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INTHE UNITED STATESDISTRICT COURT
FOR THE MIDDLE DISTRICT OF PENNSYLVANIA

KIRCHHOFF-CONSIGLI : No.: 4:15-CV-01462
CONSTRUCTION MANAGEMENT,
LLC, :
Plaintiff, : (JudgeBrann)
V.

DELUXE BUILDING SYSTEMS,
INC.,

Defendant.
MEMORANDUM OPINION
AucGusT 22, 2017

I BACKGROUND

Plaintiff, Kirchhoff-Consigli Construton Management, LLC, (hereinafter
“KCCM”) filed this action against Defendg Deluxe Building Systems, Inc., a
subcontractor, (hereinafter “Deluxe”); KIM is the general contractor for Pace
University’s expansion of its Pleastville, New York campus. KCCM
subcontracted with Deluxe to buidodular dormitories at its Berwick,
Pennsylvania facility and deliver those units to the Pace campus.

KCCM filed a five count complaint against DeluxeCount | alleges breach

of contract, Count Il is for replevin, Counts Il and IV are for injunctive rélafd

1 July 28, 2015, ECF No. 1.
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Count V is for conversion. Deluxe, farn, filed two counterclaims against
KCCM, alleging breach of contract in @at | and unjust enrichment in Countll.

Exactly one year after the complaumas filed, on August 26, 2016, Deluxe
filed a Motion to Amend its counterclaifn. The Court delayed ruling on the
motion because the parties resigel referral to mediatiohThe case trial track in
effect at that time was set aside, artdrasome delays, the mber proceeded to an
unsuccessful mediation.

| now take up the motion, which was fultyiefed last year and is overripe
for disposition. For the following reasohwill grant the motion in part and deny
it in part.
1.  DISCUSSION

As part of the subcontract between theipa (hereinafter “the contract” or
“the subcontract”), Deluxeras required to secure &nevocable Standby Letter of

Credif in the amount of one-million dollarsaming KCCM as beneficiary. On

A hearing on KCCM'’s motion for prelimamy injunction was held on August 24, 2015. |
granted the motion from the bench, whichswsubsequently memorialized by Order on
August 28, 2015.

¥ August 21, 2015, ECF No. 22.
*  August 26, 2016, ECF No. 45.
> ECF No. 40.

The parties at times refer to it as a lettecidit. While letters of credit and irrevocable
standby letters of credit are treated thensaunder the Uniform Commercial Code, it is
important to recognize that thaye distinct documents utilizetifferently (as explained later
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July 28, 2016, KCCM sent the bank a dmagvcertificate requesting a withdrawal
of the entire one-million dollars. The bank duly authorized the withdrawal of one-
million dollars to KCCM (hereinafter “the draw”).

Deluxe now moves to amend Counts ¢l dhof its counterclaims to include
the draw in its breach of contract amgjust enrichment claims, respectively.
Deluxe also seeks to add a third coucitem to allege breach of warranty under
the Uniform Commercial Code.

A. AmendingaPleading

Amendment prior to trial is goverddy Federal Rule of Civil Procedure
15(a). More than 21 days after filingpkeading, “a party maamend its pleading
only with the opposing party’s writtesonsent or the court's leave.The rule
continues, “the court should freelyvgileave when justice so requirés.”

Sixty years ago, the United StatagppBme Court admonished the bench and
bar that “the federal rulegject the approach thatgalding is a game of skill in
which one misstep by counsel may be deei to the outcome and accept the

principle that the purpose of pleadingosfacilitate a proper decision on the

in the body of this Memorandum Opinion). I'vieed to the parties use tdrms, but with the
understanding that the document at issue heae igevocable standbgtter of credit.

" Fed. R. Civ. P. 15(a)(2).
& d.



merits.” Expounding further on Rule 15 theBeme Court later explained that “if
the underlying facts or circumstances relied upon by a plaintiff may be a proper
subject of relief, he ought to be affexian opportunity to test his claim on the

merits.”°

“In the absence of any apparentdeclared reason—such as undue
delay, bad faith or dilatory motive on thart of the movant, repeated failure to
cure deficiencies by amendments poesly allowed, undue prejudice to the
opposing party by virtue @llowance of the amendmegifutility of amendment,
etc.—the leave sought should,the rules require, be ‘freely given-"”

A District Court has the discretidn grant or deny the opportunity to
amend-? However, that discretion is temqed by guidance from the United States
Court of Appeals for the Third Circuit which has stated that “in evaluating
challenges to the denial of opportunityaimend we have hetmbnsistently that

leave to amend should be granted freéfy.”

Wright & Miller’s Federal Practice androcedure explains that “perhaps the

most important factor listed by the Court for denying leave to amend is that the

° Conley v. Gibson355 U.S. 41, 48, 78 S.Ct. 99, 103, 2 L.Ed.2d 80 (1957).
19 Foman v. Davis371 U.S. 178, 182 (1962).

1.

12 geeid.

13 Dole v. Arco Chem. Cao921 F.2d 484, 486 (3d Cir. 1990)

-4 -



opposing party will be prejudiced if theowant is permitted talter a pleading™®
“Conversely, if the court is persuadeatimo prejudice will accrue, the amendment
should be allowed™® “Thus, the facts of each caseist be examined to determine
if the threat of prejudice is suffient to justify denying leave to amend.”

