the owner of the possibility of having to nake doubl e paynent
under the contract . . . . The subcontractors are entitled to the
full value of the work performed or nmaterials supplied on the
project. Either the principal or the surety nmust make t hem whole.”
Id. at 478.

Mor eover, the Supreme Court of Virginia has made clear in
several instances that a contractor and its surety can protect

t hemsel ves from double liability by requiring bonds (or presunmably
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sonme ot her contractual device) fromthe contractor’s subcontractors.

See Thomas Sonerville Co. v. Broyhill, 105 S.E.2d 824, 828 (Va. 1958)

(“[t]hey [contractors and sureties] may readily protect thensel ves
agai nst the shortcom ngs of subcontractors by requiring bonds of the

|atter”); Solite Masonry, 232 S.E.2d at 761-62. See also Vul can

Materials, 315 F. Supp. at 1051.

The court recognizes that the question of a contractor’s
liability to unpaid suppliers under a bond after it has already paid
its subcontractor is different fromthe question of a contractor’s
liability to its subcontractor once it has paid its subcontractor’s
suppliers. However, the court does not believe that this difference
alters the fundanental fact that under Virginia |law a contractor
obligated under a surety bond can be subjected to double liability.
Virginia law normal ly does provide a contractor in Singleton’s
position with a means of avoiding double liability (i.e., the right
of setoff), albeit one that can be ineffective as to a federal tax
[ien.34

Unli ke an owner, Virginia has no statute that limts a

contractor’s liability to a subcontractor, even when the contractor

34 As di scussed above, a setoff right arising only under
equitable principles is defeated by a tax lien if the right of setoff
becanme choate only after the federal tax liens arose. |If the right
of setoff was acquired by contract, the right is defeated by a tax
lien if the right failed to qualify under 26 U.S.C. 8 6323(h)(1) as a
security interest in existence prior to the filing of notices of tax
l'ien.
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has taken on obligations to the subcontractor’s supplier that subject
it, as here, to the risk of double liability. At the tine the
federal tax liens arose in this case no clains had been made agai nst
the Fidelity bond, nor obviously had any paynments been made under the
bond. Therefore, Singleton’ s argunent, in essence, boils down to the
assertion that under Virginia | aw the very existence of the bond,

wi t hout a claimor paynent having been made, sonehow obstructed MT
fromacquiring a property interest in the Purchase Order, such that
the federal tax liens could not attach to the contract proceeds.

Singl eton has not cited to any case |aw to support such a
proposition; nor does the court believe that any such rule of |aw
exists. At npost, a claim (or paynment) under the bond gives rise to a
ri ght of setoff, but, as discussed above, that state |law renedy is
ineffective against a prior federal tax |ien.

However, the court further holds that the federal tax liens attached
to the contract proceeds of the Singleton/ M&T Purchase Order to the
extent that M&T earned paynent thereunder; and Singleton’s right of
setoff is ineffective to the extent that the federal tax liens so
attached. As wll be seen in part VII, below, there is no other

equi tabl e theory upon which Singleton has a superior interest in any
ampunts that would otherw se be owed M&T. The question of the
extent, if any, to which M&T earned paynment under the Purchase Order

wll be dealt with in part VIII, below.
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VI |

ARGUVENTS BASED ON SUBROGATI ON TO M&T’' S RI GHTS

The court turns to Singleton’s and F&D s argunent that
Si ngl eton had a superior right in any anount owed M&T based on
subrogation to M&T's rights, sonetines characterized as creating an

equitable lien. These arguments rest on Pearlnman v. Reliance Ins.

Co., 371 U.S. 132 (1962), and antecedent decisions of the Suprene
Court. Virginia |aw may incorporate the equitable principles

articulated in Pearl man. I nternational Fidelity Ins. Co. v. Ashl and

Lumber Co., 463 S.E.2d 664 (Va. 1995); d assman Constr. Co. V.

Fidelity & Cas. Co., 356 F.2d 340 (D.C. Cir. 1966). However, as in

the court’s discussion of the priority of the federal tax |iens over
Singleton’ s equitable right of setoff arising from subrogation to
Capital’s rights, the court concludes for simlar reasons that the
federal tax liens are entitled to priority over any subrogation right
ari sing under Pearl man.

In Pearl man, a contractor provided to the federal governnent,
as required by the MIller Act, 40 U S.C. §8 270a, et seq., a paynent
bond under which the surety was obligated to satisfy any unpaid
clainms of |aborers and material nen. The contractor defaulted, and
the surety paid the | aborers and material nen. When the contractor

ended up in a bankruptcy case, the United States held $87,000 in

retai ned funds, and the question was “whether the surety had, as it
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cl ai med, ownership of, an equitable lien on, or a prior right to this
fund before bankruptcy adjudication.” Pearlmn, 371 U. S. at 135.

The Court
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hel d

that the Governnent had a right to use the retained fund
to pay | aborers and material men; that the |aborers and
mat eri al men had a right to be paid out of the fund; that
the contractor, had he conpleted his job and paid his

| aborers and material men, would have becone entitled to
the fund; and that the surety, having paid the |aborers
and materialnmen, is entitled to the benefit of all these
rights to the extent necessary to reinburse it.

Pear| man, 371 U.S. at 141. This subrogation of the surety is

sonetinmes referred to as an “equitable lien.” Anerican Fidelity Co.

v. National City Bank of Evansville, 266 F.2d 910, 914 (D.C. Cir.

1959).

Nevert hel ess, Pearlman is of no help to Singleton here: a
surety’s superior right to the retained funds, whether call ed
subrogation or an equitable lien, is fixed only on breach of bond

obligations by the contractor. See Henningsen v. United States

Fidelity & Guaranty Co., 208 U.S. 404, 410 (1908). M&T never entered

into a bond contract with Singleton or anyone el se: as already noted,
Si ngl eton neglected to take that step to protect itself of requiring
M&T to furnish a bond. The discussion in Pearlmn of “the
contractor, had he conpleted his job and paid his |aborers and

mat eri al men, woul d have becone entitled to the fund,” presupposes

t hat paynent of | aborers and material men was a condition to the
contractor’s receiving paynment. Unless M&T and Singleton agreed to
such a condition, M&T was entitled to paynent w thout first paying

its supplier, Capital. Whether the “pay-when-paid” provision of the
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M&T/ Capi tal Purchase Order precludes introduction of parol evidence
to show such an agreenent is addressed in part VIII, below.

However, even if the lack of a bond contract would not be fatal
to inposition of subrogation of Singleton to M&T's contract rights to
i npose an equitable lien, Pearlman and its antecedents depend on a
rel ati on-back doctrine to defeat intervening rights of other

creditors. See Prairie State National Bank of Chicago v. United

States, 164 U. S. 227, 232, 239-40 (1896) (surety’ s subrogation rights
t ook precedence over bank’s rights arising from assignment from
contractor because the right of subrogation relates back to, and is
viewed in equity as having cone into existence, when the suretyship

obligation was first established). As stated in Anerican Fidelity,

266 F.2d 910 at 914:

a surety has the right to be subrogated, as of the date of
his bond, to the rights and preferences of anyone to or
for whom he is thereafter required to pay. This right is
potential only until the contractor’s default causes the
surety to pay. 1t is a shadowy thing until it is given
subst ance by the occurrence of a loss to the surety:
theretofore a nere right to subrogation, it then becones
an actuality. And the law gives the surety the added
advant age of having subrogation effective as of the date
of his original undertaking.

