IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 96-11214

STATE BANK & TRUST COWMPANY, DALLAS,
Pl ai ntiff-Appellant,

ver sus

| NSURANCE COVPANY OF THE WEST,
Def endant - Appel | ee.

Appeal fromthe United States District Court
for the Northern District of Texas

Decenber 29, 1997

Bef ore REYNALDO G GARZA, SM TH, and WENER, C rcuit Judges.
WENER, Circuit Judge:

Def endant - Appel | ee I nsurance Co. of the West (I CW, acting as
surety, issued performance bonds on behal f of DRT Mechani cal Corp.
(DRT) —a subcontractor —on two construction projects. DRT had
previously given Plaintiff-Appellant State Bank & Trust Co. (State
Bank) a security interest inits construction tools, equipnent, and
inventory (“construction materials”) as collateral for aloan. DRT
defaulted on both the loan and its construction contracts, after
whi ch | CWused DRT s on-site construction materials to conplete the
projects. State Bank brought a conversion action agai nst | CWafter
it refused to conpensate State Bank for use of the construction

materials in which State Bank held a perfected security interest.



State Bank appeals the district court’s order granting summary
judgnent in favor of ICW Concluding that the district court erred
as a matter of lawin its application of the doctrine of equitable
subrogation, we reverse and renand.
I
FACTS AND PROCEEDI NGS

State Bank | oaned DRT $187,000 (Original Loan) in Novenber
1991. DRT secured the Oiginal Loan by pledges of personal
property in the form of construction materials. State Bank
perfected its security interest in the collateral by filing a Form
UCC-2 wth the Texas Secretary of State. In July 1993, DRT,
having paid down the Oiginal Loan to an outstandi ng bal ance of
$142, 946. 98, pl edged additional tangible personal property that
fell wiwthin the description of collateral in State Bank’s earlier-
filed U C C —1. State Bank advanced DRT additional principal,
i ncreasi ng the outstandi ng bal ance to $172, 950. 98.

In February 1994, State Bank | oaned DRT $300, 000 (Defaulted
Loan). To secure repaynent of the | oan, State Bank and DRT entered

into a commercial security agreenent pursuant to which DRT gave

State Bank a security interest in “[a]ll inventory, chattel paper,
accounts, contract rights, equipnent, general intangibles and
fixtures,” owned by DRT together wth “[a]ll attachnents,
accessi ons, accessories, tools, parts, supplies, increases and

additions” thereto. DRT paid off the Original Loan with a portion
of the proceeds of the Defaulted Loan. The security interest

created and perfected in connection with the Oiginal Loan



continued in connection wth the Defaulted Loan, and the Novenber
1991 U.C.C -2 filing remained effective throughout the District
Court’s jurisdiction over this matter.

DRT entered i nto subcontracts with two general contractors on
two different projects —one with Cark-Mrris Conpanies (C ark-
Morris), in Decenmber 1993, and anot her with Young Enterprises, Inc.
(Young Enterprises) in COctober 1994. Each subcontract authorized
the general contractor to use DRT's construction materials to
conplete its work on the project in the event it defaulted on its
obl i gati ons.

ICWand its sister surety conpany, |ndependence Casualty and
Surety Conpany, issued paynent and perfornmance bonds insuring
conpletion of DRT's contractual obligations to Cark-Mrris and
Young Enterprises. Under the terns of the perfornmance bonds, the
obligees were to conplete the projects in the event DRT defaulted,
and woul d be entitled to use DRT's construction materials for that
pur pose.

After construction of the projects had begun, DRT notified | CW
of DRT's inability to conplete the projects for which |ICW had
i ssued performance bonds. At approximately the sane tine, DRT
ceased nmaking the required paynents to State Bank on the Defaulted
Loan. Follow ng receipt of DRT's acknow edgnent of default, |CW
t ook over the projects to conplete them Substantial work renmai ned
to be done on the projects, and | CWdeterm ned that using DRT' s job
site construction materials would provide the | east expensive and

nost expedi ent neans of conpletion. As DRT had not paid its



suppliers for all its on-site inventory by the tinme | CWtook over
the projects, ICW had to pay the remaining balance on such
i nventory.