Our Court of Appeals agrees. “Thatrcourt’s discretion under Rule 15,
however, must be tempered by consadiens of prejudice to the non-moving
party, for undue prejudice is the touchstémethe denial of leave to ament.”
“But the non-moving party must do maten merely claim prejudice; it must
show that it was unfairly disadvantaged or deprived of the opportunity to present
facts or evidence which it would hag#fered had the ... amendments been
timely.”*®

“[1]f the amendment substantially ahges the theory on which the case has
been proceeding and is proposed &teugh so that the opponent would be

required to engage inggiificant new preparation, the court may deem it

prejudicial.™® “Likewise, if the proposed changtearly is frivolous or advances a

14§ 1487Amendments With Leave of Court—&vhLeave to Amend May Be Denied, 6 Fed.
Prac. & Proc. Civ. § 1487 (3d ed.).

5 4.
1% q.

" Heyl & Patterson Intl, Inc. v. FD. Rich Hous. of Virgin Islands, In663 F.2d 419, 425 (3d
Cir. 1981) (internal citation omitted).

18 Bechtel v. RobinsQi886 F.2d 644, 652 (3d Cir. 1989) (internal citation omitted).
19 Ross v. Jolly1l51 F.R.D. 562, 565 (E.D. Pa. 1993).
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claim or defense that is legally insuffinieon its face, the court may deny leave to
amend.®

Here, KCCM argues that andment is futile.

B. Motion to Dismiss Standard of Review

“Where a defendant raises futility almendment as af@mse, the Court
must apply the standard of a motiordiemiss, pursuant to Fed.R.Civ.P.
12(b)(6).”* “To survive a motion to dismisa,complaint must contain sufficient
factual matter, accepted agdy to ‘state a claim to refighat is plausible on its
face.”?* “A claim has facial plausibility whethe plaintiff pleads factual content
that allows the court to draw the readaleanference that the defendant is liable
for the misconduct alleged* Although the plausibility standard does not impose
a probability requirement, it does requar@leading to show more than a sheer

possibility that a defendant has acted unlawfulfyMoreover, “[a]sking for

20 g,

2L Provenzano v. Integrated Genetie® F. Supp. 2d 40@11 (D.N.J. 1998)and seePowell v.
Wetzel,No. 1:12-CV-2455, 2016 WL 8731445, at tBI.D. Pa. Sept. 13, 2016) (Schwab,
M.J.), report and recommendation adoptéth. 1:12-CV-02455, 2016 WL 8710470 (M.D.
Pa. Sept. 30, 2016) (“Thus, in determining wieetan amendment would be futile, we apply
the same standard as we apply in determinihgther a complaint fails to state a claim upon
which relief can be granted under Fed. R. Civi1Eb)(6).” “In other words, ‘[t]he District
Court determines futility by taking all pleaded gl¢ions as true and viewing them in a light
most favorable to the plaintiff.”

2 |gbal, 556 U.S. 662, 678 (2009)yoting Twombly 550 U.S. 544, 570 (2007).
23 |gbal, 556 U.S. at 678.

24 Connellyv. Lane Const. CorpNo. 14-3792, 2016 WL 106159, at *3 (3d Gian. 11, 2016)
(Jordan, J.) (internal quotations and citations omitted).
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plausible grounds . . . calls for enough facts to raise a reasonable expectation that
discovery will reveal edence of [wrongdoing]® The plausibility determination
IS “a context-specific task that requires tleviewing court to draw on its judicial
experience and common sené&No matter the contextowever, “[wlhere a
complaint pleads facts that are ‘merebnsistent with’ a defendant’s liability, it
‘stops short of the line between posigip and plausibility of entitlement to
relief.”*’
When disposing of a motion to dismissgourt must “accept as true all
factual allegations in the owplaint and draw all infereees from the facts alleged
in the light most favordb to [the plaintiff].”*® However, “the tenet that a court
must accept as true all of the allegationstained in the complaint is inapplicable
to legal conclusions?®

In this matter, KCCM argues thamnendment is futile because Deluxe

materially breached the subcontrathus, Deluxe is estopped from claiming

KCCM defaulted as Deluxe is the party responsible for the initial breach.

25 Twombly 550 U.S. at 556.
%6 |gbal, 556 U.S. at 679.
2’ |gbal, 556 U.S. at 678g{ioting Twombly 550 U.S. at 557 (internal quotations omitted)).
28 Phillips v. Cnty. of Alleghenp15 F.3d 224, 228 (3d Cir. 2008) (Nygaard, J.).
29 |gbal, 556 U.S. at 678 (internal citations omitted).
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C. Termsof the Subcontract Relevant to the Irrevocable Standby
Letter of Credit

Attachment E to the subcontract beem KCCM and Deluxe required that
Deluxe obtain the irrevocable standby letiecredit. | set it forth in its entirety
below:

Attachment E

To the Subcontract betwe&mrchhoff-Consigli Construction
Management (KCCM) and DeLuwRuilding Systems (DBS), for
KCCM Project # 421, Pace Uniwgty Master Plan Phase 1A

1. As security for its faithful perfornmece of all of its obligations under
the Subcontract, DBS shall furnigtn irrevocable standby letter of
credit in the amount of One MillioDollars ($1,000,000), in the form
attached hereto, within ten (10)ydaof the execution by both parties
of this Subcontract. The failure tornish this letter of credit shall be
deemed a material breach ofisthSubcontract,and grounds for
immediate termination after ten (10) days’ notice to DBS and the
failure of DBS to so furnish the lettef credit within that ten (10) day
period. Upon such terminatiorKCCM shall be entitled to all
remedies provided for in theuBcontract, as well as any other
remedies available at law or in equity.

