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NOTICE 

 
This is a CLE (continuing legal education) article, and it is not legal 
advice.  This article was prepared for information purposes only for other 
lawyers only and deals with hypothetical or historical situations.  The 
information is certainly not intended and should not in any way be 
construed as legal advice.  Your receipt of this information does not in 
any way create an attorney-client relationship and cannot substitute for 
obtaining legal advice from an attorney. The author makes no claim 
about the correct interpretation of any law discussed in this article.  The 
author does not make any claim about what the correct course of action 
might be in a particular matter.  The author also does not make any claim 
that the information contained in this article is complete or correct.  
Finally, the information in this article may not be up to date.  The contents 
of this article are not updated. 
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INTRODUCTION 
 

An area of substantial importance within bankruptcy jurisprudence is the distinction between the 
common law doctrine of recoupment and the Bankruptcy Code’s statutory doctrine of setoff.  The 
Bankruptcy Code does not explicitly address recoupment.  However, setoff is addressed specifically 
under 11 U.S.C. § 553 of the Code.  The terms recoupment and setoff are often used interchangeably, 
however distinction is important because these doctrines are in fact two divergent concepts of law.  
 
I.  RECOUPMENT 
 
A.  Recoupment in general. 
 
 The common law doctrine of recoupment is equitable in nature, and is referred to as reconvention 
in civil law jurisdictions.1  The doctrine was recognized by the Supreme Court for the first time in Bull v. 
United States2, and refers to a defendant’s right to reduce or eliminate the plaintiff’s claim, where that 
right has arisen in the same action.3  It is well-established that recoupment will be allowed whenever an 
action for damages can be sustained, and thus circuitry of action avoided.4   
 
Recoupment is defined in Black’s Law Dictionary (8th ed. 2004) as: 

 
1. The recovery or regaining of something, esp. expenses. 2. The withholding, for equitable 
reasons, of all or part of something that is due. 3. Reduction of a plaintiff’s damages because of a 
demand by the defendant arising out of the same transaction. 4. The right of a defendant to have 
the plaintiff’s claim reduced or eliminated because of the plaintiff’s breach of contract or duty in 
the same transaction. 5. An affirmative defense alleging such a breach. 6. Archaic. A 
counterclaim arising out of the same transaction or occurrence as the one on which the original 
action is based.  In modern practice, recoupment has been replaced by the compulsory 
counterclaim. 

 
In a recent opinion, the Indiana Court of Appeals in York Linings International, Inc. v. Harbison-Walker 
Refractories Co., 839 N.E.2d 766, 769 (Ind.App.2005), recognized this as the generally accepted 
definition of recoupment. 
 

The doctrine of recoupment rests upon the principle that it is just and equitable to settle in one 
action all claims growing out of the same contract or transaction; the object of the plea is to rebate or 
recoup, in whole or part, the claim sued on.5  The practice serves to avoid needless delay and 
unnecessary litigation.6  

 
There are two circumstances under which the right to recoupment will generally arise.  The first of 

these circumstances is where the plaintiff has not complied with some cross-obligation of the contract on 
which he or she sues.7  Recoupment is also common where a plaintiff has violated some legal duty in the 
making or performance of the contract on which he or she sues.8  The majority of cases recognizing and 
applying the doctrine of recoupment are those which deal with business transactions and involve 
contracts.9  A classic example for recoupment under a contract is the case of an overpayment under the 
contract at issue.10  
 
B.  Doctrinal requirements. 
 

In order for a creditor to successfully assert their right of recoupment in bankruptcy, two 
requirements must initially be met.  First, the claims must arise from a single contract or transaction.11  
Second, there must be some type of “overpayment” whether accidentally or contractually made.12   

 
Currently, the “same transaction” requirement has two divergent jurisdictional approaches to 

interpretation.13  “One line of cases considers obligations to arise from the same transaction where they 
bear a logical relationship to each other.”14  In determining whether there is a logical relationship under 
this approach, the focus is on the agreement between the parties.15  The second approach is somewhat 
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more restrictive, requiring a “single, integrated transaction.”16  The 7th Circuit Court of Appeals, in Kleven 
v. Household Bank17, has affirmed that this jurisdiction is to follow this second approach.  The main 
difference in the two approaches lies in the degree of “interconnectedness” necessary between the 
obligations at issue.18 
 
