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Dunes Hotel Associates, a South Carolina 
gcncrd pnrtncrship, 

Debtor. 

Dunes Hotel Associates, a South Carolina 
: general partnership, in its capacity as the 

Debtor-in-Possession representative of its 
Estate, 

Plaintiff, 
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Hyatt Corporation, a Delaware corporation 
and S.C. Hyan Corporation, a South Carolina 
corporation, 

Defendants. 

Based upon the Findings of Fact and Conclusions of Law as recited in the attached Order 

of the Court, the Motion of SC Hyan Corporation and Hyatt corporation to Disiniss the 
- 

Complaint of Plaintiff Dunes Hotel Associates, or, in the Alternative to Stny the  Second Claim 

and Compel Its Arbitration is granted. The Dunes Hotel Associates' Motion for Partial Summary 

Judgment against the Defendants with Respect to the First Claim for Relief of the Complaint is 

denied in its entirety. The issue in the Second Claim for Relief of whether the agreement has 

been terminated or is terminable due to breach shall be decided in arbitration in accordance with 

the Findings of Fact and Conclusions of Law within 

Columbia, South Carolina, 
August 25, 1995. 
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Chapter 11 

THIS MA'ITER came before the Court pursuant to the Motion of SC Hyan Corporation 

and Hyatt Corporation ("Hyatt") to Dismiss the Complaint of Plaintiff Dunes Hotel Associates, 

or, in the Alternative, to Stay the Second Claim and Compel Its Arb~tration ("Hyan Motion") and 

the Motion for Partial Summary Judgment against the Defendants with Respect to the First 

Claim for Relief of the Complaint ("Dunes Motion"), filed by Dunes Hotel Associates ("Dunes" 

or "Debtor" or "Debtor-in-Possession"). Hyatt filed a timely objection to the Dunes Motion and 

Dunes filed a timely objection to the Hyatt Motion. 

In the Hyatt Motion, Hyatt asks the Court to dismiss the Complaint filed by Dunes in this 

adversary proceeding pursuant to Federal Rule of Civil Procedure 12(b)(6), as incorporated by 



Rule 7012 of the Federal Rules of Bankruptcy Procedure, for failure to state a claim against 
I 

Hyatt upon which relief can be granted. In the alternative, Hyatt asks the Court to stay the 

Second Claim for Relief of the Complaint and compel its arbitration. As will be developed 

further in the Conclusions of Law, the Court will treat the Hyatt Motion as a Motion for 

Summary Judgrncnt. 

In its Motion, Dunes objects to the relief requested in the Hyatt Motion, and asks the 

Court to enter an order granting summary judgment against Hyatt with respect to the First Claim 

for Relief of the Complaint pursuant to Federal Rules of Civil Procedure 54(b) and 56, as 

incorporated by Rules 7051 and 7056 of tllc Federal Rules of Bankruptcy Procedure. 

On June 1, 1995, the Court held a hearing regarding both Motions. As a resnlt of the 

pleadings filed with the Court, the arguments presented by counsel for the respective parties, and 

the entire record before the Court, the Court makes the following Findings of Fact and 

Conclusions of Law: 

FINDINGS OF FACT 

1. Plaintiff Dunes is a South Carolina general partnership formed in 1972 and located in 

Stamford, Connecticut. 

2. The general partners of Dunes are Andrick Hotel Corporation ("Andrick"), a Delaware 

corporation located in Stamford Connecticut, and Meyers Enterprises, Inc. ("Meyers"), 

also located in Stamford. Connecticut. 

. The stuck oTAndrick and 01 Meyers is wholly owned by an affiliate of the Gcneral 

Electric Pension Trust ("GEPT"), a common law trust organized under the laws of New 



York which manages and controls an asset portfolio of approximately 30 billion dollars.' 

4. On November 18, 1994, Dunes filed a voluntary petition under Chapter 11 of the 

Bankruptcy Code. . . 

5. At all times since the filing of the Dunes' Chapter 11 case, Dunes has bccn, and remains, 

the Debtor-in-Possession. 

< 6. Dunes is the title owner of the real property, improvements, and other property which is 

comprised of the 505 room destination resort/convention hotel located on Hilton Head 

Island in Beaufort County, South Carolina, commonly known ns the Hyatt Regcncy 

Hilton Head or the Hyatt on Hilton Head Island (the "Hotel Property"). 

7. The stipulated value of the Hotel Property is at least $52,500,000.2 

8. In 1986, Dunes executed a promissory note ("Promissory Note") and other loan 
s 

documents with Aetna Life Insurance Company ("Aetna") in order to evidence and secure 

a loan. The original principal amount of the Promissory Note was %50,000,000. - 

9. As security for the Promissory Note, Dunes delivered to Aetna several documents 

creating liens on property of Dunes including but not limited to: 

a. Mortgage and Assignment of Rents and Security Agreement, dated Tnne 13, 1986 

("Mortgage"), executed by the Debtor and delivered to Aetna and recorded in 

Book 368, Page 11  10 of the Office of the Register of Mesne Conveyances for 

Beaufort County, South Carolina ("RMC Office"), which Mortgage grants to 

1 See Debtor's Disclosure Statement at p. 86. 

2 Aetna asserts the value to be $53  million. 



Aetna a first-priority mortgage lien on and security interest in, inter alia, the real 

and personal property comprising the Hotel Property and assigns to Aetna all of 

the Debtor's right, title and interest in and to all present and future leases and 

subleases affecting the Hotel Property and all present and future rents, issues, 

profits, income and proceeds from the Hotel Property; 

b. An Assignment of Rents and Leases, dated h n e  13, 1986 ("Assignment of 

Rents"), executed by the Debtor, as assignor, in favor of Aetna and recorded in 

Book LB 17, Page 667 of the RMC Office, which assigns to Aetna, inter alia, all 

of the Debtor's right, title and interest in and to all present and hture leases and 

subleases affecting the Hotel Property and all present and fiiti~re rents, issues, 

profits, income and proceeds from the Hotel Property; 

c. h Assignment of Lease, dated June 13,1986 ("Assignment of Lease"), executed 

by the Debtor, as assignor, in favor oC Aetna and recorded in Book LB 17, Page - 

660 of the RMC Office, which assigns to Aetna, inter alia, all of the Debtor's 

rights, interest and privileges under the Agreement and Lease upon default by 

Dunes on the Promissory Note. The Assignment of Lease identifies the lessor- 

lessee relationship between Hyatt and Duncs and attacllrs a descriprion of the 

Hotel Property which is subject to the Agreement and Lease. 

10. Aetna asserts that Dunes is indebted to Aetna in the approximate principal amount of 

$49,000,000 pursuant to a matured non-recourse loan agreement between Dunes and 



Aetna ("Aetna Claim"), secured by the Hotel Property and revenues thereof.' Dunes has 
L 

stipulated that Aetna's claim is fully s e c ~ r e d . ~  
h 

11. Hyatt and Dunes are parties to a pre-petition written agreement relating to the Hotel 

Plupc~ty ("SC Hyatt Agiccn~cnt"). The documents which comprisc thc SC Hyott 

Agreement are more fully described in a subsequent Finding of Fact. 

: 12. The term of the claimed lease of the Hotel Property under the SC Hyatt Agreement is for 

thlrty (30) fiscal years from December 3 1,1976 (i.e., until, December 3 1,2006), plus an 

additional ten (10) fiscal years (i.e., until December 3 1,2016) if Hyatt elects to extend the 

alleged lease term. 

13. SC Hyatt is a South Carolina corporation, and is a wholly owned affiliate of Hyatt 

Corporation, a Delaware corporation. Hyatt Corporation was the original contracting 
z 

party with Dunes under the SC Hyan Agreement. Hyatt Corporation subsequently 

assigned its rights under the initial Agreement and ~ e h e  to SC Hyatt whichassignment 

the Debtor acknowledged pursuant to an amendment to the Agreement and Lease, dated 

January 19, 1976. 

1 4  SC Hyatt currently operates the Hotel Property under the SC Hyatt Agreement. 

15. The SC Hyatt Agreement is comprised of the following five (5) documents: 

3 As of August 18, 1995, Aetna takes the position that it is a fully secured creditor 
with an indebtedness of approximately 50 million dollars, secured by the Hotel Property with a 
value of 53 million dollars and revenues generated therefrom in a Sequestered Account with an 
approximate balance of 3 million dollars for an approximate total value of 56 million dollars. 
(See Aetna's Second Motion for Dismissal or Relief from Stay). 

4 See Debtor's Disclosure Statement. p. 29,48, 



a. The Agreement and Lease dated November 2, 1973, by and between Dunes Hotel 

Associates and Hyatt Corporation ("Agreement and Lease" or "Agreement" or 

"Lease"); 

b. The First Amendment to Agreement and Lease dated January 19, 1976, by and 

between Dunes Hotel Associates and SC Hyatt Co;poration ("First Amendment to 

Agreement and Lease"); 

c. The Letter Agreement dated July 1, 1983, by and between Dunes Hotel Associates 

and Hyatt Corporation ("1983 Letter Agreement"); 

d. The Amendment to Agreement and Lease dated November 7, 1984, by and 

between Dunes Hotel Associates and SC Hyatt Corporation ("Amendment to 

Agreement and Lease"); and c 

e. The Letter Agreement dated November 6, 1985, by and between Dunes Hotel 

Associates and SC HyatL Corporarion 1" 1985 Letter Agreement"). 

16. Section 20 of the initial Agreement and Lease document provides as follows: 

Upon notice from either party to the other, Hyatt and Owner 
[Dunes] shall execute (in recordable form) and deliver to the party 
requesting the same an appropriate instrument, which, when 
recorded, will impart constructive notice to third parties of the 
rights of Hyatt under this Leasc. Each party hereto shall further 
execute and deliver all such other appropriate supplemental 
agreements and other instruments and take such other action as 
may be rlrcessary ro make this Lease fully and legally effective, 
binding and enforceable as between the parties hereto and as 
against third parties, or as the other party may reasonably request. 

17. No document provided for in Section 20 of the initial Agreement and Lease or any 

memorandum thereof evidencing the alleged leasehold interest under the SC Hyatt 



Agreement has been recorded in the official public records of Beaufort County, South 
I 

Carolina. 

18. There are four proofs of claims currently filed against the bankruptcy estate. . . 

a. Actna asserts a claim as of November 18, 1994, the petition date, of 

$48,560,392.00, excluding a pre-petition late charge of $1,863,594.39 and default 

interest accruing at the rate of 13.25% per annum on and after the petition day and 

post-petition attorney's fees and expenses. Aetna filed a secured proof of claim 

with the Court on February 23, 1995, in the amount of $50,423,986.39.5 

b. SC Hyatt Corporation filed an unsecured claim on March 17, 1995 in the amount 

of $3 1,438.56 for monies owed from the Debtor arising out a fund entitled Fund 

for Furnishings and Replacements ("F, F&E Account"). 
x 

c~ The law firm of Wolf, Block, Schorr & Solis-Cohen ("Wolf-Block") filed an 

unsecured claim against the estate for expenses incurred in connection with 

services performed in the amount of $2,139.57 on March 20, 1995. Wolf-Block 

represented the Debtor as well as GEPT pre-petition. According to the attachment 

to its proof of claim. the amount due represents unreirnbursed expenses incurred 

in connection with the consultation regarding Dunes and Aetna and the Hyatt 

Adversary during September and October 1994. 

d. The Beaufort County Treasurer filed a secured proof of claim for taxes on 

s According to a previous Consent Order of the Court filed on January 23, 1995, 
Aerna is receiving monthly adequate protection paymcnts in an amount cqual to thc Promissory 
Note's contractual rate of interest (9.25%). 



December 21, 1994 in the amount of $454,786.52. The parties have stipulated 

that these taxes have been paid. 

19. The stipulated value of the Hotel Property exceeds the total amount of the claims filed 

against the Debtor's estate. 

20. Dunes asserta in the amended Chapter 1 1 Schedules and Statements filed on April 5, 

1995 that it has other unsecured creditors whose claims are estimated to total $330,000 

and which were paid from the operations of the Hotel Property. (No proof of claims have 

been filed by or on behalf of these alleged creditors). 

21. Prior to the filing of the Chapter 11 case, Hyatt, Aetna and Wolf-Block had actual 

knowledge of the SC Hyatt Agreement. 