[ Enphasi s added.] As already discussed with respect to Singleton’s
rights of setoff (also arising from subrogation), such relation back
doctrines do not suffice to render a surety’'s shadowy subrogation
rights choate at the tine a federal tax lien intervened before there

was a default. Pearlnman does not give a surety an equitable lien
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superior to tax liens attaching prior to the anount owed under the

bond becom ng fixed. See Indiana Lunbermens Mut. Ins. Co. V.

Construction Alternatives, Inc. (In re Construction Alternatives,

Inc)., 2 F.3d 670 (6'" Cir. 1993) (applying “first in time, first in
right rule” to defeat any equitable lien surety m ght have through

subrogation). See also Capitol Indemity Corp. v. United States, 41

F.3d 320, 326 (7" Cir. 1994) (surety’'s subrogation rights defeated
by tax lien: actual subrogation only occurs when paynents are nade on
contractor’s default, and that occurred only after tax lien had
al ready attached).

Mor eover, the anmpbunts at issue here are progress paynents, not
retai nages. Under state law, the surety’s right to progress paynents
may ari se only upon default, and, unlike the case of retainages, my

not relate back to defeat another creditor. See | nternational

Fidelity Ins. Co. v. United States, 949 F.2d 1042, 1046-47 (8" Cir.

1991) (applying Mssouri rule). The court need not decide what the
rule would be in Virginia because the federal tax liens take priority
under the choateness doctrine even if Virginia followed a rel ation-

back rule in the case of progress paynents.

VI

WHETHER PAROL EVI DENCE CREATED AN ADDI Tl ONAL
CONTRACT TERM OR ESTABLI SHED A TRUST | N CAPI TAL' S FAVOR
DEPRI VI NG M&T OF ANY RI GHT TO PAYMENT FOR THE EQUI PVENT DELI VERED

M&T nmoves for partial summary judgnment on Count | on the basis
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that, aside froma genuine issue of whether it perforned certain

| abor, it otherwi se substantially perfornmed its obligations under the
Si ngl et on/ M&T Purchase Order. Singleton and F&D respond that, with
respect to M&T' s supplying of equipnment (as distinct fromlabor), the
parties intended M&T to be a nere conduit entitled to receive only a
3% fee on the price of the equi pnment charged M&T by Capital, and that
the parties intended that paynent for the equipnent itself (the price
Capital charged) would flow to Capital, as a matter of contract |aw
or trust law. They also point to alleged m sconduct by the I RS and
M&T t hat should give rise to a constructive trust.

Singleton and F&D cite Md-Atlantic Supply, Inc. v. Three

Rivers Alum num Co., 790 F.2d 1121 (4t" Cir. 1986), in which the

court held, under Virginia law, that a contractor’s joint check to
its subcontractor and the subcontractor’s supplier pursuant to a

t hree-way agreenent was not part of the subcontractor’s bankruptcy
estate because it was held in trust for the supplier. The supplier
i nsi sted upon sone arrangenent to address the subcontractor’s shaky
credit. Specifically, the supplier insisted upon an arrangenent
wher eby the contractor would issue a joint check which would assure
that “the nonies would cone through a joint check arrangenent and

woul d be within the control of [the supplier].” Md-Atlantic, 790

F.2d at 1123. Both the subcontractor and the contractor agreed to

this arrangenent. 1d. Here, in contrast to Md-Atlantic, Capital as
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M&T' s supplier did not insist upon M&T' s agreeing in its Purchase
Order to such an arrangenent, even though it was concerned about
M&T' s creditworthiness. Instead, Capital relied upon Thomas
Singleton’s oral guarantee that Capital would get paid.

I f there was no binding arrangenent with M&T requiring that
Capital receive paynent out of a joint check to assure that it got
paid (or some other trust arrangenent), this case is nore |like den

Constr. Co., Inc. v. Bank of Vienna, 557 F.2d 1050 (4t" Cir. 1977).

Even though the contractor paid via joint checks pursuant to an
agreenment with the supplier, the subcontractor apparently had not
agreed to joint checks, and the contractor did not contract with the
supplier to buy the materials for its own account. The subcontractor
remai ned the purchaser fromthe supplier, and the subcontractor was
billed by the supplier as such. Accordingly, when the contractor
interpled the remai ning amount it owed the subcontractor, the IRS s
superior interest in the funds, rather than any default by the

contractor, deprived the supplier of the funds.

A.  PAROL EVI DENCE AND SI NGLETON S CONTRACT DEFENSE

Regardi ng the all eged contractual defense, MT and the IRS
argue as follows: (1) Singleton’s liability to M&T is clear fromthe
terms of the Purchase Order; (2) parol evidence is inadm ssabl e under
Virginia lawto alter the ternms of the Purchase Order; (3) it is

undi sputed that the vast majority of equi pnment covered by the
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Purchase Order was delivered to the Dulles Project; and (4) the
di spute over M&T' s all eged breach of the | abor portion of the
Purchase Order can be reserved for trial

Singl eton and F&D respond that there is a factual dispute
whet her M&T breached its contract with Singleton when it refused to
endorse over to Capital the November 30, 1994, check because (1) the
Purchase Order is a contract for the supply of goods and, therefore,
is governed by the Virginia Uniform Commercial Code (“UCC’) - Sales
(vVa. Code Ann. 88 8.2-101 through -725); (2) under the Virginia UCC,
parol evidence is adm ssible to show course of dealing or usage of
trade; (3) parol evidence is adm ssible because the Purchase Order
does not represent the conplete agreenent of the parties; and (4)
parol evidence woul d establish that the parties’ intent was for MT
to receive a 3% fee on the equi pment supplied by Capital, via joint
checks (nmade out to M&T and Capital) or other sim/lar neans.

Under Virginia |law, Singleton would be excused from performng
under the Purchase Order (i.e. paying M&T) only if M&T commtted a

mat eri al breach of the contract. See RW Power Partners, L.P. v.

Virginia Elec. and Power Co., 899 F. Supp. 1490 (E.D. Va. 1995).

Establishing that M&T committed a material breach of the contract

35 Singleton points out that the Purchase Order makes no
menti on of several significant contract ternms, including the
foll owing: Capital was the agreed upon supplier; Sienmens was the
agreed upon manufacturer; and M&T was required to perform | abor at
the Dulles Project.
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woul d require the adm ssion of parol evidence establishing that MT
was required to endorse over to Capital the check made payable to

M&T.

