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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF DELAWARE

)
IN RE: ) CHAPTER 11

)
WELDED CONSTRUCTION, L.P., et al., ) CASE NO. 18-12378 (KG)

)
DEBTORS. ) JOINT ADMINISTRATION REQUESTED

)

FEDERAL INSURANCE COMPANY’S OBJECTION TO DEBTORS’ MOTION FOR
INTERIM AND FINAL ORDERS (I) AUTHORIZING DEBTORS TO OBTAIN

POSTPETITION SECURED FINANCING, (II) AUTHORIZING THE USE OF CASH
COLLATERAL, (III) GRANTING LIENS AND SUPERPRIORITY ADMINISTRATIVE
EXPENSE STATUS, (IV) GRANTING ADEQUATE PROTECTION, (V) MODIFYING

THE AUTOMATIC STAY, AND (VI) SCHEDULING A FINAL HEARING

Federal Insurance Company, for itself and on behalf of its affiliated sureties

(collectively, “Federal”) by and through counsel, files this Objection to the Debtors’

Motion for Interim and Final Orders (I) Authorizing Debtors to Obtain Postpetition Secured

Financing, (II) Authorizing the Use of Cash Collateral, (III) Granting Liens and Superpriority

Administrative Expense Status, (II) Granting Adequate Protection, (V) Modifying The Automatic

Stay, and (VI) Scheduling a Final Hearing (Docket No. 17) (the “Motion”), and in support of

its Objection, states as follows:

I. JURISDICTION AND VENUE

1. This Court has jurisdiction over the Motion and this Objection pursuant to

28 U.S.C. § 1334. The Motion and the Objection are core proceedings pursuant to 28

U.S.C. § 157. Venue for the Motion and the Objection is proper in this Court pursuant to

28 U.S.C. §§ 1408 and 1409.

II. BACKGROUND
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2. On October 22, 2018, Welded Construction, L.P. and Welded

Construction Michigan, LLC (collectively, the “Debtors”) filed voluntary petitions for

relief under Chapter 11 of Title 11 of the Bankruptcy Code.

3. The Debtors are mainline pipeline construction contractors with five

currently open pipeline construction contracts. In conjunction with obtaining certain of

these contracts, the Debtors were required to provide payment and performance

assurances to their contract counterparties in the form of surety bonds.

4. Prior to the Petition Date, Federal issued certain payment and performance

bonds in connection with certain construction contracts/projects on behalf of certain of

the Debtors. Specifically, Federal issued a Performance and Payment Bond on the

Williams/ASR Project in the gross penal amount of $454,471,254 and Performance and

Payment Bonds on the 2018 Consumers Project in the penal amount of $55,897,580

(collectively, the “Construction Bonds”). The Williams/ASR Project and the 2018

Consumers Project are referred to, collectively, as the “Bonded Contracts.” Additionally,

Federal has issued a Wage Payment Surety Bond on behalf of Welded Construction, L.P.

in the penal amount of $14,500,000, securing that entity’s compliance with certain West

Virginia statutes protecting employees (the “Wage Payment Bond”; collectively, with the

Construction Bonds, the “Bonds”).

5. Federal issued the Bonds as consideration for the Debtors’ execution of

that certain General Indemnity Agreement dated February 28, 2017 (the “Indemnity

Agreement”). A true and correct copy of the Indemnity Agreement is attached as Exhibit

A. Paragraph B of the Indemnity Agreement provides, inter alia, as follows:

B - INDEMNITY TO SURETY: Undersigned agree to pay to Surety
upon demand:
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1) All loss and expense, including attorney fees, incurred by Surety by
reason of having executed any Bond, or incurred by it on account of any
breach of this agreement by any of the Undersigned or in enforcing any of
the covenants of this agreement.
2) An amount sufficient to discharge any claim or demand made against
Surety on any Bond. The Undersigned further agree to pay Surety upon
demand an amount equal to the value of any assets or contract funds
improperly diverted by the Undersigned. These sums may be used by
Surety to pay such claim or be held by Surety as collateral security against
any loss, claim, liability, or unpaid premium on any Bond. Surety shall
have no duty to invest or provide interest on the deposit.

Therefore, the Indemnity Agreement creates a contractual right of indemnification and/or

right to exoneration (in the form of collateral) on behalf of Federal. These rights are in

addition to Federal’s common law equitable subrogation rights, which are explained in

more detail below.

6. Additionally, paragraph D of the Indemnity Agreement provides

additional rights to the Federal related to the Bonded Contracts, as follows:

D – SECURITY TO SURETY: As security to Surety for the obligations of
the Undersigned hereunder, the Undersigned:

1) Convey and assign to Surety, as of the date of execution of any Bond,
all rights of the Principal in any manner growing out of

a) any Contract or modification thereof;
b) any subcontract and against any legal entity and its surety who

has contracted with Principal to furnish labor, materials, equipment and
supplies in connection with any Contract;

c) Monies due or to become due Principal on any Contract,
including all monies earned or unearned which are unpaid at the time of
notification by Surety to the Obligee of Surety’s rights hereunder; . . .