22. On March 20, 1995, Dunes filed the "Debtor's Initial Plan of Reorganization Proposed by 

Dunes Hotel Associates" ("Debtor's or Dunes' Plan") and Disclosure Statement 

("Debtor's or Dune's Disclosure Statement"). Thc Debtor's Plan and Disclosure 

Statement provides, inter aiia, the following: 

a. As to the Hyatt Claim: If it is finally determined that Hyatt holds an allowed 

claim against Dunes, the Plan provides that any such allowed claim or claims will 

be paid in full and in cash subject only to a poymcnt limitatiur~ which will be the 

full amount of the difference on the Effective Date between the market value of 

the Hotel Property as of the Effective Date and the allowed amount of the Aerna 

claim before any reduction thereof by the New Value Contribution, and will be 

treated as an unimpaired creditor. 

b. As to Aetna's Claim: The Debtor's Plan provides for Aetna to be treated as an 



impaired creditor and will have an option. for payment. Under the first option, 

Aetna may receive full payment with recourse to a GEPT guaranty in the form of 

annual principal payments of $1 million plus monthly interest over a five (5) year 

period ending with a halloon payment of the halance at the end of the five (5) year 

period. Pursuant to the fust option, Aetna's claim will be paid down to 

$45,000,000 and that balance restructured into the Tranche One Restructured 

Aetna Claim and the Tranche Two Restructured Aetna Claim. The Tranche One 

Restructured Aetna Claim will be a valid and perfected fust priority secured 

obligation in the principal amount of $30,000,000. The Tranche Two 

Restructured Aetna Claim will be a second priority secured obligation in the 

principal amount of %15,000,000. Under the second option, Aetna may elect to 
x 

receive a discounted cash payment of $40,000,000 to be funded by GEPT on the 

Effective Date of the Plan and assign its claim to the Dunes general partners. 

c. As to unsecured creditors: All allowed unsecured claims, except for Hyan and 

including Wolf-Block, will be paid in full within the first six (6) months following 

the Effective Date of the Plan. As to the unsecured creditors listed in the Debtor's 

amended Chapter 11 Schedules and Statements that previously received payment 

through the operations of the Hotel Property, Dunes will forego its rights under 

the Bankruptcy Code to avoid or otherwise recover such payments. Dunes 

reserves ail of its rights against Hyatt with respect to their unauthorized post- 

petition disbursements to any individuals or entitles affiliated with Hyan 

23. On May 5, 1995, Dunes filed the "Conditional Modification of the Debtor's Initial Plan of 



Reorganization Proposcd by Dunes Hotel Associates" ("Conditional Modification"). The 

Conditional Modification provides, inter alia, that: 

in the event the Court finds the Debtor's Plan unconfmable, the modification may be 

invoked to pay Aetna and Hyatt immediately and in full on their allowed claims. 

Funding of this payment in full will be by GEPT to the general partners and the Debtor 

for distribution through the Plan as "new value" from the Debtor or its general partners. 

24. Based upon the Court's directive, on June 29, 1995 the trustees of GEPT submitted a 

"Statement of Financial Commitment of the Trustees of General Election Pension Trust 

Regarding the Debtor's Initial Plan of Rcorgaruzation Filed By Dunes Hotel Associates, 

and the Conditional Modification of the Debtor's Initial Plan of Reorganization Proposed 

by Dunes Hotel Associates" ("Statement of Commitment" or "Commitment"), wherein 5 

"GEP'l' hereby commits to provide to the Dunes General Partners the full amount which, 

when contributed to Dunes hy the Dunes General Partners, will cuablc Dunes and 

Reorganized Dunes to perfom the Dunes Plan as confirmed by the Bankruptcy Court." 

25. The Dunes' Disclosure Statement has been approved by the Court pursuant to Order of 

Junr 6, 1995. The Court has M e r  scheduled the hearing on the Confirmation of the 

Dunes' Plan for September 18 and September 19, 1995. 

26. Neither the Plan and Disclosure Statement, Conditional Modification or Statement of 

Commitment provide for or obligate Dunes to sell the Hotel Property or refinance the 

obligation to Aelna wirh a party other than GEPT. They primarily provide GEPT as the 

source of funding necessary to pay Aerna's claim through a "New Value Contribution" or 

by way of its recourse guaranty 



27. On February 27, 1995, Dunes filed its Complaint in the within adversary proceeding. 
t 

28. The Complaint presents three (3) Claims for Relief, which are summarized as follows: 

a. First Claim For Relief. In the First Claim for Relief, Dunes asks the Court to 

avoid Hyatt's claim of an unrccordcd leasehold intcrcst in thc Hotcl Propcrty 

under the SC Hyatt Agreement pursuant to Bankruptcy Code §544(a) and the 

South Carolina recording s ta t~ tes .~  

b. Second Claim For Relief. In the Second Claim for Relief, and as an alternative 

claim based upon 11 U.S.C. 5 365', Dunes asks for a declaratory judgment that 

the SC Hyatt Agreement is an executory management contract which Dunes is 

entitled to reject under $365 if the SC Hyatt Agreement is not avoided as a claim 

of an unrecorded leasehold interest pursuant to the First Claim for Relief or is not 
s 

otherwise terminated or terminable because of Hyatt's material breaches of the 

agreement. 

c. Third Claim For Relief. In the Third Claim for Relief, and pursuant to §5&, 

Dunes requests a turnover of the Hotel Property and an accounting if the Court 

grants the relief requested in either the First Claim for Relief or the Second Claim 

for Relief. 

CONCLUSIONS OF LAW 

6 The First Claim for Relief also is the subject of Dunes' motion for partial 
summary judgment. 

7 Funhcr references to the Bnnlcruptcy Code, 11 U.S.C. $101, et. sey., shall be by 
section number only. 



In its Motion, Dunes has asked the Court for partial Summary Judgment as to its First 

Claim for Relief and an adjudication that Hyatt's claim of an unrecorded leasehold interest in the 

real property is invalid and void pursuant to §544(a) and applicable South Carolina state law. 

In its Motion, Hyatt alleges that the First Claim for Relief should be dismissed because 

Dunes and its creditors had actual knowledge .and "constructive" notice of the SC Hyatt 

< Agreement, that Dunes' prosecution of the First Claim for Relief will not benefit creditors, and 

that Dunes lacks standing to prosecute the Complaint because it has no further interest in the SC 

Hyatt Agreement due to its assignment to Aetna. Hyatt also alleges that the Second Claim for 

Relief should he dismissed because the SC Hyatt Agrcctl~enl is nor subject to 9365 rejection. 

And finally, as to the Third Claim for Relief, Hyatt alleges that it too must be dismissed because 

$542 cannot be used to recover real property. E 

As an alternative to the relief requested in its Motion, Hyatt has asked the Court to stay 

any further proceedings on the Complaint and to defer part or all of thc Sccund Claim for Reliei - 

to an independent arbitrator for proceedings under the Federal Arbitration Act ("FAA") 

A. Standard o f  Review for Motions 

A nlotiun to dismiss for failure to state a claim pursuant to Rule 12(b)(6) of the Federal 

Rules of Civil Procedure ("Rule 12(b)(6)"), made applicable in these proceedings by Rulc 7012 

of the Federal Rules of Bankruptcy Procedure, may be granted where no set of facts could be 

proven at trial that would entitle the plaintiff to relief. Conlev v. Gibson, 355 U.S. 41: 45-46 

(1957); Mvlan Labs. Inc. v. Malkawi, 7 F.3d 1130, 1134 (4th Cir. 1993), cert. denied, sub nom 

.4merican Home Prods. Cop. v. Mvlan Labs, - U.S. ., 114 S. Ct. 1307 ( 1  994); Brass v. 

American Film Technologies. Inc., 987 F.2d 142, 150 (2d Cir. 1993) (citing Conlev, 355 U.S. 



41). On a motion to dismiss, a court must make reasonable inferences in favor of the non- 
8 

moving party. Cosmas v. Hassett, 886 F.2d 8, 11 (2d Cir. 1989). 

In assessing the sufficiency of the Complaint, the Court must accept as true all well 

pleaded factual allegations contained in the Complaint. However, the Court is not to accept 

"sweeping and unwarranted averments of fact." Havnesworth v. Miller, 820 F.2d 1245, 1254 

.: @.C. Cir. 1987), see, es . ,  Hornan Mfe. Co. v. R u s s ~ ,  233 F.2d 547,550 (7th Cir. 1956) 

(citations omitted) ("allegations . . . are not well pleaded facts unless they constitute reasonable 

idere~lces fiu111 bpecilic facts utller wist: set folth"), Jolulsull v. Wells, 5GG F.2d 101 G, 101 7 (5th 

Cir. 1978) (mere statement in a complaint is not sufficient to state a claim upon which relief can 

be granted under 42 U.S.C. 8 1983). In addition, the Court shall disregard legal conclusions, 

deductions or opinions couched as factual allegations. 5A Charles A. Wright & Arthur R. Miller, 
x 

Federal Practice and Procedure 8 1357, at 3 11-18 (2d Ed. 1990); 2A James Wm. Moore gl., 

Moore's Federal Practice 7 12.07[2-51 at 12-84 to 12-85 (2d Ed. 1995). 

When determining a Rule 12@)(6) motion, the Court is not limited to the factual 

allegations in the Complaint. The Court may also look to documents attached to the Complaint 

as exhibits, or incorporated in it by reference, matters of which judicial notice may be taken, or 

documents either in plaintiffs possession or of which plaintiff had knowledge and on which it 

relied in bringing suit. Pension Benefit Guar. Corn. v. White Consol. Indus., 998 F.2d 1192, 

1196 (3d Cir. 1993) (on a motion to dismiss, where "a complaint relies on a document ... the 

plaintiff obviously is on notice of the contents of the document;" accordingly, a court may 

consider allegations contained in the complaint, exhibits attached to the complaint. matters of 

public record and certain indisputably authentic documents). cert. denied, - U.S. -, 114 S 



Ct. 687 (1994); also, Briges v. Newberw County School Dist., 838 F. Supp. 232,233-34 

(D.S.C. 1992) (on motion to dismiss. court may "take jnrlirial notice of adjudicntiuc- facb w h ~ n  

requested by a party and supplied with the necessary information"), a, 989 F.2d 49.1.(4th Cir. 

1993). 

Finally, should thc Court consider ~raners ourside the pleadings, the motion for dismissal 

!, under Rule 12(b)(6) can be converted to a motion for summary judgment and disposed pursuant 

to Rule 56 of the Federal Rules of Civil Procedure incorporated into the bankruptcy rules 

pursuant to Rule 7056 of the Federal Rules of Bankruptcy Procedure ("Rule 56"). Rule 12(b). 

Because many of the factors which this Court dccms iue imponant to its determination of the 

Hyatt Motion have been subject to stipulation, are not in dispute, are a part of the public record, 

or have been established in hearings in t h ~ s  case previously, and it appearing that the parties had s 

reasonable opportunity to present all material pertinent to the Motions8 and further it appearing to 

be in the best interest of the partips, the Court shall trent thc IIyatt MuGuri .and rhe Dunes' Motlon 

as Cross Motions for Summary J~dgmen t .~  

Summary judgment is appropriate only where the movant can "show that there is no 

genuine issue as to any material fact and that the moving party is entitled to a judgment as a 

matter of law." Anderson v. Liberrv Lobbv. Inc,, 477 U.S. 242,247 (1986); accord Brown v. 

E.F. Hunon G r o u ~ .  Inc., 991 F.2d 1020, 1030 (2d Cir. 1993). In reaching its determination, the 

8 Debtor's counsel recognized that Hyatt's Motion may be treated hy the Court as a 
Motion tor Summary Judgment. Transcript of hearing on June 1, 1995 at p. 39. 

9 The ruling expressed herein on the Hyaa Motion would be the same cvcn if thc 

motion was treated as a motion under Rule 12(b)(6) and utilizing the standards for review 
thereof. 



Court must draw all justifiable inferences in favor of thenon-moving party. Anderson, 477 U.S. 
I 

at 250 (emphasis added); 0 

-),56 B.R. 555,558 (Bankr. S.D.N.Y. 1986). On a summary.j.udgment 

motion, the Cniirt does not try factual issues; rather, it determines whether there are any fact 

issues to be tried. 

