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1. CONTRACTS — CONSTRUCTION CONTRACTS — DETERMINATION OF
PARTY LIABLE TO INSOLVENT SUBCONTRACTOR’S MATERIALMEN. —
Where a subcontractor who became insolvent failed to pay its
suppliers of material on a construction project, the question as
to who should bear the loss — the subcontractor’s assignee of
progress payments (his bank), or general contractor of the pro-
ject who made the progress payments to the bank — depends
upon which was more seriously at fault in allowing the loss to
occur.

2. UnirorM CoMMERcIAL CODE — PURVIEW — CODE COVERS ANY
TRANSACTION INTENDED TO CREATE SECURITY INTEREST IN CON-
TRACT RIGHTS. — Any transaction which is intended to create a
security interest in contract rights falls within the general pur-
view of the Uniform Commercial Code. |Ark. Stat. Ann. § 85-9-
102 (1) (Supp. 1977).]

3. Unirorm CoMMERCIAL CODE — ““CONTRACT RIGHT’ & “*ACCOUNT
DEBTORS”’ — EXAMPLES. — Under a contract between the
general contractor of a construction project and a subcontrac-
tor, whereby the subcontractor has a right to progress payments
from the general contractor, that right is a “contract right” as
defined by the Uniform Commercial Code in Ark. Stat. Ann. §
85-9-106 (Supp. 1977), and the general contractor is an ‘“‘ac-
count debtor’” under the Code with respect to that contract
right, as defined in Ark. Stat. Ann. § 85-9-105 (Supp. 1977).

4. UnirorM ComMERCIAL CODE — ASSIGNEE’S RIGHTS — SAME
RIGHTS AS ASSIGNOR. — Ark. Stat. Ann. § 85-9-318 (1) (a)
(Supp. 1977) provides that the rights of an assignee are subject
to all the terms of the contract between an account debtor and
an assignor and to any defense or claim arising therefrom.

5. CONTRACTS, CONSTRUCTION — INSOLVENT SUBCONTRACTOR’S UN-
PAID MATERIALMEN — DETERMINATION OF PARTY LIABLE FOR PAY-
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MENT BY PREPONDERANCE OF EVIDENCE. — Although a general
contractor of a construction project was remiss in making no ap-
parent effort to verify its subcontractor’s representations that all
previous bills for labor and materials had been paid,
nevertheless, where a bank which loaned money to the subcon-
tractor and was the assignee of the subcontractor’s progress
payments which were paid by the general contractor, was in
close touch with the subcontractor’s financial difficulties and
knew that the subcontractor had been compelled to borrow a
large sum of money to pay delinquent federal taxes, knew that
the subcontractor had written numerous overdrafts on its bank
-account, and knew that part of the earlier progress payments
had been applied by the bank to its own loans to the subcon-
tractor, the bank had solid reasons for suspecting the truth of
the subcontractor’s statements that all past-due bills for labor
and materials had been paid, and the Supreme Court cannot
say that the trial court’s decision that the general contractor is
entitled to recover its loss from the bank is clearly against the
preponderance of the evidence.

Appeal from Pulaski Chancery Court, Second Division,
John T. jernigan, Chancellor; affirmed.

Hall, Tucker, Lovell & Alsobrook, by: O. Wendell Hall, jr.,
for appellant.

Owens, McHaney & McHaney, by: john C. Calhoun, Jr., for
appellees.

GeorGe Rose SwmitH, Justice. The appellees, the
Warrens, are engaged in building and operating apartments'
in California and elsewhere in the United States. In 1974 the
Warrens, as owners and general contractors, began the con-
struction of a 111-unit apartment cornplex at 2000 Reservoir
Road in Little Rock. Four separate sub-contracts — for con-
crete work, rough carpentry, finish carpentry, and heating
and air conditioning — were let to Harps General Contrac-
tors.

Harps failed to pay its suppliers of labor and materials,
even though adequate progress payments were made from
time to time by the Warrens. Those progress payments were
made by checks payable jointly to Harps and to the
appellant, Benton State Bank, which had lent money to
Harps and had taken an assignment of Harps’s right to
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receive progress payments. Eventually the Warrens had to
take over and complete Harps’s four subcontracts. Various
unpaid materialmen brought this suit against Harps and the
Warrens, asserting liens against the apartment property. The
Warrens cross-complained against Harps and the bank for
any loss that the Warrens might ultimately sustain. That loss
proved to be $13,367.12, for which the chancellor entered
judgment in favor of the Warrens against Harps and the
bank. The bank appeals. The sole question is whether the
loss should be borne by the bank or by the Warrens. As we
view the case, that question in turn depends upon which was
more seriously at fault in allowing the loss to occur, both be-
ing at fault to some degree.

