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Delaware Bankruptcy Court Decision Unsettles Reliance on 
Triangular Netting or Setoff Against a Chapter 11 Debtor 

BY GEORGE D. FATULA, RICHARD A. CHESLEY AND MARK K. LEWIS 

In the bankruptcy context, creditors have long 
relied on Section 553(a) of the Bankruptcy Code 
(the “Code”) to preserve pre-petition setoff 
rights that they have against debtors who file 
petitions for relief under Chapter 11.1  While this 
issue is becoming even more critical in the 
current economic climate, a recent decision by 
the United States Bankruptcy Court for the 
District of Delaware (the “Court”) indicates that 
the scope of the setoff rights preserved by 
Section 553 may prove narrower than previously 
contemplated.   

In In Re SemCrude, L.P., et al.2, the Court 
brushed aside previous courts’ suggestions to 
the contrary and held that the setoff rights 
preserved in bankruptcy by Section 553(a) must 
be strictly “mutual” between parties who each 
owe obligations to the other.  Therefore, a so-
called “triangular setoff,” for example where 
party A is contractually permitted to offset 
obligations it owes to party B with obligations 
owed to it by party C, is not within the scope of 
Section 553’s protection, and thus cannot be 
relied upon by a non-debtor counter-party.3   

The question involving the scope of the setoff 
rights preserved by Section 553(a) arose in the 
consolidated Chapter 11 proceedings involving 
energy products and services company 
SemGroup, L.P. (“SemGroup”) and several of its 
direct and indirect subsidiaries (collectively, with 
SemGroup, the “Debtors” and each, individually, 

a “Debtor”). Chevron USA, Inc. (“Chevron”) was 
party to various contracts for the sale or 
purchase of petroleum products with Debtors 
SemCrude, L.P. (“SemCrude”), SemFuel, L.P. 
(“SemFuel”) and SemStream, L.P. 
(“SemStream”).  The relevant contracts between 
Chevron and the Debtors each contained an 
identical netting provision providing for the 
triangular setoff of obligations.  Specifically, 
these provisions would allow one party (the 
“Creditor Party”), in the event that the other 
party failed to make a payment when due, to 
offset that obligation against any payments due 
by the Creditor Party under any other agreement 
between the parties or their affiliates.   

At the time of the Debtors’ Chapter 11 petitions, 
Chevron owed a balance of approximately $1.5 
million to SemCrude, and was owed 
approximately $13.5 million by SemFuel and 
SemStream combined.  Intending to invoke the 
above-described netting provisions of its 
contracts with SemCrude, SemFuel and 
SemStream, Chevron filed a motion for relief 
from the automatic bankruptcy stay in order to 
effect a triangular setoff of its debt to SemCrude 
with the sums owed to it by SemFuel and 
SemStream. Chevron argued that Section 553(a) 
of the Code applied to preserve this right of 
triangular setoff in bankruptcy.  Even if Section 
553(a) did not specifically encompass this 
triangular setoff right, Chevron contended that 
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an exception exists which allows parties to 
contract around Section 553(a) and provide for 
triangular setoff rights that remain valid in 
bankruptcy.  The Court disagreed with Chevron 
on both counts and held that there is no valid 
exception to the rule that setoff rights preserved 
in bankruptcy (and their underlying debts) must 
be strictly mutual between the parties.   

In reaching this conclusion, the Court took a 
particularly narrow view of Section 553’s 
mutuality requirement and found that the plain 
language of the statute precludes triangular 
setoff in bankruptcy.  The Court pointed out that 
setoff rights preserved by Section 553(a) must 
offset “a mutual debt owing by such creditor to 
the debtor . . . against a claim of such creditor 
against the debtor . . . .”4  In the Court’s view, 
this language leaves no room for triangular 
setoff in bankruptcy.   

The Court found it to be well-settled that debts 
are mutual only when they are due to and from 
the same persons.  Although Chevron may have 
had the contractual right to offset amounts it 
owed to SemCrude with debts owed to it by 
SemCrude’s affiliates, the Court held that such 
debts and rights of setoff are not strictly 
“mutual” because SemCrude did not owe 
anything to Chevron.   