1. The Virginia Rules Regarding Parol Evidence

The general rule in Virginia is that parol evidence “‘is
i nadm ssible to vary, contradict, add to, or explain the terns of a
conpl ete, unanbi guous, unconditional, witten instrunent.’” Langnman

v. Alumi Ass’'n of the Univ. of Va., 442 S.E. 2d 669, 674 (Va. 1994)

(citations omtted). See also Galloway Corp. v. S.B. Ballard Constr.

Co., 464 S.E.2d 349, 354 (1995).
Under the Virginia UCC, % parol evidence is adm ssible in
certain circunstances. Under Va. Code Ann. § 8.2-202:

Terms with respect to which the confirmatory
menor anda of the parties agree or which are otherw se set
forth in a witing intended by the parties as a final
expression of their agreement with respect to such terns
as are included therein may not be contradicted by
evi dence of any prior agreenment or of a contenporaneous
oral agreenment but nay be explained or suppl enented

(a) by course of dealing or usage of trade (8 8.1-
205) or by course of performance (8 8.2-208); and

(b) by evidence of consistent additional terns
unl ess the court finds the witing to have been intended
al so as a conpl ete and exclusive statenent of the terns of

36 As pointed out by F&D, the fact that the Purchase Order
provided for a relatively small amount of |abor should not renove the
contract frominclusion under the Virginia UCC. See United States v.

City of Twin Falls, |Idaho, 806 F.2d 862, 870-71 (9'" Cir. 1986),
cert. denied sub nom City of Twin Falls, ldaho v. Envirotech Corp.,
482 U.S. 914 (1987).
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t he agreenent.

See Columbia Nitrogen Corp. v. Royster Co., 451 F.2d 3,9 (4" Cir.

1971); Continental Ins. Co. v. City of Virginia Beach, 908 F. Supp.

341, 348 (E.D. Va. 1995).

The question of the adm ssibility of parol evidence raises
several difficult questions, including: (1) whether the Purchase
Order is a conplete witten agreenent; (2) whether the Purchase Order
is anmbiguous in regard to the terns of paynent; and (3) whether the
parol evidence sought to be introduced is consistent with the express
ternms of the Purchase Order. On the one hand, parol evidence should
not be adm ssible to establish a contractual term which fundanmentally
changes the witten contract that a court would normally expect the

parties to have expressly addressed the issue. See Chas H. Tonpkins

Co. v. Lunbermens Mut. Cas. Co., 732 F. Supp. 1368 (E.D. Va. 1990).

On the other hand, parol evidence is adm ssible to supply a termthat

the witten contract failed to supply.?

2. The Witten Adreenents

In regard to paynent, the Singleton/ M&T Purchase Order states
under “Standard Conditions” that:

PAYMENT OF THI S ORDER W LL BE I N ACCORDANCE W TH PAYMENT

37 The parties largely concentrated upon the issues related to
Singleton’s right of setoff vis-a-vis the federal tax |liens, and did
not thoroughly brief the issues that the proffered parol evidence
rai ses. These issues proved as challenging as the setoff and tax
lien priority issues.
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AS RECEI VED FROM OWNER.
The Purchase Order otherwise is directed to M&T from Singleton, with
no indication that Capital is to receive a part of the paynents. The
Purchase Order recites a total price of $1,500,000.00, naking no
di stinction between the | abor component (which Singleton concedes was
owed to M&T, not Capital) and the equi pment conponent.

I n contrast, the M&T/ Capital Purchase Order expressly addressed
the i ssue of payments to M&T by providing in paragraph 11 that:

Capitol [sic] Lighting Supply acknow edges that paynents

to M&T Electric Inc. by Singleton Electric Co. for

mat erial on this purchase order is [sic] an express

condition precedent to M&T Electric Inc. obligation to pay

Capitol [sic] Lighting Supply.
It is undisputed that this Purchase Order was sent to Capital.
Capital’s actions according to the terms of the Purchase Order

constitute acceptance of the Purchase Order and of this term

Gal | oway Corp., 464 S.E.2d at 356.

3% |t then recites that “5% shall be retained until approval of
Operati on and Mai ntenance nanual s.”
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3. Keepi ng the Analysis of the Two Contracts Separate

The Singl eton-M&T contract and the M&T-Capital contract were
separate contracts, albeit they both shared a common el enent
regardi ng how much Capital would charge M&T for supplying the
equi pnent. Singleton entered into a contract with MT requiring it
to furnish and install equi pment supplied by Capital to M&T. M&T, in
turn, entered into a contract with Capital to purchase the equi pnent
from Capital. Singleton did not attenpt to address in its contract
with M&T the question of what nmechani sm M&T and Capital woul d agree
to regarding M&T' s paying Capital.

| n assessing the parol evidence rule, it is inportant both to
keep the two contracts separate and to |imt parol evidence, if
adm ssible, to the contract to which it related.* 1In this regard,
the parties, to varying degrees, appear to have fallen into two
erroneous approaches in addressing the question of the adm ssibility
of parol evidence.

First, they have treated the two contracts (the one between
Si ngl eton and M&T and the one between M&T and Capital) as though they
were a single contract. While the two contracts may share sone
conmon ground, the parties have not pointed to evidence to show t hat

all ternms were commpon to both contracts.

3% Even though Singleton has been subrogated to Capital’s
rights, that does not give Singleton the right to treat the terns of
its contract with M&T as interchangeable with the ternms of Capital’s
contract with M&T.
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Second, they have tended to treat the parol evidence regarding
t he Singleton/ M&T Purchase Order as bearing on the interpretation of
t he M&T/ Capital Purchase Order, and vice versa. However, the
evi dence does not al ways show that Singleton was aware of parol
evi dence of which Capital was aware, and vice versa.

4. Parol Evidence is Adm ssible
Regar di ng the Si ngl et on/ M&T Deal

The Singl eton/ M&T Purchase Order cannot be viewed, within the
meani ng of Va. Code 8§ 8.2-202(b) as having “been intended . . . as a
conpl ete and exclusive statenment of the ternms of the agreenment.” No
| anguage exists to show such an intention, and nunmerous details were
not addressed (for exanple, the manufacturer of the equipment or the
supplier (if the parties had settled on one). Accordingly, under Va.
Code Ann. § 8.2-202(b), the court may consider parol evidence show ng
additional terms that are consistent with the terns of the
Si ngl et on/ M&T Purchase Order, specifically, its provision that
“PAYMENT OF THI S ORDER W LL BE | N ACCORDANCE W TH PAYMENT AS RECEI VED
FROM OWNER. ” That provision is not inconsistent with an additi onal
termrequiring that paynents to M&T for equi pnent woul d be endorsed
to Capital so that Capital would receive paynment for the equi pment it
supplied to M&T as a pass-through entity.

Parol evidence woul d be necessary to establish that the “pay-

when-pai d” provision (conditioning M&T's obligation to pay Capital)
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was part of Singleton’s contract with M&T. A litigant can al ways
fight such parol evidence with other parol evidence.