The facts, though undisputed, are not simple. The sub-
contract between Harps and the Warrens for rough carpentry
is typical of the four subcontracts. The agreement provides
that the Warrens will pay Harps 855,080 for its performance
of the subcontract. On the tenth of each month the Warrens
will make a progress payment to Harps for 90% of the work
done in the preceding month. If there are unpaid suppliers of
labor and materials the Warrens at their option may make
the progress-payment checks payable jointly to Harps and to
the suppliers. The contract also provides that Harps’s right to
compensation under the contract is assignable. Any assign-
ment is subject to the Warrens’ rights against Harps.

Shortly before construction began, the bank made a
$60,000 loan to Harps to pay a tax delinquency owed by-
Harps, secured by a lien on some cattle. Later on Harps, as
additional security, assigned to the bank its right to the
progress payments under its subcontracts with the Warrens.

The president of the bank testified that the bank agreed
to make additional loans to Harps of up to 75% of the amount
due upon each application by Harps for a progress payment.
In practice, the matter was handled in this way: Harps sign-
ed a printed form of application for each progress payment.
The form set out the amount due and requested payment of
90% of that amount. Harps certified on each form that all
bills for labor and materials covered by earlier progress
payments had been paid. Those certifications were false.
Harps was delinquent all along in the payment of its out-
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standing accounts, as the bank had reason to know even if it
did not have actual knowledge.

Whenever Harps submitted an application for a progress
payment to the bank, the bank would advance money to
Harps, as it had agreed to do. The bank president testified
that he understood generally that the advances were to be
used by Harps to meet its payroll. The bank sent each
progress-payment application to the Warrens, with a cover-
ing letter like this one: “Enclosed is a copy of [Harps’s]
Application for Payment . . ., which has been assigned to us.
Please make your check payable to Benton State Bank, as per
our agreement with Harp’s Construction Company, and sign
[an acceptance of the assighment] in the space provided at
the bottom of this page, and return the original to us.”

The Warrens, upon the receipt at their California office
of each application for a progress payment, would send their
check for the requested amount to the bank. The checks were
payable jointly to Harps and to the bank and bore this state-
ment above the payee’s.endorsement: “By endorsement of
this check payee acknowledges payment for labor, materials,
or both, in construction at the following address: 2000 Reser-
voir Road, Little Rock, Ark.” Such progress-payment checks
totaled $82,686.24. Of that amount the bank used $27,271.86
to repay itself for loans on the Warren project, used $9,393.42
to repay itself for other loans, and deposited the balance of
$46,020.96 to Harps’s géneral account at the bank.

The procedure that we have outlined was followed by
the parties for several months. Finally, however, a represen-
tative of one of the unpaid materialmen visited the Warrens’
superintendent at the project site and expressed concern
about getting money that was overdue from Harps for
‘materials delivered to the job. The Warrens at once made an
investigation and learned that Harps was delinquent in its in-
debtedness to its suppliers and was unable to demonstrate its
solvency. The Warrens then took over the responsibility for
completing the work, and this suit followed.

In our study of the case we have been assisted not only
by the briefs of opposing counsel but also by a brief, sub-
mitted at our request, by counsel for the Permanent Editorial
Board for the Uniform Commercial Code. .
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The case falls within the general purview of the Code,
which applies by its terms to any transaction which is intend-
ed to create a security interest in accounts. Ark. Stat. Ann. §
85-9-102(1) (Supp. 1977). Harps’s right to . progress
payments from the Warrens was an *““account” as that term is
defined in § 85-9-106.. The Warrens were ‘‘account debtors”
with respect to that account. § 85-9-105. Hence Harps was
the assignor of an account, and the bank the assignee, as a
result of Harps’s assignment to the bank of its right to
progress payments.

Section 85-9-318 (1) (a) provides that the rights of an

.- assignee (the bank) are subject to all the terms of the contract

between the account debtor (the Warrens) and the assignor
(Harps) and to any defense or claim arising therefrom. It
follows that the bank necessarily took some risk in lending
Harps up to 75% of the amount specified in each application
for a progress payment. That is, if the Warrens, upon receipt
of an application, had discovered that there were outstanding
bills for labor and materials, the Warrens, under the subcon-
tract, could have made their check payable jointly to the bank .
and to the suppliers of labor and materials. In that situation
it cannot be doubted that the bank’s interest in the check
would have been subordinate to the suppliers’ primary right
to payment. That is so. because the bank’s rights as assignee
were subject to any claim by the Warrens against the bank’s
assignor, Harps, who was primarily, liable to its own
suppliers.