One of the principal purposes of the summary judgment rule is to isolate and dispose of 

factually unsupported claims or defenses ... . -, 477 U.S. 3 17,323-324,9 1 

L.Ed.2d 265.274 (1986). Set, The Lnvestment Center, I n c . ~ ~ .  Fgwler/IKre_The Investment 

-1, 88-01472, C-88-0244 (Bankr. D.S.C. 6/9/89) (JBD). -a, 
40 B.R. 614 (Bankr. D.S.C. 4110184). 

The plain language of Rule 56(c) mandates the enhy of summary judgment, after 
L 

adequate time for discovery, and upon motion, against a party who fails to make a showing 

sufficient to establish the evidence of an element essential to that party's case, and on which that 

party will bear the burden of proof at trial. Celotex Corp. v. Catrett, 477 U.S. 317, 322 (1986). 

The mere existence of alleged factual dispule between the parlies will not defcat an 

otherwise properly supported motion for summary judgment; the requirement is that there be no 

genuine issue of material fact. Anderson, 477 U.S. 242,247-48, 106 S.Ct. 

2505, 25 10 (1 986) (emphasis in original) . Further, there is no issue for trial unless there is 

sufficient cvidc~lcc favoring the non-moving pnrty for a jury to return a vcrdict for that party . . . . 

If the evidence is merely colorable or is not significantly probative, summary judgment may be 

granted. u. at 249-50, 106 S. Ct. at 251 1 (citations omitted). 

Parker Pontiac-Olds Inc.,C.A. 2:92-3545-1 (D.S.C. 7/23/93). 



Alter [he party seeking summary judgment has met its burden of coming forward with 

proof of the absence of any genuine issues of material fact, the burden of proof shifts and the 

party opposing summary judgment may not merely rely on his pleading but must set forth 

specific facts which controvert the moving party's facts and which show the existence of a 

genuinc issue for trial. Celotex Corn. v. Catrett, m; Lundeen v. Cordner, 356 F.2d 169 (8th 

.: Cir. 1966); First National Bank v. First Bank Stock Corn ,306 F.2d 917 (9th Cir. 1962); Brown 

v. P h i ~ ~ s  (In re Brown), Slip Op. at p. 16-17; Wright & Miller, Federal Practice & Procedure, 

Civil $2727 at p. 143-146 (1969). Standard Federal Savines & Loan v. Vauehn (In re Vaughn), - 

88-01308, C-88 0210 @ankr. D. S.C. 10/27/88) ( M B ) .  

Upon consideration of the evidence and stipulation of parties presented in this case, there 

remains no genuine issue of material fact and therefore the matters raised by both of the Motions s 

of Dunes and Hyatt are determinable as a matter of law. 

B. Durn' First Claim - Avoidance of Hvatt's Lease Pursuant to 11 U.S.C. 6 544(a) 

In the First Claim for Relief, Dunes, as Debtor-in-Possession, asks the Court to avoid 

Hyatt's claim of an unrecorded leasehold interest in the Hotel Property pursuant to South 

Carolina law as made applicable by 99544 and 550 of the Bankruptcy Code. 

Section 544(a), frequently referred to as the "strong arm clause", provides that the trusree 

is entitled to avoid any transfer of property that is avoidable under state law by: (i) a perfected 

judicial lien creditor, whether or not any such creditor exists; (ii) a creditor with an execution 

rctu~llrd ur~satisfied. whether or not any such creditor exists; and (iii) a bona fide purchaser of 



real property, whether or not any such purchaser exists.I0 Under 5 1107(a), a debtor-in- 
2 

possession has the status and is entitled to exercise the powers of a trustee under $544(a). 

91 107(aj; In re Kitchin Equivment Co. of Virginia. Inc., 960 F.2d 1242, 1245 (4th Cir..1992). 

The three Sourh Carolina statutes on which the Debtor-in-Possession relies and seeks to 

use to avoid the unrecorded lease are South Carolina Code of Laws, Ann. $830-7-10,30-7-90 

: and 27-33-30 (1976).11 Summarily, South Carolina Code 530-7-10 provides that any lease for a 

period of longer than twelve (12) months must be recorded in the appropriate public real property 

records in order to be effective against subsequent lien creditors and bona fide purchasers 

without notice. South Carolina Code $30-7-10. South Carolina Code $30-7-10 provides as 

follows: 

All deeds of conveyance of lands, tenements, or hereditaments, 

Section 544(a) provides: 

(a) The trustee shall have, as of the commencement of the case, and without regard to any 
knowledge of the trustee or of any creditor, the rights and powers of, or may avoid any 
transfer of property of the debtor or any obligation incurred by the debtor that is voidable 
hy -- 
(1 j a creditor that extends credit to the debtor at the time of the commencement of the 

case, and that obtains, at such time and with respect to such credit, a judicial lien 
UII all pruperly on which a creditor on a simple contract could have obtained such 
a judicial lien: whether or not such a creditor exists; 

(2) a creditor that extends credit to the debtor at the time of the commencement of 
the case, and obtains, as such time and with respect to such credit, an execution 
against the debtor that is returned unsatisfied at such time, whether or not such a 
creditor exists; or 

(3) a bona fide purchaser of real property, other than fixtures, from the debtor, 
against whom applicable law permits such transfer to be perfected, that obtains 
thc status of a bona fide purchaser and has pcrfccted such transfer at the tirric of 
the commencement of the case, whether or not such a purchaser exists. 

l1 Further references ro the South Carolina Code of Laws, Ann. (1976) (as amended) 
shall be by reference to the South Carolina Code. 



either i r ~  fcc simple or for life, all deeds of trust or instruments in 
writing conveying estate, creating a tmst in regard to the property, 
or charging or encumbering it, all mortgages or instrurnentq in 
writing in the nature of a mortgage of any real property, all 
marriage settlements, or instruments in the nature of a settlement of 
a marriage, all lenses or contracts in writing mndc betwccn 
landlord and tenant for a longer period than twelve months, all 
statutory liens on buildings and lands for materials or labor 
hrnishcd on them, all staculury liens on ships and vessels, all 
certificates of renunciation of dower, all contracts for the purchase 
and sale of real property, all assignments, satisfactions, releases. 
and contracts in the nature of subordinations, waivers, and 
extensions of landlords' liens, laborers' liens, sharecroppers' liens, 
or other liens on real property created hy law or by agreement of 
the parties and generally all instruments in writing conveying an 
interest in real estate required by law to be recorded in the office of 
the register of mesne conveymccs or clcrk of cuurt in those 
counties where the office of the register of mesne conveyances has 
been abolished or in the office of the Secretary of State delivered 
or execured afrer July 3 1, 1934, except as otherwise provided by 
statute, are valid so as to affect the rights of subsequent creditors 
(whether lien creditors or simple contract creditors), or pi~rchasers 
for valuable consideration without notice, only from the day and 
hour when they are recorded in the office of the register of mesne 
conveyances or clerk of court of the county in which the ~ral 
property affected is situated. In the case of a subsequent purchaser 
of real estate, or in the case of a subsequent lien creditor on real 
estate for valuable curisideration without notice, the instrument 
evidencing the suhseqiient rnn1re)rance or cubscqucnt lion ~ n u a r  Lc: 
filed for record in order for its holder to claim under this section as 
a subsequent creditor or purchaser for value without notice, and the 
priority is determined by the time of filing for record. 

In the within proceeding, there is no dispute that the leasehold interest created by the SC 

Hvatt Agreement has a t p m  of at least thirty (30) yenrs, with an uptiu~r lu renew and extend the 

term for an additional ten (10) years and that it has not been recorded in the records of Beaufort 

County. South Carolina. Therefore, it falls squarely within the recording requirements of South 

Carolina Code $30-7- 10 



South Carolina Code $30-7-90 states that "[nlo possession of real property described in 
i 

any instrument of writing required by law to be recorded shall operate as notice of such 

instrument. Actual notice shall be deemed and held sufficient to supply the place of registration 

only when such notice is of the instrument ltself or of ~ t s  nature and purport". South Carolina 

Code 527-33-30 provides that "[iln order to give notice to third persons any lease or agreement 

.: for the use or occupancy of real estate shall be recorded in the same manner as a deed of real 

estate". 

Because it is undispured that the lease agreemen1 is not recorded, Dunes maintains that 

under these statutes applications, as a matter of law, it, as a hypothetical lien creditor at the 

commencement of the case, takes priority over and may avoid the SC Hyatt Agreement pursuant 

to §55012. z 

Hyalt respu~~ds with its U W I ~  iilutio~i a ld  asse~ts five sepaatt: grurulds uCdt:Ct:~~st: amd 

seeks dismissal of the 5544 avoidance claim. First, Hyan alleges that Dunes may not avoid the 

leasehold interest because controlling Fourth Circuit law holds that a debtor's actual knowledge 

12 Section 550 providcs in pcrtincllt parts: 
(a) Except as otherwise provided in this section, to the extent that a transfer is avoided under 
section 544, 545, 547, 548, 549, 553(b), or 724(a) of this title, the trustee may recover, for the 
benefit of the estate, the property transferred, or, if the court so orders, the value of such 
property, from-- 

(1)  the initial transferee of such transfer or the entity for whose benefit such transfer was 
made; or 

(2) any immediate or mediate transferee of such initial transferee. 
(b) The trustee may not recover under section (a)(2) of this scction from-- 

(1) a transferee that takes for value, including satisfaction or securing of a present or 
antecedent debt, in good faith; and without knowledge of the voidability of the transfer avoided: 
or 

(2) any immediate or mediate good faith transferee of such transferee. . . 



of a ~xe-pz~ilion real esrate uansact~on to which it was a party precludes a debtor-in-possession 
1 

from avoiding the transaction under 4544(a) where the transaction is enforcec~blc against a debtor 

under applicable non-bankruptcy state law. Next, Hyatt argues that where all of a debtpr's 

creditors had actual knowledge of an unrecorded interest, a debtor-in-possession is not permitted 

to avoid that real estatz interest under §544(a). Third, Hyatt argues that South Carolina state law 

.: puts a purchaser or judgment lien creditor on inquiry or constructive notice of any intercst in real 

estate which is indicated in the recitals of an instrument in the recorded chain of title and that 

since the subject lease agreement is referenced in instruments in the recorded chain of title of this 

real property, such notice would defcat thc application of the state statutes. Fourth, Hyatt 

challenges Dunes' standing to pursue the First Claim because Dunes cannot show any benefit to 

its creditors from avoidance of the transfer under the SC Hyatt Agreement. Finally, Hyatt argues 

that Dunes made an absolute assignment of the SC Hyatt Agreement to Aetna as part of its 

security for the lnan from Aetna, which msignrnent was tr-iggered by Dunes' failure pay its - 

Promissory Note on July 1, 1994 and, as a result, Dunes has no interest in the SC Hyatt 

Agreement upon which to base its avoidance claim. Each of these arguments would, if correct, 

lead to dismissal of'the First Claim and denial of Dunes' motion. 

Whether a debtor-in-possession may, using $9544 and 550, avoid an unrecorded lease 

under the aforesaid South Carolina statutes is an issue of first impression in this District which 

this Court will determine in the context of examining each of the defenses raised by Hyatt. 

1. Issues Kegarding Knowledge of Debtor or Creditors 

i. Actual Knowledge nf Debtor 

Dunes asserts that its powers under 5544(a) are to be exerciscd without considerarion of 



any knowledge it may have had as Debtor or of any creditor of the Dunes estate pursuant to the 
t 

express language of §544(a). See 9544(a) (the rights and powers created under 9544(a) are 

ap$ied "without regard to any knowledge of the trustee or of any creditor"); see also Kitchin 

Equipment, 960 F.2d at 1245 ("A trustee or a debtor-in-possession, without regard to any 

knowledge, is empowered to avoid any transfer of property of the debtor or any obligation of the 

debtor that is voidable by a hypothetical lien creditor.") (citing §§544(a)(1) and 1107(a)). 

Hyan cites, as controlling authority, the Fourth Circuit's decision in In re Hartman 

Pavine. Inc.. 745 F.2d 307 (4th Cir. 1984). In Hartman Paving, a debtor-in-possession attempted 

to avoid a deed of trust under West Virginia law because the document, although recorded, had 

been improperly acknowledged under state law. The Fourth Circuit refused to allow the debtor- 

in-possession to avoid the deed of trust based on the defective acknowledgment, and imputed the 
= 

dehtnr's actual knnwledge of  the deed of tnlst to the  dehtnr-in-posession to hlork avoidance. 