State Bank delivered a letter to DRT requesting that |ICW

(1) enter into an “Agreenent of Rental;” (2) procure insurance
covering the equi pnent and nam ng State Bank as | oss payee; and (3)
pay two nmont hs rent at $10, 000 per nonth. DRT forwarded the letter
to ICW which refused to acknow edge State Bank’s claim to a
superior right to possess DRT's property. State Bank notified DRT
of the acceleration of the | oan and demanded that DRT assenbl e the
collateral for delivery to State Bank

DRT i nformed State Bank that sone of the requested coll ateral
—specifically, job site construction materials —renmained inthe
custody of ICW State Bank’s president wote to | CWdenandi ng t hat
it account for and assenble DRT's property and notify State Bank
that it could recover such property, but ICWrefused State Bank’s
demand. After conpleting the projects, |CWtendered what remai ned
of DRT's construction materials to State Bank, but it declined
| CWs offer to turn over the property.

State Bank brought a conversion action against ICWin state
court, which action was renoved to the district court based on
diversity of citizenship. State Bank filed a notion for summary
judgnent as to liability and I1CW sought sunmary judgnment
di sposition of the entire case. The district court denied State
Bank’ s notion and granted | CWs, holding that, under the doctrine

of equitable subrogation, CWhad a right superior to State Bank’s



to possess and use the collateral. State Bank tinely appeal ed.
|1
ANALYSI S

A STANDARD OF REVI EW

A district court’s decision to grant sunmary judgnent is
reviewed de novo, applying the sane standards as the district
court.! Summary judgnent is appropriate when the evidence, viewed
in the light nost favorable to the nonnoving party, presents no
genui ne issue of material fact and shows that the noving party is
entitled to judgnent as a matter of |aw. 2
B. APPLI CABLE LAW

In the typical suretyship arrangenent, a surety bonds a
contractor’s performance of its contract wwth a project owner. If
t he bonded contractor defaults, forcing the surety to conplete the
performance, the conpleting surety “has an ‘equitable right’ to
i ndemmi fication out of aretained fund.”* The surety i s subrogated
to the rights of the project owner/obligee so that the retained

contract price inures to the conpleting surety’'s benefit.> The

IMelton v. Teacher’s Ins. & Annuity Ass’n of Anerica, 114 F. 3d
557, 559 (5th Cir. 1997).

River Prod. Co., Inc. v. Baker Hughes Prod. Tools, Inc., 98
F.3d 857, 859 (5th Cr. 1996)(citing FED. R CQv. P. 56(c)).

The parties agree that Texas |law applies in this diversity
case; however, to the extent that Texas |aw does not address an
i ssue, we |look to federal |aw for guidance.

‘“Pearl man v. Reliance Ins. Co., 371 U S 132, 138, 83 S. C
232, 235, 9 L.Ed.2d 190 (1962).

See Trinity Universal Ins. Co. v. Bellnead State Bank of
Waco, 396 S.W2d 163, 168 (Tex. Cv. App. —Dallas 1965, wit ref’d

5



rationale for equitable subrogation stens from the notion that
those contract proceeds that are reserved for disbursenent until
the contract’s conpletion are “as nuch for the indemmity of hi mwho
may be a guarantor of the performance of the contract as for him
for whomit is to be perforned.”®

The conpleting surety’s right of subrogation arises inequity,
as an outgrowh of the suretyship relationship itself;” it is not
dependent on assignnent, lien, or contract.® As such, the surety’s
right of subrogation is not a security interest and thus is not
subject to the filing requirenments of U C.C. Article 9.°

As noted, the district court held that by virtue of equitable
subrogation ICWwas entitled to use DRT's construction materials
|ocated at the project sites to conplete the construction,

notw thstanding State Banks’'s pre-existing, perfected security

nr.e.) (“Itis. . . well settledin our lawthat the surety whose
funds go to discharge contractor's obligations 1is thereby
subrogated to the rights of the owner to apply the contract
bal ances to the conpletion of the project and paynent of bills
incurred in that connection.”) (citations omtted). The conpleting
surety is subrogated to the rights of other parties to the bonded
project as well. A surety that fulfills a defaulting contractor’s
obligations is subrogated to the rights of (1) The contractor,
insofar as it is due receivables, (2) the material nen and | aborers
who nmay have been paid by the surety, and (3) the owner for whom
the project was conpl et ed. Nat | Shawmut Bank of Boston v. New
Anst erdam Casualty Co., 411 F.2d 843, 845 (1st Cr. 1969).

Prairie State Nat’'l Bank of Chicago v. United States, 164
U S 227, 239, 17 S.C. 142, 147, 41 L.Ed 412 (1896).

Trinity, 396 S.W2d at 168.

8nterfirst Bank Dallas v. United States Fidelity and Guar.
Co., 774 S.W2d 391, 399 (Tex. App.—Dallas 1989, wit denied).