C.  The defensive nature of the doctrine of recoupment. 
 

It has been well-established that recoupment is a doctrine of an intrinsically defensive nature.19  
The right to recoup is an equitable defense, which enables a defendant to reduce or satisfy liability on a 
plaintiff’s claim by asserting an obligation of the plaintiff, which arose out of the same transaction.20  
Stated otherwise, the defense of recoupment applies only by way of reduction, mitigation, or abatement of 
damages claimed by the plaintiff, and is not an independent action.”21  

 
The doctrine of recoupment does not provide a basis for affirmative relief.22  The right to recoup is 

only a challenge to the validity and extent of the plaintiff’s claim, and no affirmative recovery is 
permitted.23   

 
The doctrine of equitable recoupment is partially intended to alleviate the harsh consequences 

resulting from the application of a statute of limitations.24  “Generally, a defendant’s right to plead 
recoupment as a defense survives expiration of the period provided by the statute of limitations that would 
otherwise bar a recoupment claim as an independent cause of action.”25  Because  “recoupment is in the 
nature of a defense arising out of some feature of the transaction upon which the plaintiff’s action is 
grounded, such a defense is never barred by the statute of limitations so long as the main action itself is 
timely.26   

 
It has been well-established that the defense of recoupment can be successfully asserted even if 

the party asserting it is not entitled to relief in a direct action.27  A party may assert a claim for equitable 
recoupment, even though a timely counterclaim has not or cannot be filed.28  In some jurisdictions, 
however, in order to assert the defense of equitable recoupment, a party may have to have a legally 
subsisting cause of action upon which the party could otherwise maintain an independent claim.29   
 
D.  Recoupment in Bankruptcy. 
 

The equitable doctrine of recoupment exists independent of the Bankruptcy Code.30  “A claim 
subject to recoupment avoids the usual bankruptcy channels and thus, in essence, is given priority over 
other creditors’ claims.”31  Since recoupment operates as an exception to the statutory priorities of claims 
in a bankruptcy case32, the doctrine is thus narrowly construed because it conflicts with the basic principle 
of equal distribution among creditors.33   

 
Courts consider several factors to determine if recoupment is proper in bankruptcy.  Courts 

examine whether the obligations arise out of a single transaction, and whether it would be fair or equitable 
for the debtor to enjoy the benefits of the transaction without also meeting its obligations.34  Recoupment 
is allowed to prevent a windfall to the debtor where there has been some type of overpayment,35 and in 
order to prevent unjust enrichment.36   

 
 In many cases where courts have allowed recoupment, either the applicable common law or the 

contract at issue has specifically provided for the recovery of overpayments previously received by 
withholding funds from future payments.37  However, application of the doctrine has evolved among 
jurisdictions so that an express provision for repayment in the contract at issue is not necessary for a 
creditor to exercise recoupment in the course of bankruptcy litigation.38  Alternatively, it is important to 
note that the mere fact that a contract exists between a creditor and debtor does not automatically allow a 
creditor to exercise recoupment.39  
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II.  SETOFF 
 

A.  The doctrine of “setoff” in general. 
 
 “The right of setoff derives from the precept that persons “should not be compelled to pay one 
moment what they will be entitled to recover back the next.”40  Alternatively stated, “[t]he principle upon 
which the rule [of setoff] proceeds is that in [the] case of mutual debts, it is only the balance which is the 
real and just sum owing by or to the bankrupt.”41  The doctrine of setoff is specifically important in 
bankruptcy, because “in the absence of such a right the creditor would be forced to pay full the amount 
owed to the debtor, but may be limited to no more than a pro rata recovery of his claim against the 
debtor.”42   
 
B.  The Bankruptcy Code’s “setoff” provision in 11 U.S.C. § 553. 
 
 Setoff is addressed in Section 553 of the Bankruptcy Code.   Most relevant to the current 
discussion is Section 553(a), which reads as follows: 
 