Hartman Pavinq, 745 F.2d at 306-09. While the decision in Hartman Paving has never been 

formally reversed or reconsidered by the Fourth Circuit or the United States Supreme Court, it is 

questionable whether Hartman Paving (if more broadly applicable than its facts) is still the 

Fourth Circuit's pronouncement of applicable law. As will be developed more fully within. it 

appears to this Court that Hartman Pavinp's imputation of a debtor's & knowledge to a 

debtor-in-possession's use of statutory avoidance is in direct conflict with the plain language of 

99544(a) and 1107(a) 

In the case of Kitchin Eaui~ment (post Hartman Paving), the Fourth Circuit specifically 

found that a debtor-in-possession is entitled to exercise $544(a) avoidance powers without regard 

to any knowledge of the debtor. Kitchin Eauiument, 960 F.2d at 1245 (citing with approval 



York Chemical Industries, 30 B.R. 583, 585 (Bankr. D.S.C. 1983)).13 As commented upon in 
t 

Kitchin Eauiument, when Congress amended the Bankruptcy Code effective October 22, 1991, 

congress did not make any modification to the otherwise universally accepted principle that the 

debtor's actual knowledge is not imputed to either the trustee or the debtor-in-possession under 

Every other circuit court to discuss Hartman Paving has declined to follow the decision. 

See In re Sandv Ridee Oil Co.. Inc., 807 F.2d 1332, 1336 (7th Cir. 1986); In re Probasco, 839 

F.2d 1352, 1354-55 n. 2 (9th Cir. 1988); In re Kim, 161 B.R. 831, 836-37 (9th Cir. BAP 1993). 

Furthermore, the -an P& court's imputation of a dcblur's actual knowledge to a debtor- 

in-possession despite the clear contrary language of 9544(a) i s  a type of statutory analysis of the 

Bankruptcy Code which has been rejected and criticized in numerous recent Supreme Court 
E 

decisions. &Union Bank v. Wolas, 502 U.S. 151, 158 (1991); Toibb v. Radloff, 501 U.S. 157, 

162 (1991); Pattersonv. Shumate, 504 U.S. 753,761 (1992); Owen v. Owen, 500 U.S. 305,313 

(1991); United States v. Ron Pair Entemrises. Inc., 489 U.S. 235, 241 (1989). 

As recognized by other courts within this Circuit, the Hartman Paving decision should be 

limited to the particular facts arid circumstances which it addressed. In re MSC. Inc., 54 

B.R. 650,653-54 (Bankr. D.S.C. 1985) (court limited Hartman Paving to its facts and allowed a 

debtor-in-possession to avoid an unperfected lien under $544(a)(l) even though the debtor had 

actual knowledge of the lien); In re Greenbelt Cooo.. Inc., 124 B.R. 465,471-72 (Bankr. D. Md. 

1991) (same) 

Iri York Chemical, the court stated that under §544(a)(l), "the debtor-in-possession is deemed to 
e without knowledge of an unfiled security interest. . . ." York Chemical, 30 B.R. at 586. 



The holding of Hartman Paving is based on a specific distinguishable fact pattern and 

does not control such a fundamental failure to record as occurred in this case by Hyatt. In this 

case, Hyatt holds a thirty (30) year commercial leasehold with a ten (10) year option tp.renew. 

The Defendants are sophisticated commercial entities which expressly recognized the need to 

record the SC Hyatt Agreement if they wanted to create a valid, perfected, and enforceable 

: leasehold interest under South Carolina law.14 Unlike the facts of Hartman, Hyatt's claim of a 

leasehold interest is not being attacked due lo a marc lcchnical defccl in an acknowledgment of 

the agreement or any other technicality, but because of Hyatt's failure to take the most basic step 

under South Carolina law to perfect a claimed leasehold interest. 

Accordingly, in determining the threshold application of §544(a) to this case, the 

Ha~tl~rau Pavillq de~isiun docs not dcfcat Duncs' right to sununary judgment on its First Clainl 
- 

for Relief; and the Fourth Circuit's Kitchin Eauipment decision (rendered eight (8) years after 

Hartman Paving) and the other authorities cited above reinforce Dune's reliance on and use of 

§544(a). 

Hyatt further asserts that the actual knowledge or constructive notice of creditors would 

l4 AS stated in the Findings of Fact, Sectlon 20 of the initial "Aereement And Lease" 
document provides as follows: 

Upon notice from either party to the other. Hyatt and Owner shall 
execute (in recordable form) and deliver to the party requesting the 
same an appropriate instrument, which, when recorded. will impart 
constructive notice to third parties of the rights of Hyatt under this 
Lease. Each party hereto shall further execute and deliver all such 
other appropriate supplemental agreements and other instruments 
and take such other action as may be necessary to make thls Lease 
fully and legally effective, binding and enforceable as between the 
parties hereto and as against third parties, or as the other party may 
reasonably request. 



defeat Dunes claim as a matter of state law. 
1 

ii. Actual Knowledge of Creditors 

Hyatt asserts that despite the failure to record, all creditors of Dunes had such an actual 

knowledge of the SC Hyatt Agreement as would defeat their ability under South Carolina Code 

$30-7-10 tn avoid the lease under this agreement. Hyatt cires the dissenting opinion in Hartman 

and this Court's ruling in In re MSC. Inc., 54 B.R. 650 (Bankr.D.S.C. 1985) fnr the 

proposition that upon proof of all creditors' knowledge of an unperfected interest in property, a 

transferee would be able to protect and enforce that interesti5 

Under South Carolina law, achial notice of an unrccorded lease may defeat a subsequent 

creditor or bona fide purchaser from asserting protection under South Carolina Code 530-7- 10 

Friarseate. Inc. v. First Federal, 454 S.E.2d 901 (S.C. Court of Appeals 1995), Leasing = 

Enterprises v. Livingston, 363 S.E.2d 410 (S.C. Court of Appeals 1987). While eliminating 

possession of property as a means of asserting notice of an interest, South Caulina Code $30-7- - 

90 continues to provide for actual notice of the instrument itself and implies that it is to be 

considered despite a lack of recording 

Dunes takes the positiun that South Carolina Code $27-33-30 is the controlling statute 

and that it eliminates actual notice as a defense to the lack of recording. Howevcr, the Cuurt is 

compelled to reconcile these hvo statutes, $330-7-90 and 27-33-30, together in interpreting the . 
legislature's intention. In this regard, the Court believes that actual notice survives under state 

1 5  It is undisputed that Aelna, Hyatt and Wolf-Block have a t  all times had actual pre- 

petitiun knowledge of the existence and nature of Hyatt's leasehold interest and of the SC Hyatt 
Agreement. 



law as a defense to the lack of recording. See Friarspate. 
1 

However, as stated earlier, $544(a) provides that a debtor-in-possession's status is 

"wGhout regard to any knowledge of the debtor or of a creditor." The express language of 

§544(a) appears to overcome any defense the transferee may raise because of all creditor's actual 

knowledge, even if such defense ordinarily exists under state law. 

The leading case,on this issue is the Third Circuit's decision in McCannon v. Marston, 

679 F.2d 13 (1982). In McCannon, the Court in reversing the Bankruptcy and District Courts, 

found that 9544(a) permits a trustee to exercise the rights and powers of certain creditors and 

purchasers without regard to any actual knowledge of a trustee or of any creditor.I6 In reaching 

its decision, the Court expounded on the importance of the wording of the statute: 

The reference to the trustee's or creditors' knowledge appears to 
have originated out of a concern that actual knowledge might affect 6 

the trustee's status aq a hypothetical judicial lien creditor In a draft 
bankruptcy act prepared in 1973 by the Commission on 
Bankruptcy Laws of the United States, a note by the Commission 
~xplair~rd Lhur the uusree's starus as hypothetical lien crediror 
should not be affected by any knowledge which he, personally, or 
any or all creditors may have. 

McCannon, at 16. See Matter of Alberto, 66 B.R. 132 (Bkrtcy.D.N.J. 1985), In re Bick, 874 

F.2d 815 (9th Cir. 1988), In re Professional Investment Prowerties of America, 955 F.2d 623 (9th 

Cir. 1992) 

In attempting to reconcile Hartman Pavinq with McCannon, the Northern District of 

Texas sided with the McCannon opinion and found that under $544(a), actual knowledge was 

1s However, the ,McCannon Court did not allow the trustee to avoid an unrecorded 
purchase of a condominium because the purchnscr's possession gavc the trustee constructive 
notice of the interest pursuant to applicable state law. 



irrelevant regardless of the state law of actual 11otice. McEvov v. Ron Watkins. Inc., 105 B.R. 
t 

362 (N.D.Tex. 1987). A similar result when comparing Hartman P a v k  and McCannon was 

reached in the Southern District of Indiana. In re Graham, 110 B.R. 408 (S.D. Ind. 1990). 

Other bankruptcy courts following this analysis include the Middle District of Florida 

which held that the argnment that a debtor can not claim the status ot'a bona fide purchaser for 

: value when they had actual notice "overlooks the basic theme of 5544 which is that the voiding 

power granted to the trustee under this section is granted without regard to any knowledge of the 

trustee or of any creditor." In re Lakeside I Corn., 120 B.R. 213 (Bkrtcy.M.D.Fla. 1990). The 

Lakeside Court in citing Collier on Rankruptcy furthcr stated tlrat "[§544(a)] conferred upon the 

trustee ... the status of 'the ideal creditor, irreproachable and without notice, m e d  cap-a-pie with 

every right and power which is conferred by the law of the estate upon its most favored creditor ' - 
who has acquired a lien by legal or equitable proceedings."' In re Lakeside I Corn., at 215 

Numerous other Bankruptcy and District Crn~rts follow the McCamo~l ~eaoning .  See 

re Cirasuolo, 48 B.R. 447 (Bkrtcy.N.D.N.Y. 1985) (the trustee's status as hypothetical lien 

creditor should not be affected by any knowledge whch he,personally, or any or all creditors 

may have); In rc Don Williams Const. CO.. Inc., 143 B.R. 865 (Bkrtcy.E.D.Tem. 1992) (the 

trustee's rights as a judgment lien creditor and a bona fide p~irchaser are not affcctcd by liis own 

knowledge or the knowledge of any creditor) 

This underlying principal regarding actual notice in McCannon logically reconciles with 

the reasoning that $544(a), unlikc 5544(b), granls a debtor-in-possession a status of a 

hy~othetical creditor or bona fide purchaser and is not dependant upon the d~htor-in-possession 

standing in the place of an actual creditor and relying upon that creditor's actual knowledge. 



Despite Hyatt's arguments, the dissenting opinion in Hartman Paving correctly cited the 
; 

true meaning of 5544(a): 

The bankruptcy trustee attains such idealized status whether or not . . 
he or any actual creditor had actual knowledge of pre-existing 
obligations of the debtor. The same is true of a debtor-in- 
possession; he assumes the same idealized status as the bankruptcy 
trustee without regard to any knowledge he or any creditor on 
whose behalf hc acts may have. 11 U.S.C. §544(a) ... 

Hartman Paving, dissent at 3 11. Aneeles Real Estate Co. v. Kerxton, 737 F.2d 416 (4th Cir. 

1984) and Ineersoll-Rand Financial Corp. v. Nunlev, 671 F.2d 842 (4th Cir. 1982). 

In a footnote, the Ninth Circuit in criticizing the majority opinion in Hartman Paving 

stated: 

The Fourth Circuit severely limited the use of section 544(a). In 
Pvne v. Hanman Paving. Inc. (In re Hdnman Pavine. Inc.1, 745 
F.2d 307 (4th Cir. 1984), a divided court held that any actual s 

knowledge of a debtor at the time of commencement of the case 
regarding an unrecorded interest in real property in imputed to a 
debtor-in-possession so as to limit h ~ s  rights as a bona fide 
purchaser ... In a persuasive dissent in Hartman Pavins, Chief Judge 
Winters argued that "a debtor-in-possession ... assumes the same 
idealized status as the bankruptcy trustee without regard to any 
knowledge he or m y  creditor on whose behalf he acts may have." 
745 F.2d at 31 1 (Winters, C.J., dissenting). A majority of the 
courts directly addressing the issue share Judge Winters view. 
[citations omitted]. For purposes of this opinion: we assume 
without deciding, that Judge Winter's position is correct and [the 
debtor's] actual knowledge is irrelevant. 