5) Agree that all monies earned by Principal under any Contract are trust
funds, whether in the possession of Principal or otherwise, for the benefit
of, and for payment of Principal’s obligations for,[sic] labor, material, and
supplies furnished to Principal in performance of such Contract for which
Surety would be liable under any Bond on such Contract . . ..”
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7. As part of their first day motions, the Debtors filed the Motion seeking

approval of a debtor-in-possession financing facility (the “DIP Facility”) under which

North American Pipeline Equipment Company, LLC (the “DIP Lender”) is to provide

$10 million on an interim basis and a total of $20 million on a final basis in DIP term

loan financing in exchange for, inter alia, certain priming liens on property of the estate

as well as well as other accommodations.

OBJECTION

8. Federal objects to approval of the Motion and approval of the DIP Facility

to the extent the DIP Facility impairs Federal’s rights of equitable subrogation or

provides priming liens on assets of the Debtors or any non-Debtors that are subject to

materialmen’s liens that may be asserted by unpaid subcontractors and suppliers, to

which Federal may be subrogated.

9. Federal has an equitable subrogation right that arises by common law to

the extent that Federal pays claims under the Bonds. The courts have recognized that a

surety on a construction contract, upon payment of bond claims, is subrogated to the

rights of the principal on the bond, the owner/obligee on the bond, and the subcontractor

that was paid by the surety. See Pearlman v. Reliance Ins. Co., 371 U.S. 132, 135-36

(1962); Henningsen v. United States Fid. & Guar. Co., 208 U.S. 404, 410 (1908); Prairie

State Nat’l Bank v. United States, 164 U.S. 227, 232-33 (1896); Ky. Cent. Ins. Co. v.

Brown (In re Larbar Corp.), 177 F.3d 439, 443 (6th Cir. 1999); Nat’l Shawmut Bank of

Boston v. New Amsterdam Cas. Co., 411 F.2d 843, 848-49 (1st Cir. 1969); Mendelsohn v.

The Dormitory Authority of N.Y. (In re QC Piping Installations, Inc.), 225 B.R. 553, 562

(Bankr. E.D.N.Y. 1998); John’s Insulation, Inc. v. Hartford Accident & Indem. Co. (In re
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John's Insulation, Inc.), 221 B.R. 683, 688 (Bankr. E.D.N.Y. 1998). In other words, the

surety may step into the shoes of these entities and enforce the claims they may have

against each other, or other third parties.

10. Pursuant to its rights of equitable subrogation, upon any default by the

Debtors in regards to any agreement or obligations bonded by Federal, and upon the

satisfaction of any such bonded obligations in accordance with any surety bonds issued

by Federal, Federal is equitably subrogated to the rights of those claimants or bond

obligees whose claims Federal satisfies. See Pearlman v. Reliance Ins. Co., 371, US 132,

83 S. Ct. 232, 9 L.Ed. 190 (1962); In re QC Piping Installations, Inc., 225 B.R. 553

(Bankr. E.D.N.Y. 1998); In re Cone Constr., Inc., 265 B.R. 302 (Bankr. N.D. Fla. 2001).

11. To the extent that any bonded contract balances, proceeds, or retainages

remain outstanding at the time of a bond principal's default and the surety's satisfaction of

its obligations under its bond, said outstanding contract balances, proceeds, and

retainages are not property of the bankrupt principal's estate. Instead, all right thereto

vests in the surety to the extent it has satisfied claims. See In re QC Piping, 225 B.R. at

568-69; In re Padulah Constr. Co., Inc., 118 B.R. 143 (Bankr. S.D. Fla. 1990); In re

Cone Constr., 265 B.R. at 308-10.

12. Accordingly, in this case, Federal has a right of equitable subrogation with

respect to any contract funds or retainages owed to the Debtors in connection with any

obligations bonded by Federal, upon any default of the Debtors and performance by the

Federal of its obligations under any bond issued by it. This right of equitable subrogation

is, as a matter of law, superior to any interest that the debtors-in-possession may claim in

the outstanding contract funds, balances, proceeds, accounts receivables, or retainages, to
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the extent of the Federal's performance. See In re Cone Const., 265 B.R. at 310.

Accordingly, the surety’s equitable subrogation right is superior to any rights derivative

of the Debtors’ rights, including any lien rights granted by the Debtors.

13. Furthermore, Federal has an express right pursuant to paragraph D-1 of the

Indemnity Agreement to “[m]onies due or to become due [Debtors] on any Contract,

including all monies earned or unearned which are unpaid at the time of notification by

Surety to the Obligee of Surety’s rights hereunder.” This granted right in the Bonded

Contract balances reinforces Federal’s equitable subrogation rights.