2. DBS’s principal Donald E. Meskghall execute a Personal Guaranty
of the form attached hereto, siltaneously with DBS’s execution of
this Subcontract.

3. DBS shall execute the FIRSAAMENDMENT TO SUBCONTRACT
attached hereto simultaneously withexecution of this Subcontract.

4. Should DBS fail to meet any of teeheduled milestones identified in
Exhibit E, Project Schedule Regements, of this Subcontract,
provided KCCM is current in itpayments to DBS pursuant to the
terms of the Subcontract, KCChay assess ligdated damages
against DBS as follows:
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a. Five Thousand Dollars ($5,00@er day for each of the first
thirty (30) days past the sahde milestone that DBS has failed
to complete the task associateith the scheduled milestone.

b. Ten Thousand ($10,000) per day starting on the thirty-first
(31%) day and for every day theréaf that DBS has failed to
complete the task associatwih the scheduled milestone.

KCCM shall be entitled to whithold such liquidated damages from
amounts otherwise due to DBS under the Subcontract. In the event
that DBS shall recover the Subcaut schedule and ultimately meet
the completion date, the amountligjuidated damages withheld shall

be restored to the Subcontractcptiless the sum of any and all costs
incurred by KCCM in connectionitth maintaining and/or recovering

the Subcontract schedule by reason of the failure of DBS to meet
milestones, and paid to Subcontmcwith its payment for its next
regularly scheduled requisitionjt is expressly agreed and
acknowledged that in its solesdretion KCCM mg expend any and

all amounts reasonably necessary to mitigate the impacts of any DBS
delay to the Project.

The amounts set forth above are fixed and agreed on by and between
the KCCM and DBS because of the impracticability and difficulty
fixing and ascertaining the truealue of the damages KCCM will
sustain by failure of the DBS to implete its Workin accordance with
the scheduled milestones, such asslof revenue, terest charges,
liquidated damagessaessed by the project Owner against KCCM,
delays caused to other contract@sd other damage Said amounts
are agreed to be aasonable estimate of the amount of damages
which KCCM will sustain and saidmount shall be deducted or
withheld from any monies due orathmay become due to DBS, and if
said monies are insufficient tomwer said damages, then DBS shall
pay the amount of the difference.

The right of KCCM to assess liglated damages as provided for
herein is independent of KCCM’'sight to backcharge DBS for
liquidated damages assessed agad{i@CM by the Owner that result
from delay or other actions orantions on the part of DBS.



5. In addition to the rights and remediafforded it under applicable law
and under other provisions of th#&ubcontract, should DBS fail to
meet any of the scheduled nsienes identified in Exhibit E
associated with its modular maaaturing, or should DBS otherwise
breach a material condition of this Subcontract while it is engaged in
the modular manufacturing for thiProject, then KCCM or its
designee shall be entitled to entetoidBS’s facilities to inspect he
work and the manufacturing processd shall be afforded direct
access to any/all DBS execwdivleadership, management, and
production supervisory personnel for the purpose of communicating
about the status and completiontbé work. During the course of
such communication, DBS personrsiall truthfully and accurately
answer all questions by KCCM or iesignee about the status of and
plans for completion of its work, DBs financials for the project, and
other topics relevant to DBS’s successful completion of its work, and
shall receive any suggestions or guidance that KCCM or its designee
may offer.*

D. Temsof thelrrevocable Standby L etter of Credit

The text of the revised irrevocablastby letter of credit at issue, dated
October 2, 2014 is also set forth, in full.

Ladies & Gentlemen:

We, First Keystone Community Barfthe “Bank”), hereby establish
and issue in favor of Benefielg Kirchhoff-Consigli Construction
Management, LLC (“Beneficiary’this Amended Irrevocable Standby
Letter of Credit No. 224 (the “lieer of Credit”) in the aggregate
amount not exceeding One Million Dollars and No Cents
($1,000,000.00) in suppoof the liabilities and obligations of the
Account Party, DeLuxe Building Systns, Inc. and Donald E. Meske
to the Beneficiary, which will bavailable upon presentment of the
Beneficiary’s draft effective immediately and expiring on the
Expiration Date (as hereinaftdefined), providing Kirchhoff-Consigli
has no default toward DelLuxe Buihdy Systems or Donald E. Meske.

30 ECF No. 5-5 at 60-61.
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This Amended Irrevocable Letter @fredit replaces and supersedes
the original version dated September 29, 2014.