In re Probasco, 839 F.2d 1352 at Fn 2 (9th Cir. 1988). 

As dicta in his opinion. Chief Judge Winter theorized that only if there was actual 

kilowlcdge by all crcdituls wuuld he sec any justification fur the majurity's luliilg u11lie1 Wrst 

Virginia State Law. Like Judge Winter, Chief Judge Davis of this Court in MSC was faced with 



the dilemma of reconciling the majority dccisioll in Hartman Pavinq with the express language of 
I 

$544(a). This Court is not bound under the facts at hand by the statements in either casc (died 

upon by Hyatt. Therefore, Hyatt's motion that actual knowledge of all creditors serves .a a 

defcnse herein is denied. 

iii. Constructive Notice 

A number of the reported cases that fecognize that actual knowledge of the debtor or 

creditors is not a defense to a §544(a) action under state law, have held that constructive notice as 

a defense under state law, is not eliminated by the language of 5544(a). In citing McCannon, the 

Court in McEvov held that "rw]hile 5544(a) removed considerations of actual notice, the state 

law of constructive notice remains applicable in the context of 4544(a)(3)". McF.vn\i, at 365. In 

Mccamon, the Court in differentiating the words "notice" and "knowledge" held: 

That thc words "without regard to any knowledge" were not meant 
by Congress to nullify all state law protections of holders of 
equitable interest is suggested both hy the history of its inclusion in 
the statutory language and by other language within Section 
544(a)[3]. 

Numerotts other Courts have followed the McCannon distinction between constructive 

notice and knowledge. The Southern District of New York has held that "[f l i~s~,   he terms are 

not equivalent. The term 'knowledge' as employed in 954d(a) comports actual notice, not 

constructive notice. The cho~ce of that term 'knowledge' rather than the broader term 'notice' 

thus indicates that Congress did not intellll LO shield the trustee under $544(a) from the effect of 

constructive notice". In re Euro-Swiss Intern. Cop . ,  33 R.R. 872, 881 (Bkrtcy. S.D.N.Y.1983) 

(citations omitted). 



The Bankruptcy Court for the Northern District of West Virginia has held that: 
L 

The weight of authority is that the phrase "without regard to any 
howledge of the trustee or any creditor" of 11 U.S.C. 9544(a)(3), 
indicates that a trustee would not have the notice that would 
interfere with his bona fide purchaser status of §544(a)(3), if he, in 
fact, actually knew of the lien or prior conveyance. However, the 
trustee, as a bona fide purchaser under §544(a)(3), is subject to all 
the constructive notice provisions of the state in which the trustee 
is attempting to assert his 5544 power. If there is such corlstructive 
notice as would preclude a bona fide purchaser from prevailing 
under state law, then the trustee cannot prevail under 4544(a)(3). 

In re Morgan, 96 B.R. 615,618 @krtcy.N.D.W.Va. 1989). Therefore, broad case authority 

allows constructive notice to remain as a defense under 9544(a) if it is allowable under state law. 

In the instant case, Section 20 of the initial SC Hyatt Agreement specifically recognized 

that either party could require such recordation as would be required to "impart constructive 

notice to thud parties of the rights of Hyatt under this Lease" and to make the claimed leasehold : 

interest "fully and legally effective, binding and enforceable as between the parties hereto and as 

against third parties." This scction contcmplatcd thc prospcct of constructive noticc and 

unequivocally gave either party, including Hyatt, the absolute right to demand recordation of the 

Agreement. Nevertheless, Hyatt failed or chose not to require recordation of the SC Hyatt 

Agreement during the more than 20-year period since the execution of the initial Agreement and 

Lease. 

It is generally recognized that the purpose of the South Carolina recording statutes is to 

provide notice and to protect parties with subsequent interest in property. It places the 

requirement of recording on the parties to the contract which seek protection. See Bumett v. 

Hollidav Rros . Tnc , 279 S C 222, 705 S E 2d 238.240 (1983) ("the purpose of the Recording 



Statute is to protect subsequent purc.hasers, for value wilhour not~ce. . . . As the Cases repeatedly 
1 

indicate, one who neglects to record conveyances must suffer the consequenrps of his ncglcct."). 

  ow ever, Hyatt asserts that any subsequent interest holders in this case would be subject to 

constructive notice ofthe lease because portions of the SC Hyatt Agreement are referenced in the 

recorded Aetna Assignment, and therefore such creditors would not be entitled to the protection 

! of South Carolina Code $30-7-10. 

Generally South Carolina law does impute knowledge of any properly recorded 

instrument affecting title and of all recitals in such instruments refemng to documents affecting 

title. Carolina Land Co. v. Bland, 265 S.C. 98,217 S.E.2d 16 (S.C. 1975). South Carolina Tax 

Comrn'n v. Relk, 266 S.C. 539,225 S.E.2d 177, 179 (S.C. 1976) (party may not be a bona fide 

purchaser where "sufficient record notice is available to charge the purchaser with a duty to 

inquire which, if pursued with due diligence would have supplied him with knowledge of the 

rights of other parties."); Kirton v. Howard, 137 S.C. 11, 134 S.E. 859, 868 (S.C. 1926) (where 

there is any evidence in the chain of title sufficient to put a party on inquiry notice of an interest 

in propeny, purchaser is chargeable as a matter of law with actual notice of facts that could have 

been discovered by proper inquiry); hlovlc v. Carnobell, 126 S.C. 180, 119 S.E. 186, 190 (S.C. 

1923) (purchaser is charged with notice of all recorded instruments in chain of title 

unrecorded instruments affecting title that are referred to in the recorded instmments); Fuller- 

Ahrcns Pallr~ershiv v. South Carolina Dep't of Hichwavs & Pub. Transv., 427 S.E.2d 920 (S.C. 

Ct. App. 1993) (same); Glover v 1 ewis, 299 S.C. 43,382 S.E.Ld 242: 245 n 3 (S.C. Ct. App. 

1989) (same); Arceneaux v.  Arrineton, 284 S.C. 500, 327 S.E.?d 357, 359 (8 C. Ct. .4pp. 1985) 

(same). 



However, South Carolina Code $30-7-90 provides that possession of real property will 
I 

provide "constructive" or "inquiry" notice of an unrecorded interest in property. See Eups v. 

~ c t a l l u m  Realtv Co., 139 S.C. 481, 138 S.E. 297, 306 (1927) (actual possession of real 

propcrty will not act as constructive notice of any instrument that is required to be recorded 

under [the current] South Carolina Code $30-7-10). Furthermore, South Carolina Code $27-33- 

.: 30 specifically requires that in order to give third parties notice of a lease, the lease must be 

recorded in the same manner as a deed of real estate. It appears to this Court that South Carolina 

statutory law expressly provides that the only way to provide "notice" of a leasehold interest to 

third parties is by proper recording of the lease. This express statutory language supplants the 

use of constructive or inquiry notice in regards to the recording of a lease in South Carolina." 

This is confirmed by a review of the predecessor statute to South Carolina Code : 
327-33-30 and of the case law construing the predecessor statute in relation to $30-7-10. The 
predecessor to South Carolina Code $27-33-30 was $8804 of the 1932 South Carolina Code, 
which provided as follows: 

All leascs or contracts in writing, hereafter to be made between 
landlord and tenant, for a term longer than twelve months, shall not 
be valid in law, against the rights and claims of third persons, 
unless the same shall have been recorded . . . 

South Carolina Code $8804 (1932) (repealed). 

In First Presbvterian Church of Yolk v. Yolk Deuosito~v, 203 S.C. 410,27 S.L.2d 
573 (1943), the court construed the meaning of "third persons" under $8804 in light of the 
general recording act contained in $8875 of the South Carolina Code of 1942 (now South 
Carolina Code $30-7-10). The Court found that the term "third persons" in South Carolina Code 
$8804 meant only subsequent creditors without notice or subsequent purchasers without notice, 
in part hecause these were the terms used in the general recording statute. The court further 
found that because the general recording statute already covered such persons, South Carolina 
Code $8804 appeared to be supefiuous. Presbvter~an, 27 S.E.Zd at 578-79. 

Additionally, in 1962, after the Presbvterion decision was rendered. the South 
Carolina legislature amended the language of South Carolina Code $8804 to include the present 



Eor this Court to hold otherwise wo~lld give thesc statulzs no meaning. 
L 

Finally, Bankruptcy Courts applying state recording statutes similar to South Calulina's 

strict recording requirements have recognized that an unrecorded lease is subject to avqidance by 

[Wlh~re the applicable state law mnkes clear that str~ct conformity 
to a recording statute &necessary to constitute notice of a lien, 
then no act other than strict conformity with the statute in issue 
insulates the lien from attach by the trustee under $544(a)(3). In 
such a case, the trustee can successfully attack any lien not 
recorded in strict conformity to the state recording laus.. 

In re Carlvle, 100 B.R. 217 (Bkrtcy.E.D. Pa. 1989). Also see, In re Webber Lumber & S u ~ o l e  

CO.. Inc., 134 B.R. 76,77-79 (Bankr. D. Mass. 1991) (court construes Massachusetts recording 

requirements similar to South Cuolina':, end alluws a debtor-in-possession to avoid an 
s 

unrecorded real property lease under each independent basis of §544(a)); In re Bclizc Airwavs 

u, 12 B.R. 387,389-90 (Bankr. S.D. Fla. 1981) (court allows avoidance of a commercial 

suhlease under 5544(a)(3) because the defendant failed to record the sublease as required under 

Florida law) 

There is no dispute that the SC Hyan Agreement, asserted to be a l e a ~ e  for this clainl by 

both parties, was never recorded as required by South Carolina Code $27-33-20. Accordingly, 

there is nn "constructive". "inquiry", or any other kind of "implied notice" that can block Dunes' 

language of South Carolina Code 927-33-30. (See South Carolina Code 541 -4 (1 962).) In 
amending the statute, the legislature specifically Inserted the language that recording of leases is 
required to give "notice" to third parties. The legislature's deletion of the "validiry" language of 
South Carolina Code $8804 and insertion of the term "notice" clarifies that South Carolina Code 
627-33-30 is not "supcrfluuus," but 1s meant to define the manner in which "notice" of a lease 
must be given. 



avoidance of Hyatt's claim of a leasehold interest." 
t 

2. Benefit to the Estate Pursuant to 11 U.S.C. 5 550 

- 
Hyan also challenges Dunes' standing to pursue the First Claim because Dunes . . cannot 

show any benefit to creditors from avoidance of the real estate transfer under the SC Hyan 

Agreement. 

The sole purpose of avoidance powers granted to a trustee or debtor-in-possession under 

the Bankruptcy Code is to benefit the estate. 11 U.S.C. 9 550; Wellman v. Wellman, 933 F.2d 

215, 218 (4th Cir.). cert. denied, 502 U.S. 925 (1991); Harstad v. First Am. Bank On re Harstadl, 

155 B.R. 500,511 (Bankr. D. Minn. 1993) (avoidance actions are for benefit of creditors, not the 

debtor), a, 1994 WL 526013 (D. Minn.), affd, 39 F.3d 898 (8th Cir. 1994). See also, Vintero 

Cop .  v. Comoracion Venezolana de Fomento (In re Vintero Cop.), 735 F.2d 740 (2d Cir.) . 
(under the Bankruptcy Act, a debtor-in-possession may not exercise lien avoidance powers for 

the debtors' own benefit), cert, denied, 469 U.S. 1087 (1984). A debtor-in-possession is a 

fiduciary who "holds avoidance powers in trust for the benefit of creditors . . . ." In re J.E. 

Jennines. Inc., 46 B.R. 167, 169 (Bankr. E.D. Pa. 1985). 

