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The doctrines of setoff and recoupment can 
be valuable rights in bankruptcy. Because 
state law largely defines parties’ rights in 

bankruptcy,2 litigants need to understand relevant 
state law when asserting the defenses of setoff and 
recoupment in response to claims or causes of action 
in bankruptcy court. A recent decision from the 
Delaware Supreme Court in Finger Lakes Capital 
Partners LLC v. Honeoye Lake Acquisition LLC3 
analyzed some important limitations with those 
closely related defenses. Many businesses are incor-
porated or formed under Delaware law or choose 
Delaware as the governing law for their commer-
cial agreements, so this decision helps to clarify the 
limitations of those defenses,4 which the Delaware 
Supreme Court has rarely addressed before.5 

Setoff and Recoupment Distinctions
 “The doctrines of setoff and recoupment trace 
their origins back to the era of common law plead-
ing.”6 Both doctrines have been adopted in bank-
ruptcy: setoff by statute, through 11 U.S.C. § 553, 
and recoupment by common law, beginning with In 
re Monongahela Rye Liquors.7 
 The defense of setoff (also called “offset”) 
allows parties to cancel mutual debts. Bankruptcy 
courts generally describe it as “a right grounded 
in concepts of fairness and equity, reflecting the 
absurdity of making A pay B when B owes A.”8 
Section 553 of the Bankruptcy Code provides that 
bankruptcy does not affect any right of setoff that a 

creditor had before the bankruptcy, but setoff under 
§ 553 is permissive rather than mandatory, so 
whether setoff can be allowed is left to the court’s 
sound discretion. 
 Setoff incorporates the state law rights outside 
of bankruptcy. A party seeking to use setoff under 
§ 553 in bankruptcy normally cannot invoke the 
right unilaterally but must seek relief from the auto-
matic stay9 and show cause by establishing a right 
to setoff under nonbankruptcy (usually state) law.10 
The § 553 setoff test in bankruptcy requires that 
“(1) the creditor holds a ‘claim’ against the debtor 
that arose before the commencement of the case; 
(2) the creditor owes a ‘debt’ to the debtor that also 
arose before the commencement of the case; (3) the 
claim and debt are ‘mutual’;11 and (4) the claim 
and debt are each valid and enforceable.”12 Under 
Delaware state law, setoff is defined as a “mode 
of defense by which the defendant acknowledges 
the justice of the plaintiff’s demand, but sets up a 
defense of his own against the plaintiff, to counter-
balance it either in whole or in part.” Importantly, 
by statute in Delaware (10 Del. C. § 8120), setoff is 
subject to a three-year statute of limitations.13

 On the other hand, recoupment is an equi-
table remedy that permits the offset of mutual 
debts arising from the same transaction or occur-
rence.14 “Recoupment” is defined as “the setting 
up of a demand arising from the same transaction 
as the plaintiff’s claim or cause of action, strictly 
for the purpose of abatement or reduction of such 
claim.”15 In bankruptcy cases, recoupment is often 
applied when the transaction at issue provides for 
advance payments based on estimates of what ulti-
mately would be owed, subject to later correction.16 
However, an express contractual right is not neces-
sary to use recoupment, and the simple “fact that 
the same two parties are involved, and that a simi-
lar subject matter gave rise to both claims ... does 
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not mean that the two arose from the ‘same transaction.’”17 
“Rather, both debts must arise out of a single integrated 
transaction so that it would be inequitable for the debtor to 
enjoy the benefits of that transaction without also meeting its 
obligations.”18 Delaware law describes recoupment as 

a species of defense somewhat analogous to set-off 
in its character, the chief distinction, however, being 
that the defense of set-off arises out of an independent 
transaction, but the defense of recoupment goes to 
the reduction of the plaintiff’s damages for the reason 
that he ... has not complied with the cross-obligation 
arising under the same contract.19

 Another critical distinction between setoff and recoup-
ment is that a claim for recoupment is not subject to a statute 
of limitations; however, it must meet the other aforemen-
tioned requirements to be successful. Time-barred claims 
can be considered for recoupment when they arise out of the 
same factually related transaction as the plaintiff’s claim. It 
is settled law throughout the U.S. and in Delaware that a 
statute of limitations does not apply to recoupment, either 
as an affirmative defense or affirmative counterclaim20 — a 
principle that the U.S. Supreme Court has reiterated many 
times.21 The reasoning behind the idea of letting parties assert 
recoupment at any time is that statutes of limitations are sup-
posed to keep out stale litigation, and that purpose “would 
be distorted if the statute were applied to bar an otherwise 
legitimate defense to a timely lawsuit, for limitation statutes 
are aimed at lawsuits, not at the consideration of particular 
issues in lawsuits.”22

Finger Lakes Capital Partners LLC 
v. Honeoye Lake Acquisition LLC
 In Finger Lakes, Zubin Mehta and Gregory Shalov formed 
Finger Lakes Capital Partners as an investment vehicle to own 
several operating companies. They contacted Lyrical Partners 
LP to serve as the money partner, with Mehta and Shalov man-
aging the investments. Finger Lakes held each of its portfo-
lio companies as separate limited liability companies (LLCs) 
with separate operating agreements. The LLCs holding each 
portfolio company paid management fees to Finger Lakes. 
The parties (Mehta, Shalov and Lyrical) each signed a term 
sheet requiring them to split the management fees at the Finger 
Lakes’ level in an amount dependent on the source of the fees. 
 Over the course of a decade, the portfolio companies did 
not perform well. As Finger Lakes needed additional capital 
from Lyrical, the parties agreed to allow Lyrical to “claw 
back” its investment money as added protection for continu-
ing to invest. All but one of the investments failed; the one 
successful investment generated a substantial return when 
it was sold. The parties disagreed about how the proceeds 
should be distributed; Mehta and Shalov sued Lyrical in the 
Delaware Court of Chancery.23 Lyrical filed a counterclaim 