Each draft drawn by the Benefigpamust be marked “Drawn under
First Keystone Community Bank Irrevocable Standby letter of Credit
No. 224" and be accompanied by the original of this letter, or if the
original has been retued to the Bank, a certified copy thereof, and a
statements signed by an authorized representative of the Beneficiary
that the amount of the draft does not exceed the amount due and
owing to the Beneficiary from thecgount Party, and there has been a
default by Account Party undereherms of a Subcontract between
Deluxe Building Systems, Inc. $ubcontractor” and the Beneficiary
dated June 10, 2014, togetheithwany amendments thereto or
personal guarantees thereof tf&ontract”) beyond any applicable
cure period or failure by Subcontractto perform or pay for any of

the obligations required by the Subcontract or to pay to the
Beneficiary any damages or otlenounts which the Subcontractor or
Account Party is required to pay tiee Beneficiary under the terms of
the Subcontract provided therewithl'his Letter of Credit shall be
released and the original returnéal the Bank by the Beneficiary
within 10 days of the date thhtet final payment of retainage under
the Subcontract becomes due to the Subcontractor.

Beneficiary under the terms ofethSubcontract provided therewith.
This Letter of Credit shall be releasand the original returned to the
Bank by the Beneficiary within 10 ga of the date that the final
payment of retainage under theibBontract becomes due to the
Subcontractor.

The Bank is not to be called upon resolve issues of law or fact
between the Beneficiary and AccouRtrty. Any draft(s) drawn
hereunder and in compliance withetkerms of this Letter of Credit
will be duly honored if drawn and @sented to our office at the above
address prior to the expiration diis Letter of Credit. Partial
drawings are permitted. The Ben&ny hereby agrees to endorse of
the reverse side of the original Letter of Credit the amount(s) of any
such partial draft(s) which Beneficiary is paid, and to surrender the
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original Letter of Credit to the Bdk together with any draft which
exhaust the amount available under this Letter of Crédit.

E. Text of the Drawing Certificate and Accompanying Certification

Anthony M. Consigli, the Chief Exetive Officer of KCCM signed and
issued a drawing certificate to the bank.afftirawing certificate is also set forth in
pertinent part:

The undersigned, Kirchhoff-Coigéi Construction Management,

LLC, now known as ConsigliConstruction NY, LLC (the

“Beneficiary”), hereby certifies teirst Keystone Community Bank as

follows:

The Beneficiary is entitled to drawpon the Letter of Credit in the

amount of $1,000,000.00, pursuant to that certain Subcontract

between DelLuxe Buildig Systems, Inc. (theAccount Party”) and

the Beneficiary dated June 10, 201dgether with any amendments

thereto or personal guarantéksreof (the “Subcontract”).

Pursuant to the Letter of Crné&d this Drawing Certificate is
accompanied by the following documents:

1. An original of the Letter of Credit; and
2. A statement signed by an aatlzed representative of the
Beneficiary>
The attached certification signed by .N0onsigli is additionally noted as

follows:

The undersigned Anthony M. ConbjgChief Executive Officer of
Kirchhoff-Consigli Construction Maagement, LLC, now known as

31 ECF No. 45-1 at 4-5.
32 ECF No. 45-2 at 4.

-12 -



Consigli Construction NYL.LC, does hereby certify to First Keystone
Community Bank, as follows:

1. 1 am the duly elected Chief Executive Officer of Kirchhoff-
Consigli Construction Managemeit, C, now known as Consigli
Construction NY, LLC, the benefaiy (“Beneficiary”) under that
certain Irrevocable Standby Lattef Credit Number 224, as
amended by Amendment to Irrevable Standby Letter of Credit
Number 224 (the “Letter of Credit"gnd | am authorized to submit
this certification on behalf of the Beneficiary.

2. The Beneficiary is now known &onsigli Construction NY, LLC,
as evidenced by the certificate isduby the Secretary of State of
the State of New York on Julg26, 2016, a copy of which is
attached as Exhibit A.

3. I am making this certification pursatto the terms of the Letter of
Credit and that certain DrawinGertificate dated July 28, 2016
(the “Drawing Certificate”), pursuario which the Beneficiary is
drawing on the Letter of Créadin the amount of One Million
Dollars ($1,000,000.0Qhe “Draw”).

4. DelLuxe Building Systems, Inc. (tf&ccount Party”) is in default
beyond any applicable cure pmii of its obligations to the
Beneficiary under that certain Subcontract between the Account
Party and the Beneficiary datedng 10, 2014, together with any
amendments thereto or personal guarantees thereof (the
“Subcontract”). The Account R§ has failed to perform its
obligations and pay amounts due to the Beneficiary under the
Subcontract.

5. As of the date of this certification, the Account Party owes at least
$1,180,566 to the Beneficiary foriliare to perform its obligations
under the Subcontract, and suamount owed by the Account
Party continues to increase becatse Account Party’s scope of
work is not completed and the éaunt Party ceased performing all
services under the Subcontract.

-13 -



6. The amount of the Draw does not exceed the amount due and
owing to the Beneficiary from the Account Patly.

This certification was dated July 28, 2016 and signed by Mr. Consigli.

F. Amendment to Count |, Breach of Contract

As written presently, Count | of Delusecounterclaims against KCCM is a
claim entitled “Breach of Coruct - Failure to Pay** Deluxe originally asserted
in this claim that “KCCM was reqred to...make prompt payments to
Deluxe...[and that] KCCM breached tBeibcontract by...failing and refusing to
make payment for workerformed by Deluxe®® The demand in Count | is for
damages “in excess of $1,500,060.”

The proposed amendment to Countarmtes the title to succinctly “Breach
of Contract.®” The amended counterclaim consgthe language quoted above but
adds the following: “Further the Lettef Credit could only be drawn upon if
KCCM was not in default of its obligationsder the Subcontraahd if sums were
owed to KCCM.*® Deluxe also proposes td@language that “KCCM breached

the Subcontract and the Letter of Crdxnitdrawing on the Letter of Credit at a

33 ECF No. 45-2 at 5-6.

% ECF No. 22. at 14.