Mor eover, even if the "pay-when-paid” provision regarding
payi ng Capital had been part of a witten agreenent between M&T and
Si ngl eton, parol evidence would be adm ssible to show a requirenent

of M&T endorsing in favor of Capital equipnment paynments from

Singleton. First, the witten agreenent would still not have “been
intended . . . as a conplete and exclusive statenment of the terns of
the agreenent.” Second, a joint check or simlar arrangenment woul d

not necessarily be inconsistent with a provision that paynent to MT
by Singleton for materials was an express condition precedent to MT
having an obligation to pay Capital. That provision could nmean one
of two things, either that M&T was to receive a paynment and be
entitled to endorse the paynent in its own favor before paying
Capital, or that until a check paying M&T was issued, no obligation
exi sted to pay Capital. Parol evidence is always adm ssible to
explain an anmbiguity in a non-conplete agreenent, and if the parties
had agreed to require endorsenent over to Capital of any paynment to
M&T for equi pnent, the latter interpretation would prevail, and the

addi tional term would not be inconsistent with the witten agreenent.

5. The Parol Evidence Fails to Establish
the All eged Termin the Singleton-M&T Contract
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The court concludes that the evidence is insufficient, when
viewed in the light nost favorable to Singleton and F&D, to establish
that a termof the Singleton-MT contract was that M&T was required
to endorse paynents for equipment to Capital. There was no ora
agreenent for such a term and the evidence of course of dealing,

trade usage, and course of performance does not supply the term

a. Evi dence of an Oral Agreenent is Lacking

For reasons set forth below, the court concludes that MT and
Singleton did not expressly agree, orally or in witing, to the check
arrangenent Singleton followed. Singleton entered into a contract
with another DBE, ONI, to deliver equipnment supplied by Capital for
Si ngleton’s contract with Mortenson. Capital told Singleton to
deliver ONI'’s and M&T' s checks to Capital. J. Singleton Dep. at 49-
50. Singleton never tal ked to M&T about any such arrangenent. J.

Si ngl eton Dep. at 51 and 53; T. Singleton Dep. at 103-104, 257-58.
Si ngl eton’ s acqui escence in Capital’s request gave it no contract
ri ghts against M&T protecting it against the RS s liens on M&T' s

account payable. See den Constr. Co., 557 F.2d at 1051.

Si ngl eton and F&D point to the foll ow ng evidence as supporting
an express contract for the check arrangenent Singleton followed.
M&T' s Nguyen Son and Thomas Singl eton di scussed M&T charging a fee on
t he equi pnent for entering into a pass-through arrangenent. Son

gquoted a percentage fee of the underlying equipnent cost that Capital
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woul d be charging. Then Thomas Singleton and M&T's Earl Mtchell and
Son nmet and finally agreed to a 3% markup of or fee on the cost of

t he equi pnment for acting as a DBE pass-through of the equipnment. The
purchase order would be for $1.5 mIlion, nost of which was for

equi pnent but part for |abor, so that M&T' s charges beyond what

Si ngl eton woul d ot herwi se have paid Capital directly would be

$65, 000. 00, with M&T agreeing to that $65,000.00. T. Singleton Dep.
at 28, 62-63; Son Dep. At 19, 20, 38. The principal value of MT in
the transaction was that it would supply DBE credits. Singleton
reported to Mortenson that it had a contract with M&T for purposes of
DBE credit of $1.5 mllion. MT s internal Contract |nformation
Sheet 4’ treated this contract as a “pass through” contract and showed
the total contract ampunt as $41, 196. 00, but there is no evidence
that this internal nmenorandum was conveyed to Singleton or that MT
intended it to reflect how much it would be paid by Singleton as

opposed to what it would clear fromthe deal net of the anount it

40 This docunment is Exhibit Hto Capital’s nmenorandumin
support of its nmotion (DE No. 96) addressing various counts of the
amended conplaint. Singleton and F& did not point to the docunent
in their papers opposing summary judgnent as to Counts I, Il, and
I11. However, F& made reference to it at closing argunent w thout
citation to its location in the record. Only snippets of Ronal d
Young's deposition, which supposedly authenticated this docunent, are
attached to Capital’s nmenorandum and they do not authenticate the
docunment. However, the court will treat the docunent as part of the
evi dence, without deciding its adm ssibility, because it does not
alter the outcone.
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woul d owe Capital .4

Even viewing this evidence in the |ight nmost favorable to
Singleton and F&D, this evidence does not suffice to establish that
M&T agreed to the check arrangenment that Singleton unilaterally
followed or any simlar arrangenent. MT was to receive a purchase
order for $1.5 million; the markup fee of 3% on the equi pnment price
charged to M&T by Capital, with sonme |abor as well, resulted in a
purchase order price to M&T of $1.5 mllion, approxi mately $65, 000
nore than the price that Capital would have charged, w thout a

m ddl eman in place, for supplying the equi pnmrent alone. This evidence

does not fix how that $1.5 mlIlion would be paid, it merely explains
how the $1.5 mllion price was determ ned, and the econom cs of the
deal. Simlarly, the treatnment of the deal as a pass-through deal

nmerely reflected that M&T had to be brought into the picture to pass

t he equi pnent through M&T as a DBE in order for Singleton to get DBE

credit: the “pass-through” |abel is neutral on the question of

whet her paynents woul d be endorsed to the supplier. Accordingly, no

express agreenent, witten or oral, existed to require M&T to endorse
equi pnment paynents to Capital.

b. The Evidence of Course of Dealing, Usage of Trade, and
Course of Performance Does not Supply the Alleged Term

Singleton and F&D rely on course of dealing, usage of trade,

4l No one has pointed to evidence explaining why M&T woul d have
recorded this contract as worth $41,196. 00 i nstead of $65, 000. 00.
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and course of performance evidence in an attenpt to establish such an
arrangenent was part of the contract between Singleton and M&T. The
court concludes that the proffered evidence, viewed in the |ight nost

favorable to Singleton and F&D, does not supply the alleged term
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Course of Dealing. Singleton and F& have relied upon M&T' s

course of dealing* with Capital on prior contracts not involving
Singleton, without citing evidence that Capital and MT nade
Si ngl eton aware of that prior course of dealing, so that evidence
cannot supply a termof Singleton’s contract with MT

They have not cited any evidence that Singleton and M&T had a
course of dealing on prior contracts that included a simlar check
arrangenent requiring M&T to endorse the check to the supplier. The
court can only assune that their investigation confirnmed that
Si ngl eton had never done a check arrangenent like this before with
M&T or, for that matter, with any DBE. See John Singleton Dep. at

48-49. 43

42 Under Va. Code Ann. 8 8.1-205(1), a course of dealing:

is a sequence of previous conduct between the
parties to a particular transaction which is
fairly to be regarded as establishing a conmon
basis of understanding for interpreting their
expressi ons and ot her conduct.