 “Except as otherwise provided in this section and in sections 362 and 363 of this title, this title 
does not affect any right of a creditor to offset a mutual debt owing by such creditor to the debtor that 
arose before the commencement of the case under this title against a claim of such creditor against the 
debtor that arose before the commencement of the case, except to the extent that — 
 

(1) the claim of such creditor against the debtor is disallowed; 
 
(2) such claim was transferred, by an entity other than the debtor, to such   creditor — 

(A) after the commencement of the case; or 
(B) (i) after 90 days before the date of the filing of the petition; and 

(ii) while the debtor was insolvent (except for a setoff of a kind described in 
section 362(b)(6), 362(b)(7), 362(b)(17), 362(b)(27), 555, 556, 559, 560, or 
561); or 
 

(3) the debt owed to the debtor by such creditor was incurred by such creditor — 
(A) after 90 days before the date of the filing of the petition;  
(B) while the debtor was insolvent; and 
(C) for the purpose of obtaining a right of setoff against the debtor (except for 

a setoff of a kind described in section 362(b)(6), 362(b)(7), 362(b)(17), 
362(b)(27), 555, 556, 559, 560, or 561).” 

 
The statutory language of Section 553(a) requires debts between a creditor and debtor to be 

“mutual” and arise “before the commencement of the case.”  In general, the mutuality requirement means 
that the debts owing one to the other must be in the same right or capacity43, but need not arise in the 
same transaction.44  Both the “mutual debt owing by such creditor to the debtor” and the “claim of such 
creditor against the debtor” must be one that “arose before the commencement of the case.”45  

 
Section 553(a)’s requirement that mutual debts arise “before the commencement of the case,” 

precludes the setoff of post-petition debts against pre-petition debts.”46  This provision of the Code 
essentially has the effect of elevating an unsecured claim to secured status, to the extent that the debtor 
has a mutual, prepetition claim against the creditor.47   “Furthermore, a setoff will not be denied simply 
because creditors will not be treated equally.”48  “Therefore, equitable considerations do not preclude a 
setoff.”49 

 
“The right to setoff is not absolute, but is limited by the provisions of the automatic stay under 

[Section] 362.”50  “In order to exercise a valid right of setoff, a creditor must move for relief from the 
automatic stay under [Section] 362(d).”51  “Where a valid right of setoff is established, the creditor's claim 
is secured to the extent of the amount subject to the setoff under [Section] 506(a), and the creditor is 
entitled to adequate protection in that amount.”52  
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Although the Bankruptcy Code does not create a federal right of setoff, the Code’s setoff 
provision ensures that, with certain exceptions, whatever right of setoff exists under applicable non-
bankruptcy law is preserved in bankruptcy under Section 553.53  This is made explicit in Section 553 
when it states “this title does not affect any right of a creditor to offset mutual debts owing between 
creditor and debtor pre-petition.”54 

 
III.  RECOUPMENT DISTINGUISHED FROM SETOFF 

 
A.  Distinction of the doctrines in general. 
 

Distinction between the doctrines of recoupment and setoff is of particular importance in 
bankruptcy.  Claims for recoupment and setoff are both recognized in bankruptcy law, but they are 
independent and distinct doctrines.55  While it is true that recoupment has some of the characteristics of 
setoff, in that both doctrines have a common origin and are equitable in nature, the doctrines’ differences 
far outweigh these basic commonalities.56   
 
B.  Recoupment provides an exception to the Bankruptcy Code’s provisions on setoff. 
 

One of the most fundamental differences between the two doctrines is that recoupment is not 
defined in the Bankruptcy Code, nor does the doctrine, as applied by the bankruptcy courts, derive from 
any part of the Code.57  The right to recoupment allows a creditor to assert that certain mutual claims 
extinguish one another in spite of the fact that they could not be setoff under the Code’s bankruptcy setoff 
provision in Section 553.58  Therefore, the common law doctrine of recoupment provides a widely-
recognized exception to the Bankruptcy Code’s limitations on the setoff of claims.59 

 
The foremost justification for this exception is that where a creditor’s claim against a debtor arises 

from the same transaction as debtor’s claim, it is essentially a defense to debtor’s claim against creditor, 
rather than a mutual obligation, such that it would be inequitable to apply the Bankruptcy Code’s 
limitations on setoff.60 
 