% ECF No. 22 at 14, 11 9-10.

% ECF No. 22 at 14.

37 ECF No. 45-3 at 22ral ECF No. 45-5 at 22.

% ECF No. 45-3 at 22, 1 14 and ECF No. 45-4 at 22,  14.
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time when it was in default of its obligatis under the Subcontract and at a time
when sums were not owed to KCCM."Finally, Deluxe proposes to change the
damages demand to read “As a result efliteaches of the Subcontract and Letter
of Credit, Deluxe has ineted, and continues to ingudamages in excess of
$1,000,000.%

G. Amendment to Count I, Unjust Enrichment

Count II, Unjust Enrichment, presnreads in part, “KCCM has been
enriched, at Deluxe’s expense, by thevees and products provided by Deluxe,
which have not been paid for by KCCM-Deluxe seeks to amend this sentence to
add the following concluding languadand by the funds received by the
wrongful Draw under the Letter of Credff”

H. Adding Count |11, Breach of Warranty Under the Uniform
Commercial Code

Finally, Deluxe seeks to add a thadunterclaim, Count Ill, Breach of
Warranty under the Uniform Commerciab@ to allege, imelevant part:
“Pursuant to section 5-110 of the Wmiin Commercial Code&s codified in
Pennsylvania at 13 Pa.C.S.A. 8 5110, ifteeleof credit is presented and honored,

the beneficiary (KCCM), among othertigis, warrants to the applicant (Deluxe)

39 ECF No. 45-3 at 22, { 15 and ECF No. 45-4 at 23,  15.
0 ECF No. 45-3 at 23, 1 16 and ECF No. 45-4 at 23, { 16.
“l ECF No. 22 at 14, 1 13.

*2 ECF No. 45-3 at 23, 1 18 and ECF No. 45-4 at 24, 1 18.
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that the drawing on the letter of credit do®t violate any agreement between the
applicant and beneficiary or any otlegreement intended by them to be
augmented by the letter of credit (théCC Letter of Credit Warranty™}®
“KCCM'’s draw on the Letter of Credit is breach of the UCC Letter of Credit
Warranty because KCCM kalefaulted under the Sudsdract, sums were not
owed by Deluxe to KCCMind KCCM violated the pwisions of the Letter of
Credit.”*

.  Amendment will be permitted asto Counts| and |1

KCCM initially argues that amenadnt should not bpermitted because
Deluxe’s principal, Dan Meske, conastlin his testimony at the August 24, 2015
preliminary injunction hearirfg that Deluxe had defaulted on the subcontract.
KCCM argues that Deluxe is estopdeaim claiming KCCM’s default when

Deluxe is the party responsildfia the initial breach.

43 ECF No. 45-3 at 23, 1 21 and ECF No. 45-4 at 25,  21.
44 ECF No. 45-3 at 24, 1 22 and ECF No. 45-4 at 25,  22.

%> The testimony that KCCM characterizeszan Meske’s acknowledgment of default is as
follows.

Q: Are you also aware that thégve reserved the right, undetiade eight, that if they pay
your vendors and suppliers and your payroll that they can offset those payments against
what you’re due?

>

Yes

Q

And there is no dispute heratlthose things happened. Correct?
A: That's correct.
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The flaw in KCCM'’s argument is thatis asking the Court to make a
factual finding as to the ultimate issuedispute in this action: who defaulted on
the subcontract at issue, Plaintiff or Dadlent? | simply cannot make this factual
finding at this stage of the proceedinjkreover, KCCM is asking the Court to
make a factual finding based on a procegdhat dealt with the “likelihood of
success on the merits” but was not intenaied resolution of the ultimate issue on
the merits'® It is well-settled that “a prelimary injunction is customarily granted
on the basis of procedures that are lesn&band evidence that is less complete
than in a trial on the merit$”

The current procedural posture of tmatter is such that | must accept the
facts as alleged by Deluxe as true, andtie purposes of today’s motion accept its
contention that KCCM defaulted. Asdy the above cited amendments to Counts
| and Il would survive a motion to disss and amendment waluhot be futile.

Viewing the facts in that light, thefore, amendment will be permitted as

there is no undue prejudice to KCCMahowing amendment. “Prejudice becomes

6| granted its motion for preliminary injutien, thus finding a likehood of success on the
merits that Deluxe, and not KCCM, defaulteBlut for me to_hold as such on the merits now
would be an overreach of my authority.

47 Kos Pharm., Inc. v. Andrx Corp369 F.3d 700, 718 (3d Cir. 2004)fing University of
Texas v. Camenisch51 U.S. 390, 395, 101 S.Ct. 1830, 68 L.Ed.2d 175 (1981).
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‘undue’ when the opponent shows it would be unfairly disadvantaged or deprived
of the opportunity to present factsexidence which it would have offere®”

If KCCM drew on the one-million dollarrevocable standby letter of credit
in support of monies it claims Deluxaved to it, presumably that one-million
dollar draw would be part of the evidence KCCM would present in its case in chief
as to any net damages deMoreover, as to Countsahd 1l, KCCM has prepared
a defense to the breach of contract andstrgnrichment claims as far back as
August 21, 2015 when the answer and cerataims were filed. The proposed
amendment as to those two counts ityeg®pands the scope of the factual
allegations from the subcontract exclusively to also include the irrevocable standby
letter of credit. Additionally, discovery is still ongoing, asidpositive motions
are not due until December 31, 2017. | dode that there is little prejudice to
KCCM in permitting amendment.