That, however, is not what happened. Instead the
Warrens, with no knowledge of Harps’s indebtedness to its
suppliers, made their checks payable to Harps and to the
bank. The bank cashed the checks and applied part of the
money to its own loans to Harps. The narrow question is: In
that situation, are the Warrens entitled to recover from the
bank their payments up to the amount of their net loss,
$13,367.12? ' '

This precise questlon seems to have been considered in
only one case, Farmers Acceptance Corporation v. DeLozier, 178
Colo. 291, 496 P. 2d 1016, 10 UCC Rep. 1099 (1972). That
case was nearly identical to this one, in that a subcontractor
had assigned his contract rights to a lender, the general con-
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tractor had made a progress payment to that lender, and the
general contractor then sought to recover its payment when it
sustained a loss as a result of the subcontractor’s failure to
pay its suppliers. In holding that the general contractor was
entitled to recover the amount that the lender had applied to
its own loan to the subcontractor, the court relied upon Code
provisions that we have mentioned and upon this sentence in
a law review article by Professor Grant Gilmore: *‘[W]here
the assignor fails to perform the contract, the assignee cannot
retain mistaken, or even negligent, payments made to it by
the [debtor| unless there has been a subsequent change of
position by the assignee.” Gilmore, The Assignee of Contract
Rights and His Precarious Security, 74 Yale L.J. 217, 235, n.
35 (1964-65).

We need not say whether we would agree with Gilmore’s
statement in every case, no matter how negligent the account
debtor might be or how innocent of fault the assignee might
be. The issue is open to some exercise ofjudgment for the
precise point is not covered by any specific provnsxon in the
Uniform Commercial Code. In fact, Gilmore’s sentence is, in
context, merely his summary of the holding in Firestone Tire
& Rubber Co. v. Central Nat. Bank, 159 Ohio St. 423, 112 N.E.
2d 636 (1953), a pre-Code case.

In the case at bar the equities clearly do not stand entire-
ly in favor of either party. No doubt the Warrens were remiss
in making no apparent effort to verify Harps’s represen-
tations that all previous bills for labor and materials had been
paid. On the other hand, the bank was certainly not an inno-
cent recipient of the progress payments, without notice of
possible claims on the part of the Warrens against Harps.

The bank knew that Harps had been compelled to
borrow a large sum to pay delinquent federal taxes. It knew
that another bank had refused to make that loan. It was in
close touch with Harps’s financial difficulties and knew, for
instance, that shortly before the last progress payment was
made at least eleven checks written by Harps on the bank had
been dishonored. It had solid reasons for suspecting the truth
of Harps’s assertions, which the bank forwarded to the
Warrens, that all past-due bills for labor and materials had
been paid. It was on notice that its endorsements on the
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progress-payment checks recited that the money was fur-
nished to pay for labor and materials. The president of the
bank, a law school graduate, knew that unpaid laborers and
‘materialmen could file liens against the project. He knew that
part of the earlier progress payments had been applied by the
bank to its own loans to Harps and assumed that additional
progress-payment money had been used by Harps to meet its
payrolls. The question would naturally arise, How had
Harps been able to pay its suppliers when it had to borrow
against the progress payments to meet its payrolls? When ali
the circumstances are considered, we cannot say that the
chancellor’s decision in favor of the Warrens is clearly against
the preponderance of the evidence.

Affirmed.
Byrp, J., dissents.

ConLEY ByRbD, Justice, dissenting. The provisions of the
Uniform Commercial Code, so far as here applicable provide:

“Ark. Stat. Ann. § 85-9-318 (Supp. 1977) (1) *. . . the
rights of an assignee are subject to (a) all the terms of
the contract between the account debtor and assignor
and any defense or claim arising therefrom; . . .7

The term “rights” is defined, Ark. Stat. Ann. § 85-1-201
(Supp. 1977) as follows:

’

“(36) ‘Rights’ includes remedies.’

Thus when we look at Ark. Stat. Ann. § 85-9-318, supra,
with the definition of “rights"’ superimposed. we then read it
as saying ‘. . . the [remedies] of an assignee are subject to (a)
all the terms of the contract between the account debtor and
assignor and any defense or claim arising therefrom; . . . ”

Notwithstanding the specific language of the Uniform
Commercial Code and its specific definitions, the majority
has now interpreted Ark. Stat. Ann. § 85-9-318 to place a
{iability upon the assignee. The Benton State Bank was not
pursuing a remedy as to the accounts in question from which
the Warrens could make any defense or claim arising from
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the pursuit of such remedy. The bank had no need to pursue
a right (remedy) against the account debtor because all such
accounts had been paid — in fact the bank was no longer an
assignee as to those accounts.

The effect of the majority’s view is to make every Banker,
who has taken an assignment of accounts for security pur-
poses, a deep pocket surety for every bankrupt contractor in
the state to whom it has loaned money. Will the majority
apply the same reasoning to product liability arising from
such transactions under the innumerable warranty
provisions? If so, what limitations will be applied to the
bank’s liability in such situations?

[ also disagree with the majority that the bank had such
notice of the unpaid bills that it was not a bona fide purchaser
of the accounts.

For the reasons herein stated, | respectfully dissent.