1. Recoupment is not subject to the Bankruptcy Code’s automatic stay provisions. 
 
It is well-established that a claim for recoupment, unlike setoff, generally is not barred by the 

Bankruptcy Code’s automatic stay provision in 11 U.S.C. § 362.61  “Because funds subject to recoupment 
are not the debtor’s property, the automatic stay imposed upon the filing of a bankruptcy petition does not 
bar recoupment.”62  “Applied in bankruptcy, recoupment…exempts a debt from the automatic stay when 
the debt is inextricably tied up in the post-petition claim”63   

 
This is an important point of distinction between the two doctrines since Section 553 explicitly 

states that setoffs are subject to Section 362 and the code’s provisions regarding the automatic stay.64  
Section 362(a)(7) prohibits “the setoff of any debt owing to the debtor that arose before the 
commencement of the case under this title against any claim of the debtor,” subject to certain 
exceptions.65  Stated otherwise, the availability of setoff in bankruptcy turns on whether the claims of the 
creditor and the debtor both arose pre-petition or both arose post-petition; a creditor may not set off a 
prepetition claim against a post-petition obligation.66  

 
  2.  Recoupment is not subject to the Code’s provisions on preference actions. 
 
 The two doctrines are also distinguishable in Section 553(b) condemns pre-petition setoffs that 
allow a creditor to improve its position, however its provisions do not apply to recoupments.67  This is true 
even though the recoupment permits the creditor to obtain otherwise preferential treatment.”68  
 
 The trustee of a bankruptcy estate does not have the statutory authority to avoid a recoupment as 
a preference.  Alternatively, Section 553(b) gives a trustee the statutory authorization to avoid a setoff as 
a preference if it occurred on or within 90 days of the petition date.69  
 



©2007 Tucker | Hester, LLC 6 www.tucker-hester.com 

A trustee of a bankruptcy estate takes the property subject to the rights of recoupment70, since to 
the extent that party is entitled to recoupment of funds, a debtor has no interest in funds.71  Therefore, 
“recoupment is not generally available as a defense to a trustee’s fraudulent transfer-avoidance claim.”72  
This general rule provides an equitable remedy because when the creditor’s claim arises from the same 
transaction as the debtor’s claim, it is essentially a defense to the debtor’s claim against the creditor 
rather than a mutual obligation, and application of the limitations on setoff in bankruptcy would be 
inequitable.73 

 
Section 553(b) addresses the relationship between preferences and actions for setoff, and the 

language of this section is as follows: 
 

(1) Except with respect to a setoff of a kind described in section 362(b)(6), 362(b)(7), 362(b)(17), 
362(b)(27), 555, 556, 559, 560, or 561, 365(h), 546(h), or 365(i)(2) of this title, if a creditor 
offsets a mutual debt owing to the debtor against a claim against the debtor on or within 90 
days before the date of the filing of the petition, then the trustee may recover from such 
creditor the amount so offset to the extent that any insufficiency on the date of such setoff is 
less than the insufficiency on the later of –  

(A) 90 days before the date of the filing of the petition; and 
(B) the first date during the 90 days immediately preceding the date of the filing of the 

petition on which there is an insufficiency. 
 

(2) In this subsection, “insufficiency” means amount, if any, by which a claim against the debtor 
exceeds a mutual debt owing to the debtor by the holder of such claim. 

 
3.  Recoupment is not subject to the bankruptcy discharge injunction in 11 U.S.C. § 524. 
 
“While the discharge prohibits a setoff of any debt as to the personal liability of a debtor, Section 

524(a)(2) of the code does not prohibit a recoupment.”74  “The equitable doctrine of recoupment, as it 
applies in bankruptcy, is not limited to prepetition claims, and recoupment may be employed to recover 
across the petition date.”75 

 
The term “debt” is defined by 11 U.S.C. § 101(12) as a liability of a claim, which in turn is defined 

by 11 U.S.C. § 101(5), to mean a “right to payment.”76  Because recoupment only reduces debt as 
opposed to constituting an independent basis for debt, it is not a claim in bankruptcy within 11 U.S.C. § 
101(5) and is therefore unaffected by debtor’s discharge.77   
 