Dunes takes the position that benefit to the estate is not a concept tied or limited to 

In Hyatt has never addressed or discussed the effect of South Carolina Code $930-7-10, 30- 
7-90, and 27-33-30 in their briefs or in oral argument before the Court. The authorities cited by Hyatt in 
support of their "constructive" notice argument are inapplicable to this case because they do not deal 
with real property leases or the specific lease recording requirements of the South Carolina Code. 
Hyatt Memo at pp. 18-19 (citing Fuller-Ahrens Partnershiu v. South Carolina Dep't of Hi~hwavs And 
Public Transp., 427 S.E.2d 920 (S.C. App. 1993); South Carolina Tax Comm'n v. Relk, 266 S.C. 539. 
275 S.E.2d 177, 179 (1976); Glover v. Lewis, 299 S.C. 44, 382 S.E.2d 242,245 n.3 (App. 1989)).) 
South Carolina Code $530-7-10. 30-7-90, and 27-33-30 provide a clear legislative intent that only proper 

recordation of a lease can provide "notice" of a lease. 



establishing any specific benefit to individual crcdilurs. In support of this position, Dunes relies 
1 

upon the Trans World Airlines (TWA) decision which held that: 

b 

"Estate" is a broader term than "creditors." There is no 
requirement that an avoidance action recnvery be distributed (ur 
"committed") in whole or in part to creditors. Indeed, the Code 
clearly contemplates otherwise. Pursuant to §541(a) an estate is 
created hy the petition filing, nurl under 9 3 4  I(aJ(3) property of the 
estate includes property recovered in avoidance actions. Pursuant 
to $363, the DIP may use property of the estate either in the 
ordinary course of business, or, with the Court's approval, outside 
the ordinary course of business. Thus the Code clearly 
contemplates the use of avoidance actions in . . . a manner which 
only i~idirectly benefits creditors. 

In re Trans World Airlines. Inc., 163 B.R. 964, 972 (Bankr. D. Del. 1994) 

In determining whether an avoidance action benefits the estate, the Trans World Airlines 

(TWA) court held that the dispositive question is whether the action will increase the value of the . 
' 

debtor's estate and/or improve the debtor's prospects for rehabilitation and reorganization. m, 
163 B.R. at 973. Dunes also cites the case of h r e  Fundine Svstems Asset Marraeement Corp., 

11 1 B.R. 500 (Bankr. W.D. Pa. 1990), in which the court similarly found that an avoidance 

action is proper when the "recovery by the debtor will increase its assets and improve its 

financial health to the extent that the likclihood is improved of its being able to satisfy its 

obligations to its creditors under the plan." Fundine Svstems, 1 I 1  R R. at 523 24. tVhrr~ such a 

benefir to the estate will be realized, an avoidance action is proper even if the action will not 

result in any increase in the amount creditors will receive. Funding Svstems, 11 1 B.R. at 500. 

While the requirement of "benefit to the eslate" in gS jU  is subject to different 

interpretations by different courts, under the recent Wellman decision, the Fourth Circuit made il 

clear that such a requirement means more than merely a benefit to the debtor. Where no 



creditors can benefit from the avoidance action, or where creditors benefit solely at the discretion 
L 

of a debtor, the debtor does not have standing to bring the avoidance action. Wellman, 933 F.2d 

at 518. Likewise, where a debtor is solvent, such that any recovery is unnecessary to satisfy anv 

creditors' claims, a debtor does not have standing to bring an avoidance action. Wellman, 933 

F.2d at 219. The Fourth Circuit is unequivocal that a debtor may not use an avoidance action to 

: create a windfall for itself where there is no creditor benefit. Wellman, 933 F.2d at 21 8; &Q 

In re Vinter~,  735 F.2d at 742. 

Therefore, this Court must undertake an analysis of benefit to the estate and start with the 

purported benefit to the three claimants, Aetna, Hyatt and Wolf-Block." 

Aetna has filed a secured claim which, while disputed as to the amount of interest due, 

admittedly is oversecured. Absent the $362 stay, Aetna would be paid in full from its collateral; 
L 

the Hotel Property and its revenues. Even according to the Debtor's Plan and Disclosure 

Statement and Conditional Modification before the Court, the repayment of Aetna's debt will be 

funded andlor guaranteed by GEPT. Either way, Aetna's repayment in full is not dependent 

upon nor materially enhanced by the avoidance of the SC Hyatt Agreement." 

Hyatt has filed an unsecured claim, disputed by Dunes, of approximately $30,000 for pre- 

petition carpet replacement which would routinely be reimbursed by Dunes to Hyatt through the 

operational revenues of the Hotel Property. The Debtor's Plan and Conditional Modification 

1 9  This analysis is the same as that made under $365 and therefore reference should 
also be made to pages 45 through 47 hereof. 

20 While the Debtor-in-Possession alleges that the sale or refinancing of the Hotel 
Property could be affected by the SC Hyatt Agreement, the Debtor-in-Possession's Plan and 
Conditional Modification do not provide for or commit to such a sale or refinancing. 



provide for the payment in full of IIyatt's allowed cla~m(s) either by the solvent Debtor-in- 
1 

Possession or if necessary, with funding to be provided by GEPT This claim is certairlly not 

dependent upon the avoidance of the SC Hyatt Agreement. . . 

The insider law firm of Wolf-Block has filed an unsecured claim for approximately 

$2,200 for expenses, which is vigorously disputed by both Hyatt and Aetna as being properly a 

debt of GEPT rather than Dunes. Hyatt has filed an objection to the Wolf-Block olnim as well as 

all other alleged unsecured claims scheduled by the Debtor. There is no doubt that the Wolf- 

Block claim, if a true claim, could have easily been paid and ordinarily would have been paid by 

the funds from the operations of the Hotel Property or it would be paid from the equity in the 

Hotel Property. In such event, it is not benefitted or effected by the avoidance action. 

Separately, in this Court's view, the claim of Wolf-Block appears either artificially created or 
s 

preserved by tllr Debtor for purposes of its bankruptcy case. 'I'his is indicated by Wolf-Block's 

refusal to accept payment, even an offer by Aetna of two hundred (200%) percent of the face - 

amount of the claim. In such an event, equity does not allow Wolf-Block's purported claim to be 

used by a solvent debtor to manipulate confirmation requirements or create standing to utilize 

avoidance powers. This ieasoning is analagous to the ruling of this Court in In re W.C. Peeig 

Co., No. 94-74550 (Bankr. D.S.C. (417195) (Bishop, -1 )). Also sec In rc Brvon Prouerties. XVIII, - 

961 F.2d 496, 502 (4th Cir. 1992): (Classification clearly for the purpose of manipulating voting, 

may not stand); In re Grevstone 111 Joint Venture 948 F.2d 134, 136 (5th Cir. 1992) (as amended) 

(thou shalt not gerrymander an affifili~~a~ive vote on a reoreanization plan). 

Dunes also has alleged in its Complaint and Amended Schedules and Statements, the 



existence of other unsecured claims which the Debtor's Plan and Disclosure Statement estimates 
L 

at approximately $330,000. These operational expenses of the Hotel Property have been 
- 

previously paid and no proofs of claims on behalf of these "creditors" have been filed: 

Additionally, the Debtor's Plan proposes that these "creditors" retain their payments, and while 

characterizing them as part of an impaired class due to their retention cf payments when 

: received, they appear unimpaired. It is clear to this Court that the only unpaid unsecured claims 

to be affected by reorganization are those of Hyatt and Wolf-B10ck.~' 

As thc vnluc of thc Hotcl Propcrty cxcecds $52.5 million, thc total prcscnt claims against 

the Debtor-in-Possession fall well short of the value of the Hotel P r ~ p e r t y . ~ ~  The Dunes estate 

appears solvent and able to pay all claims in full without resorting to the avoidance of the SC 

Hyatt Agreementz3 even without considering the commitment by GEPT, as provided for in the 
s 

only Plan and Conditional Modification submitted by the Debtor-in-Possession and now pending 

confirmation. - 

21 A proof of claim had been filed by Beaufort County for taxes, however, that tax 
bill was paid in tlthe riurrrthal cuurae of business by Hyatt purauanl to the Agrcemenl and Lease. 

22 Dunes has acknowledged during this case, that it had equity in the Hotel Property 
of %5 million over and above Aetna's secured claim and that continuing income pursuant to the 
SC Hyatt Agreement is more than adequate to fund all adequate protection payments under the 
agreed Adequate Protection Order entered January 24, 1995 and present operational expenses. In 
fact, preservation of Dunes' equity in the Hotel Property was in part the basis of the Court's 
finding that reorganization was not objectively futile. (See 513 1/95 Order, at p. 15.) 

23 Even if this Court accepted for purposes of the Hyatt Motion the existence of 
other creditors and claims. there still appears more than enough equiry in the Hotel Property and 
through its operations to satisfy all claims against the estate and with a substantial remaining 
equity. 



Furthermore, Dunes has not ~ I G L  its burden of responding to the Hyatt Motion and 

demonstrating that any benefit, direct or indirect, would accrue to the estate or any creditor, 

beyond merely itself as Debtor, as a result of avoiding the SC Hyatt Agreement.24 Even-under 

tllr rulings of fWA and Fundine Systems, the avoidance of the SC Hyatt Agreement would not 

improve the Debtor-in-Possession'3 prosprcl for reorganization or the likelihood of satisfying 

; creditor obligations. Therefore, Dunes has no standing to pursue avoidance pursuru~~ LO 9550. 

See Wellman, 933 F.2d at 218. - 

3. Assignment 

Hyatt further asserts that Dunes lacks standing because the Aetna Assignment is an 

"absolute assignment" and that upon the default on the Aetna loan. the SC Hyatt Agrccmcnt is no 

longer property of the Dunes estate. Based upon this Court's prior ruling that Dunes is not 

~ntitled to avoid tl~t: SC Hyatt Agreement pursuant to $550, it is unnecessary for ths Court to 

i 4  The Disclosure Statement filed by Dunes suggests that the Hotel will be worth 
more to Dunes if the Agreement and Lease is avoided. I.i-, $62 million instead of $52.5 million 



rule on this issue at this time. 
I 

C. Dunes' Second Claim - Reiection of the Executorv Aereement 
. 

In the Second Claim for Relief, and as an alternative to the avoidance claim stated in the 

First Claim for Relief, Dunes requests a declaratory judgment that the h u e  nature of the SC IIyatt 

Agreement is that of an executory management contract and not a real property lease which 

: Dunes is entitled to reject (if not otherwise already avoided, terminated, or terminable) pursuant 

to §365.25 There is no dispute between the parties that the SC Hyatt Agreement is an executory 

contract. 

The importance of the distinction argued by these parties is that if the SC Hyatt 

Agreement is a real property lease, then upon rejection, the lessee Hyatt may be able to retain 

possession pursuant to §365(h), a protection that is not available in the event of a rejection of any 

other type of executory contract such as a management agreement. However, prior to a 

determination of the nature of the SC Hyatt Agreement, Hyatt has raised the issue that Dunes 

lacks the requisite standing to utilize $365, regardless of the specific nature of the executory 

contract. 

Sectinn ih5(a) prnvidcs that " [ e ] x c c p t  as provided in sections 765 and 766 of this title 

and in subsections (b), (c), and (d) of this section, the trustee, subiecr to the court's auuroval, may 

assume or reject any executory contract or unexpired lease of the debtor." (emphasis added) The 

standard for approving such an assumption or rejection has been determined in this district by the 

Fourth Circuit's Cuhrlzol decision: 

2 c Alternatively, the Debtol-in-Possession asserted in the First Clairr~ lhal ~ h c  SC 
Hyatt Agreement was a lease. 



 whether rejection of the executory contract would be 
advantageous to the bankrupt. See Bbrman's. Inc. v. Allied 
Supermarkets. Inc., 706 F.2d 187, 189 (6th Cir. 1983). Courts 
addressing that question must start with the proposition that the 
bankrupt's decision upon it is to be accorded the deference . . 
mandated by the sound business judgment mlc as gcrierally applled 
by courts to discretionary actions or decisions of corporate 
directors. See Bildisco, - U.S. a t ,  104 S.Ct. at 1195. p. 
1046. 

Transposed to the bankruptcy context, the rule as applied to a 
bankrupt's decision to reject an executory contract because of 
perceived business advantage requires that the decision be accepted 
by courts unless it is shown that the bankrupt's decision was one 
taken in bad faith or in gross abuse of the bankrupt's retained 
business discretion ... 

...( w)hether the decision of the debtor that rejection will be 
advantageous is so manifestly unreasonable that it could not be 
based on sound business judgment but only on bad faith, or whim 
or caprice. 

L r e  J.uhrizo1 Enterprises. Inc. v. Richmond Metal Finishers. Inc,, 756 F.2d 1043, 1046, 1047 

(4th Cir. 1985), cert. denied, 475 U.S. 1057 (1985). 