43 John Singleton was the officer of Singleton who was
responsi ble for issuing checks. There is deposition testinony of
anot her officer of Singleton, Thomas M Singl eton, who was not
responsi ble for issuing checks, in which he appears to specul ate that
Si ngl eton & M&T may have had such an arrangenent on a prior contract,
but Singleton and F&D have not relied on this testinony.

Thomas M Singleton testified that he “believed” that the check
arrangenent it followed here was the system Singleton used on one
ot her pass-through contract Singleton previously did. T. Singleton
Dep. at 102-103. He identified the job on which Singleton used DBEs
once in the past as “the M&T job that we did for WS&C back in the
1950's, conpost facilities in Silver Spring.” 1d. at 258.
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Usage of Trade. There is insufficient evidence of a usage of
trade4 to supply the check endorsenent termthat Singleton and F&D
contend existed in the Singleton-MT contract. As the case |aw
al ready discussed reveals, joint checks are not the regular practice
in the construction industry: they are a device, anong several other
options (e.qg., a letter of credit or a bond), that a supplier nay
request if the supplier is concerned about the subcontractor’s
creditworthiness. Here Capital did not insist upon this arrangenment
because it had a guarantee from Singleton. And Singleton neglected

to bargain for such an arrangenent. See T. Singleton Dep. at 257-58.

Thomas Singl eton graduated fromcollege in 1967 and there is no
evi dence that he worked at Singleton before then. 1d. at 6-7. Even
if the deposition transcript contained an error, and the WS&C j ob was
after 1967, no showi ng was made that Thonas Singleton had persona
knowl edge of what check arrangenent was actually followed with MT on
the WS&C j ob, and it is unclear whether there were other DBEs on the
job with whom in possible contrast to M&T, the check arrangenent it
used here was foll owed.

Singleton and F&D did not attach this evidence to their
menoranda (instead, the IRS attached it to one of its nmenoranda and
did not cite this particular passage). Singleton and F& did not
cite it at any time, such that there was no occasion for M&T and the
| RS to argue the inadequacy of the evidence, including whether it
woul d suffice to show that the parties’ prior arrangenent ought
“fairly to be regarded as establishing a commpn basis of
understanding for interpreting their expressions and other conduct”
under Va. Code Ann. § 8.1-205(1).

4 Under Va. Code Ann. § 8.1-205(2), a usage of trade:

is any practice or nethod of dealing having
such regularity of observance in a place,
vocation or trade as to justify an expectation
that it will be observed with respect to the
transaction in question.
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The evi dence of what practices have occurred in the case of mnority
contractors used for DBE credits is too anecdotal to qualify as a
usage of the trade: regularity in a place, vocation or trade requires
nore than a showing that a few DBE subcontractors have engaged in the
practice to give assurance to their suppliers that they would get

pai d. 4

4% On the Dulles Project, after Singleton and M&T had entered
into their agreenment, Singleton delivered other DBEs’ checks directly
to their suppliers. |In addition, Capital had previously followed a
practice of obtaining issuance of joint checks whenever it dealt with
DBEs which it viewed as not creditworthy. Finally, MT had used
joint checks when it acted as a pass through DBE on other contracts.
Thi s evidence establishes the practice Singleton followed (after the
fact), and the practices that Capital and M&T had foll owed. It does
not establish a trade usage that would be binding in the case of all
pass-t hrough DBEs.
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Course of Performance. The course of perfornmance evi dence?*

advanced to establish the contract term appears to be that (1) M&T s
first two invoices on October 12, 1994, and October 18, 1994, bore
notations that the invoices were payable by joint check, and (2) on
i nvoi ces M&T used a “PT” nunbering system standing for “pass

t hr ough.”

M&T's first two invoices requested a joint check, but that
request was dropped when M&T submitted revised invoices on Cctober
21, 1994. There is no evidence that MT requested a joint check
based on any agreenent for joint checks. It was the understanding of
Ronal d Young of M&T that joint checks should be issued, but there is
no show ng that he based this understandi ng on anything other than
M&T havi ng i ssued joint checks in prior pass-through contracts.

| ndeed, Singleton declined to issue a joint check.? There has been

46 Under Va. Code § 8.2-208(1):

Where the contract for sale involves repeated occasions
for performance by either party with know edge of the
nature of the performance and opportunity for objection to
it by the other, course of performance accepted or

acqui esced in wthout objection shall be relevant to
determ ne the neani ng of the agreenent.

Under Va. Code § 8.2-208(3):

such course of performance shall be relevant to show
wai ver or nodification of any terminconsistent with such
course of performance.

47 Instead, Singleton first issued a check on Novenber 30,
1994, made payable to M&T, but delivered it to Capital. MT declined
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no show ng of reliance on M&T's first two invoices to the detrinment
of Singleton and Capital, nor a comm tnment by MT that it would
endorse joint checks to Capital.* The invoices that followed
afterwards made no nention of joint checks.

Treating the contract as a “pass-through” contract reflected
that Capital (chosen by Singleton) was supplying the equi pnent
t hrough M&T, a DBE, with which Singleton contracted in order for
Singleton to achieve DBE credit. The “pass through” reference is
neutral on any question of how paynent under the contract was to be
handled. Simlarly, the reference on invoices to a “PT” nunber of
the invoice is neutral on the question.

Accordingly, there is no parol evidence that supports a finding
that the Singleton-M&T contract included a termthat a check would be
i ssued in favor of MT but delivered to Capital for paynent, with MT

required to endorse the check to Capital.

to endorse that check to Capital

48 Moreover, the invoices cane after MT had al ready perforned
part of the contract, and hence after the federal tax |liens had
attached to the account receivable for that performance.
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6. Irrelevance of Any Term of the
M&T- Capital Contract to the Singleton-MT Contract

| f the M&T-Capital contract included a provision requiring MT
to endorse equi pment paynments to Capital, it was not communi cated to
Singleton in the formation of the Singleton-M&T contract, and
Si ngl eton and F&D have not offered evidence to show that Singleton is
an intended third-party beneficiary of any such arrangenment between
Capital and M&T. Any breach of such an arrangenent between Capit al
and M&T woul d have given Capital a breach of contract claim agai nst
M&T. However, it would not enhance Singleton’ s rights except by way
of subrogation, and, as noted above, subrogation only gives rise to a
ri ght of setoff that is junior to the federal tax liens that arose
before the setoff right becane choate via Singleton’s paynments to
Capital. However, that does not end the matter if Capital and
M&T agreed that paynments to M&T for equi prent would be held in trust
for Capital (to the extent of the price Capital had charged MT for
t he equi pnent).

B. THE PAROL EVI DENCE DOES NOT
ESTABLI SH AN EXPRESS TRUST I N FAVOR OF CAPI TAL

If M&T' s contract with Capital included a termthat placed the
equi pment proceeds (less M&T's markup) in trust for Capital, then
Capital woul d have been the rightful owner of the anmpunts that
Singleton paid it. Singleton could defend that the amount owed MT

had al ready been paid to the rightful owner of the account payable.
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(Al t hough the argunment may not have been cast precisely in these

ternms, it was inplicit by reason of the citation to Md-Atlantic, 790

F.2d at 1123.) So the critical question is whether the MT-Capital
contract included such a provision, that is, whether the parol
evidence of record suffices to establish such a term under the

standards for summary judgnment.