C.  Recoupment requires debts to arise from a single transaction. 
 

A final point of distinction between the two doctrines is that recoupment only cancels debts that 
arise out of the same transaction, while setoff cancels mutual debts owed between parties that may arise 
out of different transactions.78 

 
 Alternatively stated, “in bankruptcy, “setoff” is asserted for the purpose of reducing or 

extinguishing creditor’s claim against debtor when mutual debt and the claim contemplated are generally 
those arising from different transactions, while “recoupment” is [the] setting up of [a] demand arising from 
the same transaction as a creditor’s claim or cause of action, strictly for the purpose of abatement or 
reduction of such claim.”79  Therefore, the equitable doctrine of recoupment is more limited in its 
application, in this respect, than the Code’s provision on setoff.80  
 

IV. COMMON RECOUPMENT AREAS 
  

A.  Recoupment of payments by a health insurance provider. 
 

In re Health Management Limited Partnership, 336 B.R. 392, 393-397  (Bkrtcy.C.D.Ill.2005). 
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 The Debtor, Health Management Limited Partnership, operated a hospital in Illinois.  The debtor 
had a contractual relationship with health maintenance insurer, Blue Cross Blue Shield of Illinois (“Blue 
Cross”), wherein Debtor provided medical treatment to Blue Cross members in exchange for Blue Cross’ 
payment of certain contractual rates or amounts for such treatment.  Debtor filed a petition pursuant to 
Chapter 11 of the Bankruptcy Code on April 2, 2003.  A liquidating plan was confirmed on September of 
2003, and the debtor never sought to assume or reject the Blue Cross contracts.  Similarly, Blue Cross 
never moved to compel the debtor to assume or reject the contracts. 
 

The issue presented before this Court was whether Blue Cross’ recovery of overpayments for 
pre-petition advances from post-petition obligations constitutes recoupment, which is not barred by the 
automatic stay of 11 U.S.C. § 362, or setoff, which is barred by the automatic stay.  More specifically, the 
parties to this litigation had agreed there were overpayments, so the real question was whether the 
Debtor’s claim for Net Covered Charges and Blue Cross’ claim for contractual allowances arose out of a 
single integrated transaction. 

 
Under the agreement between Debtor and Blue Cross, Blue Cross initially paid hospital its full fee 

for covered services that it provided to members of insurer’s medical coverage plan and recovered any 
overpayments.  The amount of overpayment was based on discounted prices that insurer had negotiated 
for such services, and calculated by reducing its payments to hospital for services that it later provided to 
other members. 

 
The Court determined that Debtor’s claim against Blue Cross for medical services which it 

provided and Blue Cross’ claim against Debtor for prior over payments both arose of out single, 
integrated transaction.  The Court reasoned that both parties clearly recognized that hospital would be 
overpaid initially, and system which they set up for full payment and subsequent adjustment indicated one 
ongoing, integrated transaction.   In coming to its decision, the Court noted the similarities between the 
present situation and Medicare’s procedures.  It stated that “while there may be differences between 
Medicare and the private insurance in this case, both programs feature a system of interim recognize 
payments subject to subsequent adjustments. It is this common characteristic between the programs that 
makes the Medicare cases helpful in providing guidance to the Court.  The Bankruptcy Court held that the 
insurer’s continued reduction of its payments to the hospital to recover overpayments after the hospital 
filed for bankruptcy was an exercise of the right of recoupment, rather than setoff, and therefore it did not 
violate the automatic stay.   
 
B.  Recoupment claims deriving from overpayment of Medicaid or Medicare benefits. 
 

In re Slater Health Center, Inc., 398 F.3d 98 (1st Cir. R.I.2005). 
 
The Chapter 11 debtor, a nursing home that was overpaid by Medicare, filed an adversary 

complaint against the federal government and its fiscal intermediary, seeking injunctive and declaratory 
relief preventing the government from recovering overpayments by reducing post-petition Medicare 
reimbursements due the debtor, and also seeking to assume its provider agreements. Vacating the prior 
opinion on motion for reconsideration, the U.S. Bankruptcy Court for the District of Rhode Island, entered 
an order denying recoupment on equitable grounds and allowed the debtor to assume the contracts. The 
Government appealed. The District Court reversed, allowing Medicare to recoup the funds at issue. 
Debtor appealed. 