J. Deluxewill not be permitted to add counterclaim Count I11.

KCCM next argues that “Deluxe’s moti to amend is also procedurally

deficient to the extent that the amendedhplaint fails to state a claim against

*8 Harrison Beverage Co. v. Dribeck Importers, .Int33 F.R.D. 463, 468 (D.N.J. 1990)

9 In fact, irrevocable standbletters of credit have been sigibed aptly in the following
manner: “If Customer defaults, Beneficiary caneive what are infiect liquidated damages
without incurring any litigation costs.” Miegel Stern, The Independence Rule in Standby
Letters of Credit, 52 U. Chi. L. Rev. 218, 234 (1985)
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KCCM for Breach of Warranty undéhe Uniform Commercial Cod&”
Pennsylvania’s codification of the commercial code states:

(a) Warranties gendma--If its presentation is honored, the

beneficiary warrants:

(1) to the issuer, any other person to whom presentation is made
and the applicant that therens fraud or forgery of the kind
described in section 5109(a) (relating to fraud and forgery
generally); and

(2) to the applicant that the drawing does not violate any
agreement between the applicantd beneficiary or any other
agreement intended by them lte augmented by the letter of
credit>*

The Uniform Commercial Code defma letter of credit as “a definite
undertaking that satisfies the requiremeaitthe Section 5-104 by an issuer to a
beneficiary at the request or for the @act of an applicant or, in the case of a
financial institution, to itself or foits own account, to honor a documentary
presentation by payment or delivery of an item of vafge.”

The Westlaw annotations to the stast@te “this warranty has primary
application in standby letters of creditather circumstances where the applicant
is not a party to an underlying contract with the beneficiat{it'is not a warranty

that the statements made on the priegam of the documents presented are

truthful nor is it a warranty that the documents strictly comply under Section 5-

0 ECF No. 47 at 3.
>l 13 Pa.C.S.A. § 5110.
2 U.C.C. § 5-102.
% 13 Pa.C.S.A. § 5110 note 2.
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108(a).™ “It is a warranty that the beneficiahas performed all the acts expressly
and implicitly necessary under any underlying agreement to entitle the beneficiary
to honor.®® “If, for example, an underlyingales contract authorized the
beneficiary to draw onlypon ‘due performance’ anddtbeneficiary drew even
though it had breached the underlyocantract by delivering defective goods,

honor of its draw would break the warranty.”By the same token, if the

underlying contract authorized the bengfry to draw only upon actual default or
upon its or a third party’s determinatiohdefault by the applicant and if the
beneficiary drew in violation of its durization, then upon honor of its draw the
warranty would be breached.”“In many cases, therefore, the documents
presented to the issuer will contain inaccurate statements (concerning the goods
delivered or concerning default or other mitebut the breach of warranty arises
not because the statements are urtttidbecause the beneficiary's drawing

violated its express or implied obligations in the underlying transaction.”

> d.
% .
6 d.
5T d.
%8 d.
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“An ‘irrevocable standby letter of créd is different from a standard
commercial letter of credit? “The latter is a shple payment mechanisr°”
“Rather than a buyer promising to paylese a buyer/account party has issuer
promise to pay a seller/beneficiary; pagmhis expected to occur through the
issuer.®> “In contrast, the standby lettef credit is merely a backup® “The
beneficiary makes proper demand upon the issuer only if the account party fails to
pay or perform.®*® “The Uniform Commercial Codmakes no distinction between
these different uses of a letter of credit“The standby letter of credit differs from
the traditional letter of credit in thateélbeneficiary may draw on the standby letter
of credit only after the customer defaults on the underlying conffaft/Inder
the standby letter of credit, the benefigiasually generates all of the necessary
documents himself (usually a simple stagerthat the customer is in defaultj.”
“The standby letter of credit allows thenediciary to recover damages simply by

asserting that the customer has defalutte the contract; except where the fraud in

9 Arbest Construction Co. v. First NaBank & Trust Co. of Oklahoma Cijty77 F.2d 581,
585 (10th Cir. 1985).

%0 d.
°L d.
%2 1d.
% 1d.
%4 18 Summ. Pa. Jur. 2d Comrmial Law § 15:2 (2d ed.).

®5 Michael Stern, The IndependerRele in Standby Letters of €dit, 52 U. Chi. L. Rev. 218,
219-20 (1985).

% |q.
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the transaction exception applies, the @38 not permitted to refuse payment
based either on its belief that the beneficiary’s assertion is false or on the existence
of any defenses that the custonmmexry have on the underlying contratt.”

“Letters of credit serve internatial commerce by providing assurance of
prompt payment at minimal cosE™In the ordinary letter of credit transaction,
there are at least three distinct agreetsiéthe underlying contract between the
customer and the beneficiary which gave tstheir resort to the letter of credit
mechanism to arrange payment; the axttbetween the bank and its customer
regarding the issuance of the letter and reimbursement of the bank upon its
honoring a demand for payment; and the taifecredit itself, obligating the bank
to pay the beneficiary.* “Customer also bears the risk that Beneficiary will
demand payment without justification—thst that Beneficiary will assert that
Customer has defaulted when it knows fastomer has complied with the terms

of the contract.”