seeking to recover both its share of management fees due 
within the three years before filing its Aug. 15, 2014, coun-
terclaim and also management fees that were due more than 
three years before Lyrical filed its counterclaim (called the 
“earlier amounts”). 
 The chancery court held that the proceeds should be dis-
tributed first in accordance with the operating agreement 
governing the investment in the profitable portfolio compa-
ny. Then the term sheet and the clawback agreement would 
be applied to reallocate the distribution on the terms of those 
agreements. As a result, most of the profits from the one suc-
cessful portfolio company were to be distributed to Lyrical. 
Finger Lakes argued that laches barred recovery of the ear-
lier amounts, but the chancery court disagreed, holding that 
Lyrical could rely on the earlier amounts — totaling more 
than $2.5 million — to support its affirmative defenses of 
recoupment and setoff, to which laches did not apply. The 
chancery court reasoned that the statute of limitations did not 
apply to those affirmative defenses. Finger Lakes appealed. 
 On appeal, the Delaware Supreme Court affirmed in part 
and reversed in part. First, it held that the chancery court had 
correctly interpreted and applied the applicable operating 
agreements, term sheet and clawback agreement for how to 
distribute and allocate the proceeds. Second, and more rele-
vant for this article, the court ruled that the chancery court was 
wrong when it held that Lyrical could use setoff or recoupment 
to recover the time-barred management fees (i.e., the earlier 
amounts more than three years before its counterclaim). 
 Lyrical could not rely on setoff because Delaware stat-
utory law precludes setoff for amounts owed outside the 
three-year statute of limitations, so the earlier amounts out-
side the three-year period before Lyrical’s Aug. 15, 2014, 
counterclaim could not be used for setoff. The court rea-
soned that “[t] his makes sense, as a claim unrelated to the 
suit brought by the plaintiff should not gain new life from 
the happenstance of the plaintiff having sued the defendant 
on an unrelated matter.”24 
 The court also held that Lyrical could not rely on recoup-
ment because its defensive claims did not arise from the same 
transaction as Finger Lakes’ claims. Although Lyrical did not 
raise recoupment as an affirmative defense, the court none-
theless also analyzed that option and held that Delaware law 
requires “the transactional nexus requirement under recoup-
ment to be tightly constrained.”25 The court quoted from a 2004 
Delaware Chancery Court26 decision to help explain why “great 
care” is needed before allowing a party to assert stale claims as 
a basis to reduce its liability for a judgment in a suit brought by 
a party asserting timely claims.27 In essence, allowing recoup-
ment as a defense on a factually unrelated transaction permits 
defendants to avoid statutes of limitations by creative pleading 
and turns what is otherwise supposed to be a narrow equitable 
doctrine into a “wide-ranging license to revive a relationship’s 
worth of stale grievances, which long predate the fresh dispute 
that brings the parties before the court.”28 
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 Applying this analysis, the court held that Lyrical’s 
defense of using the earlier amounts arising from manage-
ment was not factually related to Finger Lakes’ claim for 
distribution of the proceeds from the sale of the portfolio 
company because the profit-distribution dispute under the 
specific operating agreement, term sheet and clawback agree-
ment was not factually related to Lyrical’s failure to receive 
management fees owed to it under the term sheet. As a result, 
Lyrical could not assert as a defense the earlier amounts as 
a setoff (because those were time-barred under the statute of 
limitations) or as a recoupment (because they were not factu-
ally related to Finger Lakes’ claims).29 

Conclusion
 The Finger Lakes decision is a helpful pronouncement 
under Delaware law that defines the scope and limitations 
of two important affirmative defenses that are frequently 
asserted in bankruptcy cases in a variety of contexts. Going 
forward, litigants and restructuring professionals on both 
sides of a dispute will need to evaluate a setoff defense 
not only for the typical requirements for setoff under § 553 
(e.g., a claim, a debt and mutuality), but also from a timing 
perspective to determine whether the basis for the setoff 

is being “used to raise from the dead”30 old counterclaims 
that occurred beyond three years from the dispute if under 
Delaware law. 
 In addition, parties will need to evaluate whether equi-
table recoupment is available as an additional defense in 
light of the tightly constrained “transactional nexus” that is 
required under Delaware law. Litigants cannot use recoup-
ment to net out every claim or debt in long-running, com-
plex business relationships that have produced multiple 
agreements intended for different purposes over the years. 
Evaluation of each transaction is key, and this evaluation will 
require a careful review of the facts underlying the affirma-
tive causes of action and the counterclaims that a defendant 
might assert under the recoupment umbrella. Moreover, 
although setoff and recoupment are similar, they have impor-
tant procedural differences in bankruptcy. The automatic 
stay in bankruptcy prohibits creditors from exercising setoff 
rights without first getting court approval, but there is no 
express automatic stay limitation for recoupment. As a result, 
creditors should consider incorporating language into their 
contracts permitting them to recoup amounts owed, which 
could strengthen a recoupment argument if the other con-
tracting party ever files for bankruptcy.   abi

Finger Lakes: Scope of Setoff and Recoupment Under Delaware Law
from page 33

29 Id. 30 Id. at *2.

Copyright 2017 
American Bankruptcy Institute. 
Please contact ABI at (703) 739-0800 for reprint permission.