°ld. at 398; Shawnut, 411 F.2d at 845-46.
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interest in those materials. |In so holding, the court relied on

Interfirst Bank Dallas v. United States Fidelity and Guar. Co. as

controlling authority.!* The district court reasoned that (1)
there is no conceptual difference between permtting a surety to
apply contract bal ances towards project conpletion and permtting
it to use the defaulting subcontractor’s tools, equipnent, and

inventory for the same purpose, and (2) because, under Interfirst

Bank, a surety’s equitable right to contract proceeds has priority
over a secured creditor’s right to execute onits security interest
in the sane proceeds, ICWs right to use DRT's construction
materials has priority over State Bank’s security interests in the
sane property.

On appeal, State Bank argues that surety priority under

Interfirst Bank is limted to situations in which the surety and

1Al t hough equitable subrogation typically arises in the
context of a surety’s bonding a general contractor’s performance of
its obligations to the project owner, that |ICW bonded a
subcontractor’s performance of its obligations to genera
contractors does not alter our analysis.

1774 S.W2d 391 (Tex. App. —Dallas 1989, wit denied). In
Interfirst Bank, the surety bonded a subcontractor’s performance of
its contract with a general contractor. Id. at 393. The
subcontractor then obtained a |l oan, as collateral for which it gave
the lender a security interest inits accounts receivable. 1d. at
393-94. The lender perfected its interest by filing. 1d. at 394.
The subcontractor subsequently defaulted on its obligations and

both the | ender —seeking to realize onits collateral —and the
surety —through equitable subrogation —clained entitlenent to
undi sbursed progress paynents and retainages wthheld by the
general contractor. 1d. The court held that the surety’ s rights

to the contract proceeds were superior to the |ender’s perfected
interest in the subcontractor’s receivables because the surety’s
right to equitable subrogation is not a security interest within
the purview of Article 9 of the U C C. and, as such, the | ender
could not gain priority over the surety by perfecting its interest
in the contract proceeds. 1d. at 398-99.
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the secured creditor make conpeting clains to contract proceeds;

that when, as here, the collateral on which the secured creditor
seeks to execute is tangible personal property, equity does not
entitle the surety to be equitably subrogated to its principal’s
rights in the property. In support of its argunent, State Bank
mai ntains that, as between the surety and an assignee of the
contract proceeds, equitable subrogation gives the surety priority

because the assignee’s interest in the proceeds never becones an

actuality. The assignee’s interest is derivative of the
assignor/contractor’s right to the proceeds.!> Also, until the
assi gnor/contractor performs its contract, t he

assignor/contractor’s right to the proceeds renmains a nere
potentiality. Consequently, urges State Bank, the assignee has no
right to make a cl ai magai nst the project owner/obligee until the
contractor/obligor has performed.!® State Bank observes that if the
assignee could claimentitlenent to the proceeds notw thstanding
the contractor’s default, the assignee would enjoy a greater right
to the proceeds than would its assignor.

We agree that when tangi bl e personal property —distinct from

12Gee Deer Park Bank v. Aetna Ins. Co., 493 S.W2d 305, 306

(Tex. Cv. App. —Beaunont 1973, n.w. h.) (“[T]he general rule is
that an assignee ... acquires no greater right than was possessed
by his assignor, and sinply stands in the shoes of the latter.”);
Interfirst Bank, 774 S.W2d at 397 (“[A]n assignee ... cannot take

greater rights than his assignor.”).

13See Deer Park Bank, 493 S.W2d at 306 (“Wiile it is true that
a debt having a potential existence may be the subject of an
assignnent, still such assignnent is ineffectual in so far as the
potential debtor is concerned until such potential debt becones an
actual debt.”) (quoting Alfalfa Lunber Co. v. Gty of Brady, 149
S.W2d 204 (Tex. Cv. App. —Austin 1912, no wit)).
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contract proceeds —is at issue, the rationale for elevating the
surety over the secured creditor has no application. Unlike the
contractor’s inchoate or potential rights in the contract proceeds,
the contractor conmes into the construction contract with present

and effective ownership and the right to possess and use its own

tool s, equi pnent, and inventory. |f the contractor has previously
given a creditor a security interest in these materials — even
t hose subsequently acquired —the creditor’s right to realize on
its collateral is not contingent on the contractor’s ful

performance of its obligations.

As the creditor’s interest in its tangible collateral is not
derivative of the contractor’s right to collect paynent under its
contract, the surety cannot claiman equitable right to possess and
use its defaulted principal’s construction materials to conplete
the project that the surety has bonded. In fact, granting such use
at no cost would result inawndfall to the surety, who woul d t hus
avoi d the antici pated expense of providing materials necessary for
proj ect conpletion.