67
Id.
%8 Sound of Mkt. St., Inc. Gont'l Bank Int') 819 F.2d 384, 388 (3d Cir. 1987).

% 1d. citing Insurance Co. of North America v. Heritage Bank, N685 F.2d 171, 173 (3d
Cir.1979); accord Voest-Alpine Internation&orp. v. Chase Manhattan Bank, N.&XQ7
F.2d 680, 682 (2d Cir.1983First Commercial Bank486 N.Y.S.2d 718, 475 N.E.2d at
1258.

0 Michael Stern, The IndependerRele in Standby Letters of €dit, 52 U. Chi. L. Rev. 218,
234 (1985).

-22 -



KCCM argues that to ate a claim under the UCDgluxe must have
alleged that the draw is violative of thebcontract, as opposed to violative of the
letter of credit itself. | agree.

The subcontract between KCCM and iDed states very little regarding the
irrevocable standby letter of credit. Tiwely reference to the irrevocable standby
letter of credit merely states that Deluxeist obtain one. TEhsubcontract places
no limits on KCCM’s ability to draw. The soteference in the subcontract to the
irrevocable standby letter of credit states, in pertinent part:

As security for its faithful perfornmece of all of its obligations under

the Subcontract, DBS shall furnigtn irrevocable standby letter of

credit in the amount of One MillioDollars ($1,000,000), in the form

attached hereto, within ten (10)ydaof the execution by both parties

of this Subcontract. The failure tornish this letter of credit shall be

deemed a material breach ofisthSubcontract,and grounds for

immediate termination after ten (10) days’ notice to DBS and the
failure of DBS to so furnish the lettef credit within that ten (10) day
period. Upon such terminatiorKCCM shall be entitled to all
remedies provided for in theuBcontract, as well as any other
remedies available at law or in equity.

The UCC itself notes, as relevant te tarties here, “if its presentation is
honored, the beneficiary [lerKCCM,] warrants to thapplicant [here, Deluxe]
that the drawing does not violate anyegment between the applicant [Deluxe]

and beneficiary [KCCM] or any oth@greement intended by them to be

augmented by the letter of credit.”

I 13 Pa. C.S.A. § 5110(a)(2).
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KCCM argues that “in order to stateclaim under the state, a claimant
must demonstrate that a draw is vitda of some extraneous agreement, as
opposed to the letter of credit itself."The footnote to th&l Makaaseb Gen.
Trading Co.case KCCM cited to this position states:

In its motion for reconsideration, plaintiff argues that the revised 2001
version of the Article V is incompiédle with the holding in the PNC
case’® This Court disagrees with pldifi's assertions and finds that
the PNC case remains good law &hdt the revised Section 5110
does not create a “warranty of vatg¢ Revised Section 5110 states
that a document required for peegation neither be forged or
materially fraudulent, nor should it violate any agreement between the
applicant and the beneficiary amaother agreement intended by them
to be augmented by the letter oédit. As explained below, the Court
finds that there is no evidenceaththe document was forged or
materially fraudulent, nor was theewidence that the letter of credit
violated any other agreementtlween USSI and plaintiff or the
contracting parties, USSI and V&.

2 ECF No. 47 at 9.

3 PNC Bank, Nat| Ass'n v. Liberty Mut. Ins..C812 F. Supp. 169 (W.D. Paaff'd sub nom.
PNC Bank Nat. Ass'n v. Liberty Mut. Ins. Cb01 F.3d 691 (3d Cir. 1996) (Bank that had
paid $3 million to beneficiary upon presentment of sight draft dragainst irrevocable,
standby letter of credit brought action awgsi beneficiary for breach of warranty and
fraudulent misrepresentation. On cross-motifmmssummary judgment and bank's motion to
strike affidavit submitted by beneficiary's attorney, the District Court, Cindrich, J., held that:
(1) beneficiary did not breach benefigiawarranty by presenting demand for payment
containing false recitation of fact; (2) presentment clause in letter of credit did not constitute
representation as to factand thus, could not form b& of claim for fraudulent
misrepresentation under Pennsylvania law; (3) attorney's affidavit submitted as expert
opinion would not be considered.)

Al Makaaseb Gen. Trading Co. v. U.S. Steel Int!, 4t2 F. Supp. 2d 485, 495 n. 6 (W.D.
Pa. 2006).
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Here, KCCM is correct that “Deke has not identified any contract
provision that prohibited the dravi>” Without allegations of how KCCM'’s draw
on the letter of credit violates the subcontract between the parties, proposed
amended counterclaim Il fails to state a claim.

By obtaining the irrevocable standlgfter of credit, Deluxe undertook

precisely the risk the document conf#ated -- that KCCM would draw on . It

> ECF No. 47 at 9.