1l is clear from the language used by the Fourth Circuit that the Lubrizol standard is very 

lenient; that is, the Court should defer to a debtor's business judgment as a coun ordinarily 

would in reviewing decisions made by the corporate directors of a non-bankrupt entity 

The relevant question raised by Hyatt is whether pursuant to the Lubrizoi stnnda~cl. this 

Court must approve the rejection decision by the Debtor if it only benefits this Debtor and not its 

estntc ol ils creditors. 

While the Lubrizol Court states that the rcjectiorl must be "advantageous to the 

bankrupt", the Courts that have interpreted this opinion have regularly interpreted the standard to 

mean that the rejection must benefit the estate 



Of significant importance is the Fourth Circuit's recent unpublished opinion in Susanna 

C. Lawson. etc.. et. a1 v. Frank G. Lawson (In re Lawson), No. 92-2154 and No. 92-2163 (4th 

Cir. 6/Y/Y3) (unpubl~shed)~' in which the Fourth Circu~t held that "[tlo determine whether a 

contract may be rejected under $365 a court's proper inquiry is first to determine whether the 

contract is executory and if so, whether its rejection would be advantageous to the estate, citing 

; Lubrizol Entemrises. Inc. v. Richmond Metal Finishers, 756 F. 2d 1043, 1045 (4th Cir. 1985)." 

(emphasis added). The k t  t h a ~  the a decision found that the proper tcst was whcthcr thc 

rejection would be advantageous to the estate and looked to for this standard, does 

indeed provide helpful guidance to this Court. 

Other Courts within the Fourth Circuit have similarly found that the proper test under 

Lubrizol is whether the benefit of rejection is to the estate rather than the individual debtor. 

In re Lawson, 146 B.R. 663 (Bkrtcy. E.D. Va. 1992). In the United States District Court 'for the 
' 

District of South Carolina's decision in 

Association. Inc. (In re Palace Homeowner's Association. Inc.), C.A. No. 4:91-3 132-21 (D.S.C. 

7/14/92), the Court in citing Tn re Sun Citv Inv.. Inc., 89 B.R. at 248-49 held: 

Ordinarily, the decision to assume or reject an executory contract is 
lcft entirely to the debtor. Upon proper motion, the Court should 
give perfunctory approval of the decision subject only to review 
under the business judgment rule. This test simply requires a 
showing by the Trustee or debtor-in-possession that rejection of the 
contract will likely benefit the estate. (emphasis added) 

Inre slip op. at 11. 

2 5  Although unpublished Fourth Circuit opinions are not binding precedent (I.O.P. 
36.5 and 36.6), they may supply "helpful guidance". In re Serra Builders. Inc.. 970 F. 2d 1309, 
13 1 l (4th Cir. 1992). 



Similarly, the Bankruptcy Court for the Eastern Uistrict of North Carolina has held that 
i 

"[olnce a contract is detemined to be executory, rejection is proper if it would bc advantageous 

to the debtor's estate". In re Hardie, 100 B.R. 284,287 (Bkrtcy. E.D.N.C. 1989). . 

Numeruus courts In other districts have also held that to utilize 5365, there must be a 

showing that the rejection will benefit the estate 01 creditors, but certainly more than merely 

: benefiting the debtor itself or its equity holders. &, In re Chestnut Ridoe Plaza Associa~es, 

m, 156 B.R. 477,485 (Bkrtcy. W.D. Pa. 1993) (court found that the debtor was entitled to 

exercise it3 busillcss judgment regarding the assumption or rejection of its leases; however, such 

decisions must be in the best interest o f  the estate); Matter uf Federated D e ~ t .  Stores. Inc., 13 1 

B.R. 808 (S.D. Ohlo 1991) (issue is whether rejection is of any benefit to the d~htor 's  creditors), 

In re W. & L. Associates. Inc., 71 B.R. 962 (Bkrtcy. E.D. Pa. 1987) (business judgment test 

merely reqirires a showing by a trustee or debtor-in-possession that rejection of the contract will , 

likely benefit the estate); In re Meehan, 59 B.R. 380 (E.D.N.Y. 1986) (if in the judgment of the - 

bankruptcy court, the estate is solvent in the sense that a 100% payout will occur in the event of 

a liquidation, it is within the discretion of the court to decline to authorize rejection of the 

contract on grounds o f  no benefit accruing to creditors from the rejection); In re Waldron, 785 

F.2d 936 (I lth Cir. 1986) (the debtors were not financiaiiy stressed and had I I ~  real need to the 

bankruptcy process. The Court found that Congress could not have intended that a debt free. 

fina~icially secure debtor be permitted to engage the bankruptcy process solely to avoid an 

enforceable contract): Ln re Monarch Tool & Mfe. CO, 114 B.R. 134 (Bkrtcy. S.D. Ohio 1990) 

(rejection was unlikely to benefit general creditors or save the debtor): In re Patterson, 119 B.R. 

59 (E.D. Pa. 1990) (bankruptcy court is entitled to consider the benefit to the estate in general 



and if rejection of the agreement in this case will allow the debtor to resell it at a higher price and 

thus increase the amount of money to be distributed among creditors, it is hard to see how that 

rejection can fail to benefit the estate); In re G Survivor Corp., 171 B.R. 755 (Bkrtcy. S.D.N.Y. 

1991) (in deciding whether the debtor has employed reasonable business discretion in deciding to 

reject an executory contract, the badauptcy court for the most part needs to determine only that 

rejection will likely benefit the estate). 

In In re Kong, 162 B.R. 86 (Bdcr.E.D.N.Y. 1993), Judge Duberstein, after citing 

Lubrizob for its expression of the business judgment standard to be applied when a court 

considers approval of a debtor-in-possession's decision to reject, stated: 

The business judgment standard, as discussed above, requires only 
a demonstration that rejection of the executory contract or 
unexpressed lease will benefit the estate. In re Stable Mews 
Assocs.. Inc., 41 B.R. 594,596 (Bankr.S.D.N.Y.1984) (citing 

s 

Minges. 602 F.2d 38, 43 (2d (3.1979)) ... Central to this showing 
"is the extent to which a rejection will benefit the general 
unsecured creditors of the estate." 

In declining to approve the rejection Judge Lluberstein held: 

In the instant case, the Debtors have not presented convincing 
evidence to this Court that rejecting [the Lease] will benefit the 
Debtors' estate ... they utterly fail to address much less demonstrate 
to this Court how the estate would be benefitted through the 
rejection of [the Lease] or further, how such rejection, if allowed, 
would relieve the estate any burdens ... Thus, there is no credible 
justification for a finding that 'there is a reasonable likelihood that 
general creditors will derive a substantial or significant benefit 
from the proposed lease rejection'. 

In re Konq, at 96. 

In 1982, the Bankruptcy Appellate Panel for the Ninth Circuit in a fact analysis similar to 



the one before this Court similarly held that the primary issue is whether the rejection would 

benefit the general unsecured creditors. 

If without regard to rejection of the contract, the estate is solvent 
and the unsecured creditors would receive 100 percent of their 
claims, rejection would then accomplish nothing for the general 
unsecured creditors. We do not doubt that if in the judgment of the 
bankruptcy court, an estate is solvcnt in thc sense that a 100 
percent payout will occur in the event of liquidation, that it is 
within the discretion of the court to decline to authorize rejection 
of a contract on thc glounds that no benefit would accrue to the 
creditors from the rejection. In such circumstances, rejection might 
only impose unwarranted administrative expenses or delay. 
However it is not true that solvent debtors may petition for 
bankruptcy and then obtain a windfall by rejecting their executory 
contracts. Such a view ignores the fact that in thc cvenr of 
liquidation the party whose contract is rejected must have his 
claim satisfied before the debtor may obtain recovery. I1 
U.S.C. $726. In the cnsc of ~~urganization, the "best interests of 
the creditors" test gives the creditor equal advantage. &g 11 
U.S.C. $9 1123-24, 1129. The debtors thus cannot become the 
primary bel~eficiaries of rejection directly. 

In re Chi-Fane Huan5, Bkrtcy. App., 23 B.R. 798 (1982). 

While Lubrizol sets a lenient standard for a court's approval of a debtor's decision to 

assume or reject, it did not dispense with the preliminary determination to be made by the Court 

before approving it: that is. that such a11 action will benefit the estate. To read Lubrizol as giving 

this Court little or no prerogative to approve or disapprove the nphtor's rejection wuulll give no 

meaning to the express language requiring court approval in 9365(a). The Court must view the 

Debror-in-Possession's decision to reject in the context of its purpose and effects on the 

reorganization process allowed by the Bankruptcy Code. Therefore, in order to utilize the power 

to reject an executory contract pursuant to $365 in this case, Dunes must demonstrate that such a 

rejection will benefit the estate; that is, he of benefit to more than merely the Debtor itself. 



Under this rule, the Court returns to the analysis of "benefit of estate" set forth in Wellman as 

discussed earlier. While clearly the use of avoidance powers and the use of $365 lease 

assumption or rejection provisions and the express language of these statutes are different, for the 

purposc of dctcrmining standing to utilizc $365, thc initial and basic dctcrmination is similar to, 

and in this Court's view, governed the reasoning of Wellman, which holds that where only 

: the debtor will benefit from its use, a debtor-in-possession does not having standing to bring the 

action. Wellman, 933 F.2d at 218. 

In regards to the 5365 rejection in the within adversary proceeding, there is clearly no 

benefit to Hyan. Throughout this Chapter 11, Hyatt has vehemently denied a benefit to the estate 

from any avoidance or rejection of its lease. If the lease is rejected, Hyatt's possessory claim 

would be replaced by an alleged significant monetary claim for rejection damages. In the event 
x 

3 < 

the SC Hyatt Agreement is determined to be a real estate lease, even upon rejection, Hyatt has 

previously indicated its election to remain in possession pursuant to §365(h). Likewise, Hyatt's 

unsecured claim, if allowed, can certainly be paid from funds generated by the operation or value 

of the Hotel Property. Therefore, the payment of Hyatt's present claim is not dependent upon 

rejection. 

Additionally, there is no benefit to Aetna. Aetna is a fully secured creditor seeking 

payment in full or its rights to foreclose. Pre-petition, as a nonrecourse creditor. Aetna's only 

remedy is agalnst ~ t s  collateral: the Hotel Property and revenues thereof. Absent the 9362 stay, 

there is no doubt that Aetna's present claim would be satisfied in full from the Hotel Property 

even without resort to the GEPT funding of payments or the GEPT guaranty proposed in the 

Debtor's Plan and Conditional Modification and the Commitment. Furthermore. the Debtor's 



Plan extends the Aetna debt over n new live ( 5 )  year period with a balloon payment of the 
1 

balance at the end of the five (5) years or offers a discounted cash paymcnt. The Plan does not 

seriously anticipate nor does it provide for the sale of the Hotel Property or refinancing.of the 

Aetna debt by any party other than GEPT. The Plan, under the first option, provides that GEPT 

will provide the funds necessary to partially pay down the Aetna claim and will guaranty all 

: payments during the extended period. Pursuant to the second option and the Conditiurlal 

Modification, GEPT will provide the funds necessary to pay Aetna in full. Through the Plan, 

Conditio~ld Modification and GEPT commitment on which this Debtor relies for its 

reorganization, GEPT becomes ultimately responsible for the full debt. The payment in full of 

Aetna's claim is not dependent upon the rejection of the SC Hyatt Agreement 

Additionally, there is no doubt that the Wolf-Block claim could have been or could be = 

easily paid from eitlrcr the Hotel's operational revenues or the equity above Aetna's claim or by 

GEPT. As stated previously within, it is not equitable or allowable as a matter of good faith for - 

Dunes to create or preserve this claim in order to establish a "benefit to the estate" under the 

requirements of §365.27 

It ie resoundingly clear 10 the Court that even without consideration of potentially large 

rejection damages (which arguably would have a harmful effect on the cslare), that the sole party 

that would benefit from the rejection of the SC Hyatt Agreement would be the Debtor itself (or 

its equity security holders) and not the estate as required by §365.28 

27  This analysis is the same as that made under 59544 and 550 and therefore 
reference should also be made to pages 35 through 37 hereof. 

i B  While this Court had recognized in an earlier Order that it is not bad faith under 



Similar to the ruling on the First Claim, this Court shall not approve the rejection of an 

executory contract which will not benefit the estate, but merely benefit the Debtor.29 

After full consideration of all matters presented by Dunes, this Court sees no justification 

which warrants the invocation of the Bankruptcy Code's powers to reject an already assigned 

executory contract solely for the benefit of the Debtor or its equity holders. Consequently the 

: Court denies the request to reject the subject executory contract and finds it unnecessary to 

determine specif cally whether the contract is a real estate lease or management agreement. 