 
The 1st Circuit Court of Appeals held that: (1) pursuant to the “same transaction” test, the 

government's adjustment for a prior Medicare overpayment resulting from a health center's failure to pay 
third-party providers for services that have already been provided is a recoupment, not a setoff; and (2) 
the bankruptcy court erred in performing further equitable balancing once the recoupment versus setoff 
analysis had been completed. Decision was affirmed. 
 

In re Healthback, LLC, 226 B.R. 464 (Bkrtcy.W.D.Okla.1998). 
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The facts of this case set forth that the Chapter 11 debtor's costs were reimbursed by the 
Secretary as part of the federal Medicare program established by Title XVIII of the Social Security Act. 
Debtor filed its motion with the court after the Secretary withheld funds from current payments owed to 
debtor to apply against what the Secretary calculated to be overpayments made to debtor in the past, 
both pre-and post petition. Debtor argued that payments should not be withheld because the funds were 
necessary for debtor's continued operation. The court rejected the Secretary's assertion that the court did 
not have jurisdiction over the matter until exhaustion of the administrative procedures in 42 U.S.C.S. § 
405(g). The court pointed out that its primary jurisdiction over bankruptcy estate property under 28 
U.S.C.S. § 1334(a) was not a "judicial review" of the Secretary's decisions and that the court's effect on 
such decisions was indirect and ancillary. Furthermore, the court disagreed with the Secretary's 
characterization of her actions as "recoupment." The court held that setoff was the proper doctrine to be 
applied because the Secretary's reimbursement scheme did not constitute a "single, integrated 
transaction." 

 
In coming to its decision, the court adopted the reasoning of the Third Circuit Court of Appeals for 

its definition of a “single integrated transaction” in the Medicare reimbursement scheme.  The Third 
Circuit’s position is that the annual audit conducted by the Department of Health and Human Services 
should be the defining standard for determining separate transactions for the purposes of equitable 
recoupment in Medicare cases.  In re University Medical Center, 973 F.2d 1065, 1081-85 (3rd Cir.1992).  
In that case, the court held that withholding payments, in an analogous fact pattern to this case, by the 
Department of Health and Human Services was improper.  Id.  The Third Circuit Court of Appeals also 
acknowledged that the Department was not being prevented from ever recovering the alleged 
overpayments, only that the Department had to respect the automatic stay.  Id. 

 
In re District Memorial Hospital of Southwestern North Carolina, Inc., 297 B.R. 451 
(Bankr.W.D.N.C.2002). 

 
 In this case, the North Carolina Department of Health and Human Services filed notice of intent to 
recoup Medicaid overpayments that had been made to the bankrupt health care provider in past. The 
Bankruptcy Court, George R. Hodges, Chief Judge, held that distinctive Medicare and Medicaid systems 
of estimated payments and later adjustments qualified as single “transaction,” for recoupment purposes. 
 

In re CDM Management Servs., Inc., 226 B.R. 195, 196-97 (Bkrtcy.S.D.Ind.1997). 
 
 The Chapter 11 Debtor in this case, CDM Management Services, Inc., d/b/a Vinewood Nursing 
Home, operated a nursing home facility.  The creditor-state agency, Indiana Family & Social Services 
Administration, filed a motion for authorization for recoupment, seeking to recoup pre-petition Medicaid 
advances from post-petition Medicaid payments due to Debtor. 
 

The issue that was presented to the Court was whether the creditor may recoup pre-petition 
advances on Medicaid claims payments from post-petition Medicaid payments due to the Debtor.  More 
specifically, the issue was whether the Debtor’s claim for reimbursement and Indiana Family & Social 
Services Administrations claim for recoupment arise out of a single integrated transaction. 