® The risk inherent in obtaimy an irrevocable standby lettef credit has been described
thusly:

Consider the following hypothetical standbytde of credit transaion. Beneficiary, a
corporation, and Customer, a building contraotmiter into a contract under which Customer

is to construct an office building in Japan for a contract price of five million dollars.
Beneficiary, wishing to be protected in the event that Customer fails to perform, requires
Customer to obtain a standby letter of credit in Beneficiary's favor in the amount of
$500,000. Under the terms of thargiby letter of credit, Benefary is entitled to payment
when it presents to the isagibank a written statement tl&astomer has defaulted upon the
contract. Assuming either that no fraud ihe transaction exception to the rule of
independence existed or that the parties weraware of such an exception, would the
parties be willing to enter ia such an arrangement?

This arrangement has obvious advantages for Beneficiary. If Customer defaults, Beneficiary
can receive what are in effect liquidatednd@es without incurring any litigation costs.
Moreover, Beneficiary does noeér the judgment and executiosks that would ordinarily

be borne by a party who has the burden of going forward with litigation: Beneficiary avoids
the risks that it will lose on procedural grourmtsbecause of the erroneous application of
substantive law by a trial court, it avoids evidentiary problems that may weigh heavily
against the party having the ben of proof, and it avoids petial difficulties in obtaining
satisfaction of any judgmentntight obtain. The standby letter ofedit shifts all these risks

to Customer. Customer also bears the tisM Beneficiary will demand payment without
justification—that is, that Beeficiary will assert that Customer has defaulted when it knows
that Customer has complied with the terms of the contract.

At first glance, it might appear that neither pavbuld want to contract for this arrangement.

If Beneficiary is acting in good faith, it has no intention of making an unjustified demand and
therefore would not be expectéal bargain for the power tmake one. Because Customer

and the issuing bank will demand compensation for assuming the risk of such a demand
being made, the contract price would beréased without any pprent corresponding
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would seem that Deluxef@oposed addition of counterclaim Ill is merely an
attempt to replead Countd KCCM should not have takewhat is in effect, one-

million dollars in liquidatedlamages because it assertt tiCCM was in default

benefit to Beneficiary. It also appears unlikétat Customer would be willing to assume the
risk of an unjustified demand. Customer woa&ttainly require that he be given additional
compensation for assuming this risk; but beseauhe risk includes the possibility of
Beneficiary's deliberately making a false denhaib would seem impodsle to calculate an
adequate amount of compensation.

This analysis is incorrect, however, becaudails to take into account the positions of the
parties before they agree to the use of a statett®r of credit. In dct, Beneficiary benefits
from an absolute rule of independence foe¢hreasons. First, thesuing bank may charge a
smaller fee for the standby lettefr credit because it knows thawill not become embroiled
in litigation with the benefiary if it is requested to yaunder a conforming demand. The
reduction in the cost of the standby letterca#dit may in turn be passed on to Beneficiary
through a reduction in the priad the underlying contract.e8ond, Beneficiary is assured
that Customer will not be able to hold up p&nhon the standby letter of credit by alleging
that a good-faith demand was in fact made iuh faéth. Third, Beneficiar also protects itself
against the possibility that@urt will mistakenly enjoin panent by finding that its honest
demand was made in bad faith.

Customer also benefits from the use of aditgnletter of credit under an absolute rule of
independence. It is simplistic tmnclude either that Customepuld agree tahe use of the
standby letter of credit only oof ignorance of the consequencgghat the transaction must

be the result of superior bargaining power on the part of Beneficiary. Customer will only
agree to the use of aasdby letter of credit if Beneficiagompensates him for the risk of an
unjustified demand. If Customer believes that Beneficiary would be likely to demand
payment without justification, the compensatiit would require would be so high that
Beneficiary would be unwilling to enter intoghransaction. Thus, the parties will use the
standby letter of credit only when Customer adsgh degree of confidence that Beneficiary
will not make an unjustified demand for payment. When this is true, Beneficiary's
trustworthiness, combined wittne certainty of operation anéduced cost of the standby
letter of credit, may make the overall expected cost of this arrangement lower than what the
expected cost of the transaction would betha absence of the standby letter of credit.
Customer will still have to be compensated tioe risk of an unjustified demand, but this
compensation may now be small enough that Beiagyi prefers to use ¢hstandby letter of
credit rather than sonaher risk-shifting device.

Michael Stern, The Independerieale in Standby Letters of €dit, 52 U. Chi. L. Rev. 218,
233-36 (1985).
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of the subcontract. But a breach of veatly claim would only apply if KCCM had
warranted in the subcontract that it woaldly draw if certain conditions applied.
The text of the subcontract noted abeites no conditions on the draw; in fact, it
gives KCCM unfettered discretion to draw. “It is not a warranty that the
statements made on the presentation ofldoeiments presented are truthful nor is
it a warranty that the documents sty comply under Section 5-108(aY.*It is a
warranty that the beneficiary has perfornadidhe acts expressly and implicitly
necessary under any underlying agreereentitle the beneficiary to honof”
Because the subcontract does not specaifyaxts that either entitle or disallow the
beneficiary (here KCCM) to make a draDeluxe cannot stata claim under the
UCC for breach of warranty.
[11. CONCLUSION

For the foregoing reasons, Deluxe’s motieigranted in part and denied in
part. Deluxe will be peritied to file an amended awer with counterclaims

amending Counts | and Il. It may redd its proposed Count IIl.

7 13 Pa. C.S. § 5110 note 2.
®d.
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An appropriate Order follows.

BY THE COURT:

s/ Matthew W. Brann

Matthew W. Brann
UnitedStateDistrict Judge
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