The courts that have considered this issue have held that
secured creditors holding perfected security interests in a

defaulting contractor’s tangi ble personal property retain their

State Bank draws attention to one court’s conclusion that
extending the doctrine of equitable subrogation to tangible
personal property anounts to “nothing | ess than an appropri ati on of
a secured creditor’s collateral to reinburse the performng
surety.” Aetna Casualty and Sur. Co. v. J.F. Brunken & Son, Inc.,
357 F. Supp. 290, 293 (D. So.Dak. 1973).
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priority over a conpleting surety's equitable clains.?® | CW
responds that these cases, and their rationale, are inapposite;
that ICWis only claimng an equitable right to use DRT' s property
——not an outright ownership interest init —whereas these cases
concern conpeting clains to proceeds from the property’ s sale,
i.e., ownershipinterests. ICWnotes that it offered to turn over
DRT's construction materials to State Bank after conpleting the
project, but that State Bank refused. |CWargues that State Bank’s
security interest was still intact, sothat if it believed that | CW
had damaged the property or that the property had otherw se
decreased i n val ue, State Bank shoul d have brought a clai mfor such
di m nution rather than conversion. ®

|CW cites no authority in support of its “right to use”
ar gunent . It justifies its position wth nothing nore than the

bald assertion that “[f]Jundanmental fairness dictates that the

Id.; United States Fidelity and Guar. Co. v. United Penn
Bank, 524 A 2d 958 (Pa. Super. Ct. 1987), appeal denied 536 A 2d
1333 (Pa. 1987).

I n addition to suffering fromthe infirmties noted bel ow,
|CWs “right to use” argunent fails to account for the inventories
that were consuned in the projects’ conpletion —which inventories
cannot be returned to State Bank —as well as the equi pnent and
tools, if any, whose economc |ives were exhausted through ICWs
use. Moreover, as State Bank notes, |ICWs contention is
i nconsistent with the position it took in refusing DRT's and State
Bank’s requests to surrender the collateral. | CW gave no
indication that its detention of the property was tenporary and
that it wultimately intended to surrender possession of the
collateral. Rather, ICWclained that its rights were “paranount to
all others’ including secured lending institutions” and that it had
“paranount rights to the contract balances, and clains, and
materials, and tools, and equi pnent on the job site.” |CWdid not
offer to return that portion of the collateral which had not been
ei ther consuned in the projects or otherw se di sposed of until five
weeks after State Bank brought this action.
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surety use the defaulting contractor’s tools and equipnment to
mnimze | oss and expense,” and that “to hold otherw se woul d deny
|CWthe right to mnimze the cost of resolving DRT's default.”

| CWs argunent is msqguided. The surety’s right to contract
proceeds flows not fromcost mnimzation considerations but from
“the commobn sense proposition that the contract retainage funds
woul d never becone available to any creditor unless the surety
conpleted the project.”? On the other hand, when collateral
consi sts of tangi bl e personal property, the surety’ s conpl etion of
the contract is not a condition precedent to the conception of the
collateral itself; rather, the creditor who holds a perfected
security interest in acontractor’s tools, equi pnent, and i nventory
may execute on its collateral regardl ess of whether the contractor
has performed its obligations to third parties. Thus, equity need
not intervene to elevate the surety over the secured creditor, as
“the surety has done nothing with respect to [the tools, equipnent,
and i nventory] which raises up in the surety an equity superior to
that of later judgnent creditors.”?!

W hold that ICW obtained no equitable rights in DRT s
construction materials by virtue of either its own contract with
DRT or DRT' s subcontracts with the general contractors, d ark-
Morris and Young Enterprises. As subrogee of the genera

contractors, |ICW has rights that are derivative of theirs and

YInre Merts Equip. Co., 438 F. Supp. 295, 297 (MD. Ga. 1977).

8Uni ted Penn Bank, 524 A .2d at 965 (quoting In re Merts 438
F. Supp. at 298).
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t herefore can be no greater.?® |nasnuch as State Bank perfected its
security interest in DRT's property sonme two years before DRT
entered into its subcontracts wth dark-Mrris and Young
Enterprises, State Bank’s interest in the property takes priority
over their unper f ect ed, condi ti onal assi gnnent s in the
subcontracts. Likewi se, State Bank has priority over |CWs after-
acquired assignnent fromDRT in its performance bonds.
1]
CONCLUSI ON

For the foregoing reasons, the district court’s grant of
summary judgnent is reversed and this case is remanded for further
proceedi ngs consistent with this opinion.

REVERSED and REMANDED.

¥auillot v. Hi x, 838 S.W2d 230, 232 (Tex. 1992).
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