1. Burden and Standard of Proving an Express Trust

The burden rests on Singleton and F& to establish the original

trust relationship. Georgia Pac. Corp. v. Sigma Serv. Corp., 712

F.2d 962, 969 (5'" Cir. 1983), quoting 4 Collier on Bankruptcy, 1

541.13 at 541-67 (15'" ed., 1983). As observed by our court of
appeals, for a trust to be present, whether an express trust or a
constructive trust, “the courts have uniformy required a contract
irrevocably obligating the debtor both to segregate the "trust funds”
fromthe debtor's own funds and to deliver the "trust funds" to the

creditor.” In re Auto-Train Corp.., Inc., 810 F.2d 270, 274 (D.C

Cir. 1987). [Citations omtted.]

An illustrative case is Signa Services. There, the debtor

Sigma, a general contractor, received fromthe real property owner,
CGeorgi a-Pacific, joint checks nade payable to Sigma and material men
pursuant to a letter agreement with Georgia-Pacific for the latter to
make payments via joint checks to ensure that the suppliers were paid

pronptly. Sigma Services, 712 F.2d at 964. See also Sigma Services,
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712 F.2d at 971 n.8 (quoting letter agreenment in full). The court
held that this was a nmere unil ateral agreenment, with no evidence of
action in reliance on the agreenent, placing no affirmative duties on
Sigma in relation to the suppliers (to endorse the checks to them,
and pursuant to which Signa was free to revoke its plan as proposed

in the letter. Si gma_Services, 712 F.2d at 971-72. Because there

was no bilateral agreenent establishing that the checks belonged to
the material men, and hence there was no agreenent giving the
mat eri al men an irrevocable interest in the funds, the court held that

no trust had been establi shed. Si gma_Services, 712 F.2d at 972.

Under Virginia | aw

An express trust is created when the parties affirmatively
mani fest an intention that certain property be held in
trust for the benefit of a third party. See Peal v.

Lut her, 199 Va. 35, 97 S.E.2d 668, 669 (1957); Broaddus v.
Gresham 181 Va. 725, 26 S.E.2d 33, 35 (1943). An express
trust may be created “without the use of technical words.”
Br oaddus, 26 S.E.2d at 35. AlIl that is necessary are
words, see id. at 35 (citation omtted), or circunstances,
see Whods v. Stull, 182 Va. 888, 30 S.E. 2d 675, 682 (1944)
(citation omtted), “which unequivocally show an intention
that the | egal estate was vested in one person, to be held
in some manner or for sonme purpose on behal f of another

. .," Broaddus, 26 S.E.2d at 35; see also Schloss v.
Powel |, 93 F.2d 518, 519 (4th Cir. 1938).

Od Republic Nat. Title Ins. Co. v. Tvler (In re Daneron), 155 F.3d

718, 722 (4h Cir. 1998). Wth respect to whether there was an
express trust, the evidence that Singleton and F&D rely upon fails

unequi vocally to show that a trust was i ntended.
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2. The Lack of Evidence of an Express Trust in this Case

M&T never agreed orally or in witing that the funds woul d be
held in trust. Singleton and F& rely upon evidence of course of
performance and evi dence of a course of dealing in the perfornmance of
ot her contracts between M&T and Capital to establish that a trust
exi st s.

The course of performance evidence relied upon to establish a
trust is M&T' s Ronald Young having i ssued an invoice to Singleton,
based on his past invoicing practices, calling for issuance of a
joint check. No showi ng has been nmade that Capital was nade aware of
this invoice. Even if it was nmade aware of the invoice, there has
been no showing that it relied upon the invoice: when Singleton
delivered to Capital a check nade payable to M&T, MRT refused to
endorse the same.

Wth respect to the course of dealing evidence of use of joint
checks on prior contracts between M&T and Capital (for exanple, where
Dynal ectric was the general contractor), no evidence has been
submtted to show that this was not required by the ternms of the
contractor’s witten purchase order to M&T. M&T' s principal, Earl R
Mtchell, appears to have testified without contradiction that in the

ot her instances in which M&T signed over joint checks, the

49 Moreover, the invoice canme after part of the equi pnent had
al ready been supplied, so there could not have been reliance on this
invoice with respect to that equi pnent.
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contractor’s purchase order specifically provided for joint checks.
Mtchell Dep. at 148 |I. 8-13. Such use of joint checks, pursuant to
a witten contract, would be too equivocal to evidence an intention
to abide by the same practice without an express agreenent. In other
words, the evidence does not unequivocally establish that MT
intended to part with I egal ownership in the present case.

In any event, even if the use of joint checks had not been an
express contractual purchase order provision in the prior cases, if
M&T acqui esced in the arrangenent in the past cases (for exanple, as
a conveni ence to expedite paynent to Capital), but could revoke its
acqui escence at will, no trust would have been created. Moreover,
the only evidence as to whether M&T and Capital had agreed to such an
arrangenent in the prior cases is that the arrangenment was pursuant
to an agreenent between Capital and the general contractor (as
occurred in the case of Dynalectric (Love Dep. at 40). Such an
arrangenent--for the funds owed M&T to be by a check (joint or
ot herwi se) delivered to Capital --mde between Capital and the general
contractor does not establish a trust. It amounts to nothing nore

than the type of arrangement involved in Md-Atlantic, 790 F.2d at

1123, that did not suffice to establish ownership in the supplier.
M&T' s acqui escence in endorsing the checks to Capital, w thout an
agreenent that ownership of the funds was in Capital, would not

suffice to establish that a trust existed in the prior cases. In
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ot her words, the use of joint checks, w thout other evidence, does
not unequivocally establish that M&T was giving up its ownership of

t he accounts receivable in those cases.
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C. THE PAROL EVI DENCE DOES NOT ESTABLI SH
A CONSTRUCTI VE TRUST I N FAVOR OF CAPI TAL

Si ngl eton and F&D al so argue that a constructive trust should
be i nposed upon any funds owed to M&T, because M&T and the IRS
entered into a schene to exchange the check Singleton made out to MT
but gave to Capital for an M&T check for which there would have been

insufficient funds in M&T's bank account. The defendants cite to |In

re Prime Construction Corp., 156 B.R 176 (Bankr. E.D. Va. 1993), in
whi ch a general contractor had received a progress paynent fromthe
owner by submtting a false certification that it had paid all prior
construction costs. Although the court determ ned that it was
premature to decide the question of a constructive trust, it did
state that under the common |aw of Virginia (as opposed to Va. Code
Ann. 8 43-13) a constructive trust may be inposed upon property
obt ai ned by fraud or other inproper neans, including funds received
by a builder under a construction contract. However, this court does
not see how a constructive trust can be inposed where, as in our
case, no property was ever obtained via the alleged fraudul ent
conduct .