Chevron also contended that even if Section 
553(a) did not explicitly preserve triangular 
setoff rights, the case law supports the 
conclusion that parties can contract around 
Section 553(a) and create triangular setoff rights 
that will remain valid after a debtor files for 
Chapter 11 relief.  While the Court acknowledged 
that this well-settled principle had support in the 
prior case law, it nonetheless concluded that 
none of the cases had actually upheld and 
enforced a triangular setoff provision under any 
exception to Section 553(a).  Ignoring well-
settled practice, the Court noted that the prior 
decisions had been decided under what the 
Court characterized as the more restrictive 
language of the Code.  As the plain language of 
the statute does not provide an exception to the 

strict mutuality requirement for setoff, and 
finding nothing persuasive in the case law on 
that point, the Court concluded that the rule for 
the preservation of setoff rights under Section 
553 is, simply put, mutuality of the debts being 
offset (with no recognized exceptions). 

The Court was not swayed by the practical 
reality that the entities whose debts Chevron 
wished to offset against were wholly-owned 
affiliates of SemCrude.  As the Court strictly 
noted, because SemCrude did not owe anything 
to Chevron, there could be no mutuality to the 
debts being offset.  The affiliate status of the 
various debtors whose obligations Chevron was 
contractually entitled to offset did not change 
the fundamental triangular character of the 
netting provisions at issue.   

In its SemCrude opinion, the Delaware 
Bankruptcy Court tried to put to rest what it 
found to be decades of erroneous reliance on the 
unfounded proposition that triangular setoff 
rights can be preserved by either the rule of, or 
an exception to, Section 553(a) of the Code.  
The Court’s strict interpretation of that section’s 
“mutuality” language could lend certainty to 
contracting parties wondering what contractual 
netting provisions will survive a bankruptcy 
petition by a party.  On the other hand, this 
decision could lead to significant turmoil in an 
area where years of prior practice have led to a 
common understanding on the role of triangular 
setoff.  Thus, in light of this decision, it will now 
be difficult to argue that rights of setoff subject 
to Section 553(a) will be preserved in 
bankruptcy unless such rights provide for setoff 
between parties who each owe the relevant 
debts to the other, or the relevant contract is 
otherwise afforded safe harbor elsewhere in the 
Code.  Contractual provisions providing for 
triangular netting remain valid in the broader 
context, but this decision may spell the demise 
of such arrangements once chapter 11 becomes 
the only option for the counterparty.   
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If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Paul Hastings lawyers: 

Chicago 

Richard A. Chesley 
312-499-6050 
richardchesley@paulhastings.com 

Washington, D.C. 

George D. Fatula 
202-551-1870 
georgefatula@paulhastings.com 
 
Mark K. Lewis 
202-551-1850 
marklewis@paulhastings.com 

 

 
1 See 11 U.S.C.S. § 553(a) (2009).   

2 No. 08-11525, 2009 WL 68873 (Bankr. D. Del. Jan. 9, 2009). 

3 The starting point for this analysis is section 553(a) of the Bankruptcy Code, which expressly preserves certain setoff 
rights that creditors held against debtors prior to a bankruptcy filing.  It provides, in relevant part, that the Code “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 this case . . . .” 

4 See SemCrude, at 18.   

18 Offices Worldwide Paul, Hastings, Janofsky & Walker LLP www.paulhastings.com 

StayCurrent is published solely for the interests of friends and clients of Paul, Hastings, Janofsky & Walker LLP and should in no way be relied upon or construed as legal 

advice. The views expressed in this publication reflect those of the authors and not necessarily the views of Paul Hastings. For specific information on recent 
developments or particular factual situations, the opinion of legal counsel should be sought. These materials may be considered ATTORNEY ADVERTISING in some 
jurisdictions. Paul Hastings is a limited liability partnership. Copyright © 2009 Paul, Hastings, Janofsky & Walker LLP. 

IRS Circular 230 Disclosure: As required by U.S. Treasury Regulations governing tax practice, you are hereby advised that any written tax advice contained herein or 
attached was not written or intended to be used (and cannot be used) by any taxpayer for the purpose of avoiding penalties that may be imposed under the 
U.S. Internal Revenue Code. 

mailto:richardchesley@paulhastings.com
mailto:georgefatula@paulhastings.com
mailto:marklewis@paulhastings.com
http://www.paulhastings.com