D. Dunes Third Claim - Turnover 

Dunes seeks in its Third Claim to have this Court compel Hyatt to turn over to Dunes, as 

the Debtor-in-Possession, the Hotel Property and all records related to the operation of the Hotel 

Property. Dunes acknowledges that its attempt to exercise 5542 is dependant upon this Court's 
z 

making an adjudication that Dunes has a right to possession of the Hotel Property pursuant to 

either its First or Second Claim. In light of the Court's prior findings resulting in a dismissal of 

the First and Second Claims, the Third Claim must also fail and be dismissed without prejudice 

at this time. 

E. Arbitration 

As a part of its Second Claim, Dunes alternatively alleges breach of contract by Hyatt as 

9 1 1 I2  for a debtor to file bankruptcy to preserve or defend its equity in the Hotel Property, that is 
very different indeed from using $3544 and 550 or $365 to affirmatively avoid an otherwise 
binding contract solely in order to create additional equity or value for the sole benefit of the 
Debtor; its general partners or GEPT. 

2 9  This Court also recognizes that Dunes has other remedies to address its 
allegations of breach, wrongdoing or improper management by Hyan. 



grounds to allow termination of the lease. In response, Hyatt has asked the Court to stay any 
i 

fiirther proceedings on the Complaint and to defer part or all of the Second Claim for Relief to a 

no;-bankruptcy arbitrator for proceedings pursuant to the Federal Arbitration Act (the . "FAA"), 9 

1 J S.C. $1, ct. seq., pursuant to an arbitration clause in section 14 of the initial 1973 Agreement 

and Lease document. 

Section 14 of the Agreement and Lease provides: 

Except as otherwise herein provided, if any controversy should 
arise between the parties in the performance. interpretation or 
applicatiun of rhis Agreement, either party may serve upon the 
other a written notice stating that such party desires to have such 
controversy reviewed by a board of three (3) arbitrators and 
naming the person whom such party has designated to act as an 
arbitrator. Within fifteen (15) days after receipt of such notice, the 
other party shall designate a pcrsoil tu act as arbitrator and shall 
notify the party requesting arbitration of such designation and the 
name of the person so designated. The two (2) arbitrators 
designated as aforesaid shall promptly select a third arbitrator, then 
either arbitrator, on five (5) days' notice in writing to the other, or 
both arbitrators, shall apply to the American Arbitration 
Asbvciarion to designate and appoint such third arbitrator. If the 
party upon whom such written request for arbitration is served 
shall fail to designate its arhitrator within fiftzer~ (15) days after 
receipt of such notice, then the arbitrator designated by the party 
requesting arbitration shall act as the sole arbitrator and shall be 
deemed to be the single, mutually approved arbitrator to resolve 
such controversy. The decision and award of a majority of the 
arbitrators or of such sole arbitrator, shall be binding upon both 
Owncr [Durles] and Hyatt and shall be enforceable in any court of 
competent jurisdiction. Such decision and award may allocate the 
costs of such arbitration to one of the parties or disprvpvnionately 
between the parties. 

Section 2 of the Federal Arbitration Act provides in full as follows: 

A written provision in anv maritime transaction or a contract 
evidencing a transactiun involving commerce to settle by 
arbitration a controversy thereafter arising out of such contract or 



transaction, or the refusal to perform the whole or any part thereof, 
or an agrccmcnt in writing to submit to arbitration an existing 
controversy arising out of such a contract, transaction, or refusal, 
shall be valid, irrevocable, and enforceable, save upon such 
grounds as exist at law or in equity for the revocation of any 
contract. 

9 U.S.C. 92. 

The United States Supreme Court and the South Carolina Court of Appeals have held that 

the Federal Arbitration Act declares a liberal policy favoring arbitration. Circle S Enterprises, 

Inc. v. Stanlev Smith & Sons, 288 S.C. 428,430, 343 S.E.2d 45,46 (Ct.App.1986) citing Moses 

H. Cone Memorial Hosp. v. Mercurv Constr. Corn. 460 U.S. 1, 103 S.Ct. 927,74 L.Ed. 765 

(1983). 

For purposes of applying the Federal Arbitration Act, interstate commerce must be 

broadly construed to promote arbitration. Godwin v. Stanlev Smith & Sons, 300 S.C. 90,,386 

S.E.2d 464,465-66 (S.C. Ct. App. 1989). A transaction may be found to involve interstate 

commerce, even where such a connection was not anticipated, based on, inter alia, the multi- 

ctate nature of the putiea. AlliedBruce Torminix Coc. v. Dobcon, 115 S .  Ct. 834,  l P 9 5  U.S. 

Lexis 689 at *30-3 1 (Jan. 18, 1995). 

Even though the signatory parties to the SC Hyatt Agreement may formally be South 

Carolina companies, they were expressly formed by their out-of-state parent companies which 

operate in the hotel and real estate investment businesses on a national and international level for 

the sole purpose ofthis transaction relating to the Hotel Property. Additionally, the subject 

property is a nationally recognized destination resort drawing guests from across the United 

States. In this instance, the Court has no hesitation in finding that the subject SC Hyatt 



Agreement contains the necessary nexus to intcrstatc tiummerce to enforce the arbitration 
1 

agreement reached by these parties pursuant to the FAA. 
. 

Dunes relies on this Court's decision in In re East Bay Realtv Corp., s1ip.o~. No. 94- 

70187 (Bankr. D.S.C. 6/3/94) (Bishop, J.) for the proposition that arbitration provisions are not 

enforceable or appropriati: in relation to calms of action that sulzly exist or are created under the 

: Bankruptcy Code. 

There is no dispute that the primary aspects of the Debtor's First, Second and Third 

Claims for Relief arc corc proceedings pursuant to 28 U.S.C. 5 157 and causes of action that 

solely exist due to the provisions of the Badamptry Code. Thc First Claim for Kelief requests 

avoidance, pursuant to §544(a), of Hyatt's claim of a leasehold interest in the Hotel Property 

under the SC Hyatt Agreement. The Debtor-in-Possession's right under this cause of action is a 

Bankruptcy Code created corc proceeding. & In re East Bav Realtv Corn., slip op. No. 94- 

70187 at *5-6 (Bankr. D.S.C. 6/3/94) (Bishop 3.); Kavs and Co. v. Merrill Lvncil. Pierce. Fenner 

& Smith. Inc., 885 F.2d 1149: 1155 (3d Cir. 1989). The Third Claim for Relief requests a 

turnover oi  the Hotel Property and an accounting pursuant to $542. This claim also is a 

Bankruptcy Code created core proceeding. & 28 U.S.C. $157(b)(2)(E). 

The Second Claim for Relief also presents a "core" proceedins The Second Clailrl Tor 

Relief is based upon $365 and requests the Court to determine that the SC Hyatt Agreement is an 

exccutoky management contract which Dunes can reject under $365. Actions seeking 

determinations under $363;. including the assumptions or rejections of contracts. are inherenti? 

Bankruptcy Code created core proceedings. See In re Lubrizol Entemrises. IE. v Richmond 

Metal Finishers. Inc., 756 F.2d 1043, 1048 (4th Cir. 1985). cert. denied, 475 US. 1057 (1985): In 



re Nexus Communications. Inc., 55 B.R. 596, 598 (Bankr. E.D.N.C. 1985) (actions to assume or 

reject executory contracts under $365 are "core" proceedings); In re Texaco. Inc., 77 B.R. 433, 

437-(~ankr .  S.D.N.Y. 1987) (same). . .  

However, in citing the holding nf the case of Hays and Co. v Merrill Lvnch 885 F.2d 

1149 (3rd Cir. 1989), in the East Bav decision this Court stated: 

The trustee [debtor-in-possession] was so bound [by an arbitration 
agreement] only to those causes of action in the proceeding that did not deal 
with the trustee's avoiding power created by the Bankruptcy Code. As to 
any claims "inherited" from the debtor, the trustee [or debtor-in-possession] 
was bound by documents signed by the debtor. 

East Bav, slip op. at p. 5. Since this Court has effectively dismissed all three Bankruptcy Code 

claims in this action, there is no reason under the ruling of East Bay to refuse arbitration if the 

agreement to arbitrate is othennse entorceable. 

The parties to the initial Agreement and Lease undoubtably contemplated and expressly 

contracted for arbitration as a means of resolving allegations of breach. By these pleadings, 

Hyatt has asserted that option for arbitration. The parties to a contract should be given the 

benefit of the bargain which they negotiated. The arbitrarion clause in Section 14 of the initial 

Agreement and Lease is clear and conspicuous and is the written embodiment of the intent of the 

parties. 

In the case of In re Lawrence W. Thompson, slip op. No. 89-2767-18 (D.S.C. 2/28/91) 

refuse to compel arbitration even if an arbitration clause may be technically enforceable. The 

Court recited the following factors to consider in determining whether otherwise enforceable 

arbitration should be compelled in a bankruptcy proceeding: 



A. Whether the issue car1 be resolved more expeditiously by 
the bankruptcy judge as opposed to through the arbitration 
process; 

B. Wherher or not special expertise is necessary in deciding 
the issue; 

C. The impact on creditors of the debtor who welc never 
parties to the agreement containing the arbitration clause; 
and 

D. Whether arbitration threatens the assets ofthe estate. 

.; Thomuson, slip op. at *2 (citing In re Chas. P. Youne Co., 11 1 B.R. 41 0, 41 7 (Bankr. S.D.N.Y 

1990)). 

As this Court has dismissed the First and Third Claims for Relief and the core matters in 

the Second Claim for Relief, the sole remaining issue raiscd by Dunes 1s whether the lease was 

breached and, if so, the proper amount of damages. No special bankruptcy law expeflise appears 

needed to determine these contract issues. While this Court attempts to labor quickly in such ' 

matters and sccks not ro defer work that may affect a potential reorganization, when 

consideration is given to the extent of the discovery process which will likely be undertaken by 

the parties to address the breach issue, it is unlikely that this Court could more expediently 

decide such an issue than an arbitrator. Since it is expected that the ongoing expenses of the 

Hotel Property will be paid from its continued operations during arbitration proceedings, and in 

as much as the Plan could provide for the arbitration prncess and confirmatiou need not be 

delayed pending a final decision of an arbitrator, there is no negative impact on creditors 

occasioned by arbitration. As it would appear to be in the best interest of the parties, in the 

interest of judicial economy, and given the fact that there is no threat of loss to the estate because 

of the remaining effect of the automatic stay provisions of §?62, it would appear to tlic Cuurt 

that the issue of the breach of the lease and damages from such a breach are arbitrable and shall 



be arbitrated in accordance with Section 14 of the initial Agreement and Lease. 
I 

Therefore, the issues regarding breach of contract raised in the Second Claim for Relief 

.. 
are dismissed without prejudice for purposes of arbitration according to the agreement of the 

parties. The Debtor-in-Possession (or arbitration panel if the parties so elect) shall prepare and 

file a quarterly report with this Court on the progress and results of the arbitration process, 

: including a timetable for final decision.30 The final decision of the arbitration panel shall be 

submitted to the Court for consideration. Neither party may seek enforcement of the arbitration 

decision as it would effect the Debtor or property of the estate without application to this Court 

for relief from the automatic stay. 

30 These repons should begin with the fourrh quarter of 1995 on January 15. 1996 
and continue thereafter until further Order of this Court. 



CONCLUSION 
L 

Pursuant to all of the foregoing Findings of Fact and Conclusions of Law, the Court 

heriby grants the Motion of SC Hyatt Corporation and Hyatt Corporation to Dismiss the 

Complaint of Plaintiff Dunes Hotel Associates, or, in the Alternative, to Stay the Second Claim 

and Compel Its Arbitration and denies Dunes' Motion for Partial Summary Judgment. The issue 

: in the Second Claim for Relief of whether the SC Hyatt Agreement has been terminated or is 

terminable due to breach shall be decided in arbitration in accordance with the Findings of Fact 

and Conclusions of Law within. 

AND IT IS SO ORDERED. 

Columbia, South Carolina, 
August 25,1995. 