Moreover, if the funds were owed to M&T, the federal tax liens
had already attached to the funds: the schenme between the I RS and M&T
woul d only have resulted in the IRS receiving in 1994 and 1995 t hat
to which it was entitled, instead of awaiting adjudication of its

entitlenment in this proceeding. There was no inequitable conduct.
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Singleton has only itself to blame for failing to protect itself via
a contractual provision. It agreed to guarantee M&T's debt to
Capital, thereby assum ng the risk of nonpaynent by MT upon M&T s
recoveri ng paynment from Singl eton.

Accordingly, the court will partially grant M&T' s notion for
partial summary judgnment as to Count |I. Wth respect to the anounts
owed for equi pnment delivered under the Singleton/ M&T Purchase Order,
M&T is entitled to recover from Singleton an amount equal to the
ampunt ow ng on the federal tax liens, but, because of Singleton's
ri ght of setoff, is not entitled to recover the bal ance that it
ear ned.

The court has not attenpted to conpute the exact anmount that
Singl eton owed M&T. Singleton paid Capital $1,423,681.72. The other
parti es have not disputed the contentions of M&T and the IRS that
Singleton’s paynents to Capital are an adm ssion that the equi pnent
required to be supplied under the Singleton/ M&T Purchase Order was
supplied. The IRS's liens, in contrast, totaled only $641, 741. 05,
and even with interest and prepetition penalties, the tax |iens would
not likely exceed $1,423,681.72 (and any interest to which M&T would
be entitled on that $1,423,681.72). The exact anount of the IRS tax
| iens cannot be fixed until interest and prepetition penalties are
added to its liens. Once the IRS submts a calculation in that

regard, the court believes that the parties should be able to
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stipulate to the anpunt that was owed M&T and as to which Singleton
does not have a right of setoff superior to the tax liens. That wll
be the anmount that the court will have to divide between the parties,

according to their rank of priority, under Count 111

I X

Count Two of the anended conpl aint alleges breach of contract
agai nst F&D pursuant to the paynment bond for non-paynent of the noney
due M&T under the Singleton/ M&T Purchase Order. Both M&T and F&D
have nmoved for sunmary judgnment on Count I1.

F&D does not dispute that M&T is protected by the paynment bond
it issued on behalf of Singleton for the Dulles Project. Therefore,
F&D' s liability to M&T, if any, under the paynent bond is coextensive
with Singleton's liability, if any, to M&T under the Purchase Order.

F&D, however, argues that under the terns of the bond its
liability to M&T was extingui shed by Singleton’s paynments to Capital.
The court agrees with F&D that payment by Singleton to a clai mant
extinguishes F&D' s liability to that claimnt. However, Singleton
paid Capital not M&T. As discussed above, Singleton’s paynents to
Capital do give rise to a right of setoff, albeit one ineffective
agai nst the federal tax liens. F& is protected by Singleton’ s right
of setoff, but no nore or less than Singleton itself is protected.

Accordingly, the court’s rulings, discussed above, in regard to

Count One will also control Count Two.
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X

Count 11l of the anended conpl aint seeks the court’s
determ nation of the extent, validity and priority of the potenti al
interests of Singleton, Capital, the I RS, F&D, C&A, and the Maryl and
Comptroller in the funds owed to M&T by Singleton and F&D. The court
has already deterni ned that as between Singleton s right of setoff
and the IRS tax liens, the tax |liens have priority over any funds
earned by M&T. Moreover, the IRS and F& agree that as between the
two of them F&D s security interest in M&T' s accounts receivable is
inferior inright to the tax |liens covered by the IRS first two tax
lien notices, but superior in right to the tax liens covered by the
IRS" third tax lien notice (and, it follows, superior to the tax lien
for which no notice was filed).® DE Nos. 103, 108.

The court agrees with the IRS that F&D should be required to
make an accounting of all paynents it has already received from M&T
so that the remaining bal ance of its security interest can be
determ ned. Moreover, because of interest accruals and ot her

additions,® the record does not permt an order fixing the amunt to

5 As noted previously, to secure F& with respect to
obligations M&T incurred to F& in other transactions, F&D had a
security interest against M&T' s accounts receivabl es.

51 F&D urges that in chapter 7, any penalties secured by the
tax |iens would not be recoverable by the IRS. See 11 U S.C. 88§
724(a) and 726(a)(4). But the case is not pending in chapter 7, and
if it were, the chapter 7 trustee would be entitled to preserve the
lien for penalties for the benefit of the estate. See 11 U S.C. 88
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whi ch each claimant is entitled.

C&A and the Maryland Conptroller failed to respond to the
nmotions for summary judgnent. Accordingly, they will be treated as
conceding the priority of the IRS and F&D. %

Singleton’s right of setoff takes priority over F&D' s liens. A
surety’s “rights relate back to the dates of the surety contracts,

the dates the bonds were issued.” International Fidelity Ins.

Co. v. Ashland Lunber Co., 463 S.E.2d 664, 667 (1995) (citing

Di ckenson v. Charles, 4 S. E. 2d at 354-55). The bond in favor of
Capital predated M&T' s agreeing to supply equi pment on the Dulles
Project. Accordingly, Singleton’s right of setoff relates back to a
date that predates F&D' s liens attaching to the ampunts owed to MT,
so that Singleton’ s right of setoff is superior to F&D' s |iens but
junior to the federal tax liens, some of which are junior to F&D' s
liens. This presents a circular priority question. Under United

States v. City of New Britain, 347 U S. 81 (1954), the amount to

551 and 724(a). Accordingly, Singleton's and F&D s rights woul d
suffer the sane fate in chapter 7 or chapter 11, except that any
claims they have agai nst M&T would | ook for payment from a | arger
pool for unsecured claimnts in chapter 7.

52 The Maryland Conptroller has answered neither the origina
conpl ai nt nor the anmended conplaint, but the plaintiff has not caused
a default judgnent to be sought against the Maryland Conptroller.

C&A has answered the original conplaint, but not the anmended

conpl aint, and did not respond to the notions for summary judgnent.
The conplaint alleged that C&A held a security interest in accounts
recei vabl e of M&T. However, C&A has not produced any evi dence that
it properly perfected its security interest or when it did so.
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which the federal tax liens are junior is set aside and divided
according to state | aw between the other claimnts, with the bal ance
being paid to the IRS. This neans that Singleton will effectively
step into F&D' s shoes.

An exact determ nation of the dollar anount of priority of the
various claims to any funds owed by Singleton to M&T nust await the

trial or subsequent notions for sunmary judgnent.

Xl

Count 1V of the anended conplaint seeks to require Capital to
di sgorge the funds it received from Singl eton, because those funds
are directly traceable to paynents received by Singleton from
Mort enson based upon certifications submtted by M&T to Singl eton.
This count is apparently based upon a constructive trust theory.