14. Federal objects to the entry of any order and the authorization of the

Debtors to enter into the postpetition financing documents to the limited extent that the

same purport to grant to any entity any lien, security interest, or any other interest in any

of the Debtors' contract balances, proceeds, retainages, accounts receivable, or other

contract rights to which Federal may be, or may become, entitled to pursuant to its rights

of equitable subrogation ("the Contract Balances"), and to the extent that the Loan

Documents and proposed order do not expressly reserve or protect Federal's rights of

equitable subrogation in the Contract Balances.

15. Federal further objects to the DIP Financing to the extent that the liens

granted therein purport to prime the lien rights of unpaid subcontractors and suppliers

under applicable law. As surety, Federal has the right to subrogate to the rights of,

among others, any subcontractor or supplier it pays in connection with the Bonds.

16. Finally, Federal objects to the proposed authorization to utilize cash

collateral to the extent that such cash collateral is proceeds of Bonded Contracts.

Pursuant to the trust fund provisions of the Indemnity Agreement, all proceeds of Bonded
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Contracts are to be held in trust by the Debtors for the payment of subcontractors and

suppliers on the Bonded Contracts. As noted above, Paragraph D-5 of the Indemnity

Agreement provides as follows:

D – SECURITY TO SURETY: As security to Surety for the obligations of the
Undersigned hereunder, the Undersigned: . . . 5) Agree that all monies earned by
Principal under any Contract are trust funds, whether in the possession of
Principal or otherwise, for the benefit of, and for payment of Principal’s
obligations for,[sic] labor, material, and supplies furnished to Principal in
performance of such Contract for which Surety would be liable under any Bond
on such Contract . . ..”

Additionally, applicable state laws place obligations on the Debtors to treat the proceeds

of construction contracts as trust funds for the benefit of subcontractors and suppliers or

otherwise to promptly pay such subcontractors and suppliers. The Motion provides no

evidence that the Debtors intend to comply with the obligations to subcontractors and

suppliers under the Indemnity Agreement and applicable law. Specifically, while the

Motion discusses whether the sureties have perfected lien rights, there is no discussion of

the rights of the sureties and the unpaid subcontractors and suppliers in the proceeds of

Bonded Contracts. To the extent that the proposed authorization to use cash collateral

contemplates using the proceeds of Bonded Contracts for purposes other than payment of

direct expenses (including claims of subcontractors and suppliers) of the Bonded

Contracts or reimbursement of Federal for any surety loss incurred on the Bonded

Contracts, the Motion should be denied.

RESERVATION OF RIGHTS

17. The submission of this Objection by Federal is not intended as, and shall

not be construed as: (a) Federal’s admission of any liability or waiver of any defenses or

limitation of any rights of Federal with respect to any claims against any one or more of
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the Bonds or under the Indemnity Agreement; (b) Federal’s waiver or release of any right

to exoneration it may have against anyone with respect to its obligations pursuant to the

Bonds; (c) Federal’s waiver or release of its right to be subrogated to the rights of, among

others, one or more of the parties paid pursuant to the Bonds, including, but not limited

to, any right of setoff and/or recoupment; (d) an election of remedy; or (e) consent to the

determination of the Debtors’ liability to the Surety by any particular court, including,

without limitation, the Bankruptcy Court.

18. Federal reserves the right to raise any arguments raised by any other party

in their pleadings relating to the Debtors’ motion.

19. Federal expressly reserves, and does not waive, any and all of its rights,

claims, defenses, limitations, and/or exclusions in connection with its and the Debtors’

rights and obligations under any of the Bonds, applicable law, or otherwise. Federal

further reserves all rights to assert any and all such rights, claims, defenses, limitations

and/or exclusions in any appropriate manner or forum whatsoever (including, without

limitation, any of its rights to have any non-core matter relating to the interpretation of its

contractual rights and Debtors’ contractual obligations adjudicated by the United States

District Court).

20. Federal further reserves all of its rights to raise any issues contained in this

Objection and any other related issues in any procedurally-appropriate contested matter

and/or adversary proceeding, including, without limitation, (i) objections to confirmation

of any plan; (ii) a separate adversary proceeding requesting any appropriate declaratory

and/or injunctive relief; (iii) or an objection to any subsequent motion
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WHEREFORE, Federal respectfully requests that the Court deny the Motion

unless the relief granted is tailored to adequately address the objections set forth herein.

Dated: October 22, 2018 Respectfully submitted,

McELROY, DEUTSCH, MULVANEY
& CARPENTER, LLP

/s/ Gary D. Bressler
Gary D. Bressler, Esq. (No. 5544)
300 Delaware Avenue, Suite 770
Wilmington, DE 19801
Telephone: 302-300-4515
Facsimile: 302-645-4031
gbressler@mdmc-law.com

-and-

MANIER & HEROD, P.C.
Sam H. Poteet, Jr. (pro hac vice to be filed)
Michael E. Collins (pro hac vice to be filed)
Scott C. Williams (pro hac vice to be filed)
150 Fourth Avenue, North Suite 2200
Nashville, Tennessee 37215
Telephone: (615) 742-9350
Fax: (615) 242-4203
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EXHIBIT A
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