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Bankruptcy Court Guts N.C. Lien Statute
BY JOHN I. MABE, JR. 

In a decision entered July 30, 2009, the
Bankruptcy Court for the Eastern District of
North Carolina held that a bankruptcy trustee
can avoid the lien claim of a subcontractor
whose claim derives from a claim of lien on
funds asserted under North Carolina state law.
The case is In re: Harrelson
Utilities, Inc.

Legal Background

N.C.’s lien statute pro-
vides for a direct lien
against the property
improved by a general
contractor, with relation
back to the first day
worked by the contractor.
(G.S. 44A-7 -44A-11). The U.S. Bankruptcy
Code provides a bankruptcy trustee with the
power to avoid certain transfers or encum-
brances on assets of the bankrupt estate, and
prohibits acts to create, perfect, or enforce a
lien against estate property, unless the act is
exempted under Section 546(b) of the
Bankruptcy Code. Construction liens that
relate back to a time prior to the commence-
ment of the bankruptcy are excepted under
Bankruptcy Section 546(b). Therefore, gener-
al contractors who deal directly with the prop-
erty owner are able to obtain relief from the
automatic stay in a bankruptcy, in order to
perfect their liens against property owned by
the estate, improved by the contractor, and
subject to a general contractor's claim of lien.  
However, the rights of subcontractors are dif-
ferent. Their rights depend upon first giving

notice of a claim of lien on funds owed by the
owner to the general contractor. If they remain
unpaid, subcontractors may then claim a right
of subrogation to the rights of the general con-
tractor and enforce the general contractor’s
lien against the improved property.

If an owner enters into a bankruptcy proceed-
ing and the general contractor has not been
paid for his work, the contractor can assert a
lien against the improved property and, for the
most part, the general contractor’s lien cannot
be defeated by the bankruptcy filing.
However, if it is the general contractor who
enters bankruptcy protection, subcontractors
who have claims on projects improved by the
bankrupt contractor, but who have not per-
fected their lien claims before the bankruptcy
filing, will be unable to step into the general
contractor’s shoes and assert its claim by right
of subrogation. This is at odds with prior prac-
tice in North Carolina, and means that sub-
contractors will now need to act quickly and
decisively to protect their interests when they
are unpaid. 

The Facts in Harrelson

Harrelson was a utilities contractor. It filed for
bankruptcy protection, owing several hundred
thousand dollars to various suppliers of utili-
ties materials incorporated into jobs on which
Harrelson worked. The suppliers served
notices claiming liens on funds owed to
Harrelson on the various jobs. They then
sought to perfect their claims of lien on funds
by asserting Harrelson’s lien rights against
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affected projects. Harrelson opposed the lien
claims. By doing so, Harrelson sought to
spread any money it was owed among various
creditors, and not only to the suppliers who
had asserted liens. 

Outcome in Bankruptcy Court

At issue in the case is whether the N.C. lien
statute protections for subcontractors are pro-
tected under Bankruptcy Code Section 546,
the exceptional circumstances where a
claimant can assert a lien against property of
the bankruptcy estate.  

The Bankruptcy Court reasoned that a lien on
funds is fundamentally different from a lien
on real property. The lien on funds does not
arise until it is claimed. If a subcontractor has
not claimed a lien on funds before the bank-
ruptcy is filed, then according to the
Bankruptcy Court, the lien does not exist, and
it therefore does not relate back to an earlier
time before the bankruptcy was filed. The
Court therefore reasoned that a subcontractor
does not have an interest in the property of the
debtor, prior to the time he gives notice of a
claim of lien on funds. 

For example, a general contractor can receive
payment from the owner for work performed
by a subcontractor, and then use the funds for
any purpose, unless and until the subcontrac-
tor has given a notice of claim of lien on the
funds. If the funds are dissipated before the
notice of claim is served, then there is no con-
sequence to the owner or the general contrac-
tor. In that case, the subcontractor can only
obtain a claim against funds which are due or
become due after the notice of claim of lien on
funds.  So it is important for the subcontrac-
tor not to wait, but to give notice of a claim on
funds before completing its work. 

Effect of the Decision

The Harrelson decision effectively prevents a
subcontractor from obtaining a lien on funds
or from enforcing the rights of the bankrupt
general contractor to a lien on the property,
unless the subcontractor has already asserted
its subrogation rights before the bankruptcy
filing. Subcontractors will want to protect
their interests in funds owed to the general
contractor whenever possible, so they must
assert their lien on funds sooner than has been
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the usual past practice. Protective measures
might include a contractual agreement that
the funds paid to the general contractor are
subject to the lien of the subcontractor.
However, such an agreement will not be
enforceable against an owner, unless the owner
also has been served with the claim of lien on
funds. Owners will object to such notice, how-
ever, because it puts them at risk of incurring
liability to the subcontractor for funds they
have already paid to the general contractor.
Also, general contractors will be reluctant to
conduct business with subcontractors who
routinely assert a lien against the project
before supplying materials.

In the absence of protections put in place at
the time of contract formation, subcontractors
must aggressively assert their lien against funds
and their rights of subrogation promptly after
recognizing that a general contractor is slow to
pay or otherwise appears to be under financial
stress. Subcontractors may determine in some
instances that they will perform their contract
only under a joint check agreement requiring
the owner to issue payment jointly to the sub-
contractor and the general contractor, irre-
spective of the general contractor’s financial
standing. 

Once the subcontractor asserts a lien on funds,
it still must assert its right of subrogation to
the general contractor’s lien against the
improved property. Whether or not its right to
do so under state law constitutes an interest in
property of the estate of the bankrupt general
contractor is a question that has not yet been
decided. So the best protection for the subcon-
tractor is to assert the right of subrogation
before the general contractor enters into bank-
ruptcy protection.

The Harrelson Utilities case has been appealed,
so further interpretation of the interplay
between the Bankruptcy Code and state lien
rights may develop. It is also possible that leg-
islation may be introduced in the General
Assembly that would strengthen subcontrac-
tors’ interests in funds owed to their upstream
general contractors.

For more information about this topic or about
the construction industry please contact John I.
Mabe, Jr. at 919.981.4036 or
jmabe@williamsmullen.com. 

http://www.williamsmullen.com/
http://www.williamsmullen.com/
http://www.williamsmullen.com/bbayliss/
http://www.williamsmullen.com/dbrawley/
http://www.williamsmullen.com/rburger/
http://www.williamsmullen.com/ecampbell/
http://www.williamsmullen.com/acasagrande/
http://www.williamsmullen.com/dclark/
http://www.williamsmullen.com/mhamlet/
http://www.williamsmullen.com/khanley/
http://www.williamsmullen.com/mlord/
http://www.williamsmullen.com/jmabe/
http://www.williamsmullen.com/lmarston/
http://www.williamsmullen.com/tmason/
http://www.williamsmullen.com/dnabhan/
http://www.williamsmullen.com/fpurcell/
http://www.williamsmullen.com/msheldon/
http://www.williamsmullen.com/rtravers/
http://www.williamsmullen.com/cwall/
http://www.williamsmullen.com/jwilliams/