However, as di scussed above, Virginia | aw does not inpose a
constructive trust upon construction contract proceeds for the
benefit of unpaid suppliers; and absent a constructive trust,
Singleton was free to use the funds it received from Mdrtenson as it
pl eased. Moreover, at oral argunment counsel to M&T conceded that a
constructive trust does not apply to this case, and, therefore, the
funds paid by Singleton to Capital did not belong to M&T. Tr. at 28
(DE No. 124).

For the foregoing reasons, Count IV of the anended conpl ai nt

will be dismssed.
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X1

Count V of the amended conpl aint seeks to recover as a
preferential transfer the noney paid to Capital by Singleton. Section
547(b) of the Bankruptcy Code allows the debtor-in-possession to
recover certain transfers of an “interest of the debtor in property.”
11 U.S.C. § 547(b).

However, paynents made by a debtor of a bankrupt to a creditor
of the bankrupt pursuant to a direct |egal obligation are not
avoi dabl e as preferences, because the paynents do not constitute

property of the estate. See Gold v. Alban Tractor Co., 202 B.R 424

(E.D. Mch. 1996); In re Flooring Concepts, Inc., 37 B.R 957, 961

(B.A.P. 9th Cir. 1984). Moreover, counsel for MT conceded at ora
argunment that the paynents made by Singleton to Capital were not
M&T' s property.® Tr. at 28 (DE No. 124).

For the foregoing reasons, Count V of the anmended conpl ai nt

will be dismssed.

X1

Count VI of the anmended conplaint alleges a cause of action

58 The main argunents made by M&T and the IRS in their briefs
agai nst Capital’s notion for summary judgnent are (1) Singleton’s
i ndependent obligation to pay Capital is a material issue of fact in
di spute and (2) Capital had no right to paynent because of the *pay-
when-pai d” provision in the MT/ Capital Purchase Order. However,
t hese argunents have been rejected by the court in parts Ill and IV
of this decision.
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agai nst Capital and Singleton for wongful conversion of a
$286, 080. 10 check that Singleton made payable to M&T but delivered to
Capital. Singleton, Capital and M&T each have noved for summary
judgnment in regard to Count VI.
M&T has conceded that because the check was never delivered to
M&T, the conversion action is barred under the Virginia UCC 5 MT' s
Supp. Reply Mem (DE No. 113.) However, MT argues that the | aws of
Maryl and and the District of Colunbia are also applicable to this
cause of action, because at |east two of the acts of conversion took
pl ace in Maryland and the harmtook place in the District of
Col unbi a; and the versions of the UCC in effect in Maryland and the
District of Colunbia at the tinme of the alleged conduct did not
require delivery as a prerequisite to a conversion claim?®®
The prior UCC § 3-419 provided as foll ows:
(1) An instrunment is converted when:
(a) a drawee to whomit is delivered for acceptance
refuses to return it on demand; or
(b) any person to whomit is delivered for paynent refuses
on demand either to pay or to return it; or

(c) it is paid on a forged indorsenent.

M&T has not cited to a single case factually simlar to ours in which

4 The Virginia UCC provides that an action for conversion of a
negoti abl e i nstrunent may not be brought by “a payee or indorsee who
did not receive delivery of the instrument either directly or through
delivery to an agent or co-payee.” Va. Code Ann. 8 8.3A-420(a)(ii).

% The parties apparently agree that the current versions of
the UCC in Maryland and the District of Colunbia bar an action for
conversion where the payee did not receive delivery of the
i nstrunent.
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a party was found liable for conversion. Moreover, the court’s
review of former UCC 8§ 3-419 does not identify any provision that
woul d cover our facts.

More fundanentally, the court does not understand how a payee
can maintain a cause of action for conversion when the payor never
i ntended the payee to have dom ni on over the negotiable instrunment.
| f a conversion action could be maintained under the facts of this
case, then it would logically also |ie whenever a payor decided to
stop paynent on the instrunent. The case before the court is a far
cry fromone involving a stolen instrunent, a situation in which a
reasonabl e argunent could be made in favor of allowi ng a payee to
mai ntain a conversion action regardl ess of delivery.

For the foregoing reasons, Count VI of the amended conpl ai nt

will be dismssed.

X'V

Count VIIIl of the amended conplaint (the count foll owi ng Count
VI) seeks to recover as a preferential transfer an all eged assi gnnent
made by M&T to F&D on July 29, 1994. F&D has noved for summary
judgment on Count VIII and M&T has filed an opposition thereto.

Section 547(b) of the Bankruptcy Code all ows a debtor-in-
possession to avoid certain transfers of interests of the debtor in
property made for the benefit of a creditor “on or within 90 days

before the date of the filing of the petition” or “between ninety
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days and one year before the date of the filing of the petition, if
such creditor at the tinme of such transfer was an insider.” 11
U.S.C. § 547(b)(4).

Because M&T filed its bankruptcy petition on January 17, 1995,
nmore than 90 days after it made the assignnment to F&D, the transfer
can be avoided as a preference only if F& was an “insider”. MT
all eges in the amended conpl aint that F&D was an “insider” by virtue
of having been “in control of the debtor.” 11 U S.C. 8§
101(31)(B)(iii). F&D disputes this allegation in its notion for
sunmary j udgnent.

As the Supreme Court has made clear, summary judgenent is
appropriate "against a party who fails to make a show ng sufficient
to establish the existence of an el ement essential to that party's
case, and on which that party will bear the burden of proof at

trial." Celotex Corp. v. Catrett, 477 U S. 317, 322 (1986). M&T

bears the burden of proof at trial as to the existence of each
el ement of a preference, including F& s all eged status as an
“insider”.

However, M&T has not referred the court to any evidence
supporting its allegation that F& was an “insider”, but, rather,
sinply stated in its opposition to F&D s notion for summary judgnment
that “there is a question of fact as to how nuch control F&D was

exercising over M&T . . . .” (DE No. 105.) Under the standard
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establi shed by Cel otex, such a bald conclusion is inadequate to
defeat a nmotion for summary judgnent.
For the foregoing reasons, Count VIII of the anmended conpl ai nt

will be dismssed.

XV
Capital has asserted a cross-clai magai nst F& and Singl eton.
The cross-cl ai m seeks rei nbursenent from Singleton and F&D, to the
extent that Capital is found to be liable to M&T under Counts IV, V
and VI of the anmended conplaint. In light of the court’s decision to

dism ss Counts IV, V and VI of the anmended conplaint, Capital’s

cross-claimwi |l be dism ssed as noot . %
XVI
The court will issue an order in accordance with this decision

after the parties address at the next status conference whether those
counts to be dism ssed should be dism ssed by an order made final and
appeal abl e under F.R. Civ. P. 54(Db).

Dated: April 9, 2001

S. Martin Teel, Jr.
United States Bankruptcy Judge

%6 Capital is also naned as a defendant in Count Ill of the
amended conpl ai nt, which seeks a determ nation of the various
parties’ interests in any funds Singleton may owe M&T. Capital,
however, has no interest in any such funds, because it already has
been paid in full by Singleton and pursuant to this decision wl
have no liability to M&T.
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