 
Here, the right of recoupment arose within the statutory scheme established by the Medicaid 

Program, 42 U.S.C. § 1396(b)(d)(2)(A), and specifically provided for adjustments to reflect overpayments 
or underpayments. Moreover, there was a contract in this case which expressly provided for repayment of 
advances or overpayments.  The court determined that “although there may be a series of claims, these 
claims against Medicaid are all covered by the one contract which provides for payment of the claims and 
recoupment of the advances.”  Citing In re Visiting Nurse Association, 121 B.R. 114, 118-19 
(Bankr.M.D.Fla.1990).  Therefore, the court determined that in this case there was a single, continuing 
provider agreement that was still in effect.  The Court also noted that “unlike the right of setoff, the right of 
recoupment is exempt from the operation of the automatic stay of 11 U.S.C. § 362. Id. at 119-20; see, 11 
U.S.C. § 362(a)(7). 
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Therefore, the Court held the Indiana Family & Social Services administration was free to recoup 
a percentage of each Medicaid advance from post-petition payments. The Indiana Family & Social 
Services Administration’s Motion for Authorization for Recoupment was allowed.  
 
C.  Recoupment and Setoff in business bankruptcy by contractors/sub-contractors. 
 

Matter of United States Abatement Corporation, 79 F.3d 393 (5th Cir.1996). 
 
Chapter 11 debtor-contractor filed adversary complaint for payment on oil platform maintenance 

contract that had been terminated by an oil company. The oil company filed a proof of claim and asserted 
recoupment, and the assignee of debtor's accounts receivable intervened. The Bankruptcy Court made 
findings on the amount owed by the company, and allowed recoupment. Debtor and assignee appealed, 
and company cross-appealed. The U.S. District Court for the Eastern District of Louisiana reversed the 
recoupment decision. The company appealed, and debtor and assignee cross-appealed.  

 
The facts of the case show that the appellants' contract provisions with appellee corporation 

included an indemnification provision on subcontractor liens and a retainage clause on a percentage of 
the contract price until subcontractor payments were ensured. Following a dispute, appellants sought 
declaratory relief reducing the contract debt by subcontractor liens. Subsequently, appellee corporation 
filed for bankruptcy, and a stay was issued on appellants' action. Counterclaims by subcontractors 
against appellants were enforced. The bankruptcy court allowed appellants' recoupment of subcontractor 
payments from the debt to appellee and calculated the debt after recoupment. The district court reversed 
and did not consider the parties' appeals regarding the recoupment calculation.  

 
 In its holding, the 5th Circuit Court of Appeals reversed the district court's decision, reinstating the 
bankruptcy court's holding that appellants were entitled to recoupment since appellants' lien payments 
arose out of the contract with appellee corporation. The court remanded regarding the calculations since 
the bankruptcy court erred by altering the parties' stipulations regarding direct costs. 
 

In re A and C Elec. Co., Inc., 188 B.R. 975 (Bankr.N.D.Ill.1995); aff’d by Divane v. A and C Elec. 
Co., Inc., 193 B.R. 856 (N.D.Ill.1996). 

 
Chapter 11 debtor-subcontractor was hired by an electrical contractor to perform certain electrical 

construction work and, after submitting “extras claim” for work done outside the work required under 
subcontract, debtor ceased work on project and filed bankruptcy petition. The contractor subsequently 
completed debtor's work with its own personnel. Debtor brought adversary proceeding against contractor, 
seeking turnover of the balance of certain proceeds in contractor's possession to which contractor 
asserted right of recoupment. Parties cross-moved for summary judgment.  

 
The Bankruptcy Court held that: (1) contractor's recoupment right did not constitute a 

dischargeable “claim”; (2) debtor's obligation to contractor under subcontract and monies due debtor for 
extras claim arose from the same transaction for purposes of the recoupment doctrine; (3) contractor's 
participation in debtor's bankruptcy without raising its right to recoupment did not preclude it from 
recovery; and (4) amount of contractor's recoupment claim remained to be adjudicated.  Motions denied. 
 
 In re IT Group, Inc., 350 B.R. 166 (Bkrtcy.D.Del.2006). 
 

Plaintiff assignee in this case, Shaw Environmental, Inc. (“Shaw”), is a Louisiana corporation that 
provides professional construction and consulting services. The Defendant, Bechtel Jacobs Company 
LLC (“Bechtel”), is the environmental management contractor for the United States Department of 
Energy's office in Tennessee.  Prior to the commencement of these jointly administered bankruptcy 
cases, Bechtel, as general contractor, entered into four subcontracts with The IT Group, Inc. (the 
“Debtor”). 

 
On January 16, 2002, the Debtor filed for relief under Chapter 11 of the Bankruptcy Code. Shortly 
thereafter, the Debtors and Shaw entered into an Asset Purchase Agreement, whereby Shaw agreed to 
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purchase substantially all the Debtors' assets, and assumed liabilities. The primary assets to be 
transferred were the Debtors' rights under various project contracts, including three of the Bechtel 
subcontracts. 
 

Shortly thereafter, Plaintiff assignee of the subcontracts brought an adversary proceeding against 
defendant contractor, Bechtel, alleging that the contractor breached the subcontracts by offsetting 
amounts due to the assignee under the subcontracts against the contractor's asserted damages under a 
subcontract which the debtor rejected. The assignee and the contractor cross-moved for summary 
judgment. 

 
The bankruptcy court held that, under either 11 U.S.C.S. §§ 363 or 365, the contractor did not 

have the right to set off payments due to the assignee against its damages for the debtor's rejection of a 
subcontract. The contractual requirement that the contractor be made whole with regard to all of the 
subcontracts was not a condition precedent in the absence of express language to that effect, and any 
right of setoff against the debtor for damages caused by the debtor could not be asserted against the 
assignee. Further, the debtor's right to assume the favorable subcontracts and to reject the unfavorable 
subcontract precluded the enforcement of the cross-default clauses as improper restrictions on the 
debtor's rights to assume, assign, and reject the subcontracts. 
The assignee's motion for summary judgment was granted, and the contractor's cross-motion was 
denied. 
 
D.  Recoupment claim arising from default on government contract. 
 
 In re Delta Air Lines, 2006 WL 3200850 (S.D.N.Y.2006). 
 

Chapter 11 debtor-airline brought adversary proceeding for declaratory judgment that federal 
government could not deduct amounts that it had allegedly overpaid for travel services provided by debtor 
to government employees prepetition from amounts that government admittedly owed to debtor for 
services purchased post-petition. 

 
In its holding, the Bankruptcy Court held that: (1)  the section of the Transportation Payment Act 

providing that “[p]ayment for transportation ordered [by government] but not provided may be recovered 
by deduction or other means” granted government a right of setoff for overpayments that it had made to 
debtor prepetition for transportation services which government employees did not in fact use, but did not 
trump limitations imposed by the Bankruptcy Code on exercise of right of setoff in bankruptcy; and (2) the 
government's prepetition claim against debtor did not arise out of “single, integrated transaction” as 
government's post-petition obligation, for purposes of application of recoupment doctrine.  Judgment was 
entered for the debtor. 

 
                                                 
1 20 Am. Jur. 2d Counterclaim, Recoupment, Etc. § 5 (2007); Distribution Services, Ltd. V. Eddie Parker Interests, 
Inc., 897 F.2d 811 (5th Cir.1990)(citations omitted). 
2 Bull v. United States, 295 U.S. 247, 55 S.Ct. 695, 79 L.Ed. 1421 (1935). 
3 20 Am. Jur. 2d Counterclaim, Recoupment, Etc. § 5 (2007); Distribution Services, 897 F.2d 811 (5th 
Circ.1990)(other citations omitted); F.D.I.C. v. Kooyomijian, 220 F.3d 10 (1st Cir.2000)(Recoupment allows a 
defendant to defend against a claim by asserting, up to the amount of the claim, the defendant’s own claim against 
the plaintiff growing out of the same transaction.). 
4 Houston v. Young, 7 Ind. 200, 1855 WL 3649, 2 (Ind.1855). 
5 20 Am. Jur. 2d Counterclaim, Recoupment, Etc. § 5 (2007); Boone Nat. Sav. & Loan Ass’n, F.A. v. Crouch, 47 
S.W.3d 371 (Mo.2001).   
6 20 Am. Jur. 2d Counterclaim, Recoupment, Etc. § 5 (2007); Lofchie v. Washington Square Ltd. Partnership, 580 
A.2d 665 (D.C.1990). 
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omitted).   
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