SUBSTANTIVE CONSOLIDATION—A POST-MODERN TREND
TIMOTHY E. GRAULICHO
INTRODUCTION

The ability of creditors in bankruptcy to seek teabstantive consolidation" of
the assets and liabilities of affiliated entitiegshbeen recognized for more than
sixty years, even though the doctrine has never been codifiegniy bankruptcy
statuté (except in the limited case of spouseéd}ssentially, for purposes of
distribution in bankruptcy, substantive consolidatitreats multiple entities as if
they were oné.As a consequence, claimants can no longer reavéhneir claims
from their original obligors; rather, claimants oger their ratable share of a
common "hotchpof'consisting of the combined assets of the congelitlantities.
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author and do not necessarily represent the vidw3awis Polk & Wardwell, or those parties or person
represented by Davis Polk & Wardwell.
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! In 1941, the Supreme Court (perhaps inadverteatiyounced the birth of the doctrine when it hialt t
the assets of an individual debtor could be "cadat#d" with the assets of a corporation to whica t
individual had fraudulently transferred substahtiall his assetsSee generallysampsell v. Imperial Paper
& Color Corp., 313 U.S. 215 (1941).

2 Indeed, despite the sweeping breadth of the la¢gigions to American bankruptcy lasegBankruptcy
Abuse Prevention and Consumer Protection Act o626@ib. L. No. 109-8, 119 Stat. 23), there remams
statutory authority for substantive consolidatidrcorporate debtors in the current bankruptcy staiee
11 U.S.C. 88 101-1330 (2006) (the "Bankruptcy ChpdeNor was there any such provision in the
Bankruptcy Code's predecessor stat8@eBankruptcy Act of 1898, Pub. L. No. 696, 30 S&t4 (1898)
(the "Bankruptcy Act").

®Seell U.S.C. § 302(a) (2006) ("A joint case undehapter of this title is commenced by the filing wit
the bankruptcy court of a single petition underhscicapter by an individual that may be a debtoreasdch
chapter and such individual's spousecf)Reider v. FDIC(In re Reider), 31 F.3d 1102, 1108-09 (11th Cir.
1994) (allowing substantive consolidation in spbusatext, and finding consolidation should be gatig
allowed in cases where disentangling spousal asiatadministratively difficult or specifically pmitted
only where proponent of consolidation meets exgdbiarden of proof)in re Bippert, 311 B.R. 456, 463-64
(Bankr. W.D. Tex. 2004) (stating substantive coitlstion pursuant to section 302 should be allowelg o
when court finds substantial identity between firiahaffairs of spouses and, when based on equifies
case, harm resulting from not allowing consolidaticould outweigh ordering it).

* SeeFDIC v. Colonial Realty Co., 966 F.2d 57, 58 (2d.(i992) ("The substantive consolidation of
estates in bankruptcy effects the combination efabsets and the liabilities of distinct, bankeuptities and
their treatment as if they belonged to a singlatyelt; see alsd®2 COLLIER ON BANKRUPTCY { 105.09[3]
(Alan N. Resnick et al. eds., 15th ed. rev. 200®) @eneral, substantive consolidation results hia t
combination of the assets of both debtors intonalsipool from which the claims of creditors of ot
debtors are satisfied ratably.").

® SeeGenesis Health Ventures, Inc. v. Stapletonré Genesis Health Ventures, Inc.), 402 F.3d 416, 423
(3d Cir. 2005) ("Substantive consolidation treapasate legal entities as if they were merged ansingle
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Substantive consolidation provides a vital remedy ¢reditors who were
wrongfully misled into extending credit to a debfasually because the debtor
engaged in fraudulent conduct or otherwise misttsedorporate fornf)or to do
"rough justice" when the debtors' financial affainee so commingled that it is
impossible to unravel them without inflicting yetirther economic injury on
creditors’ Notably, because of thpossibility that innocent creditors could be
harmed by consolidation (especially creditors @f debtor with the higher asset-to-
liability ratio), every court of appeals to congidlee issue has held that substantive
consolidation is an "extraordinary" remedy thatidtoarely be invoked.

Ironically, the future viability and enforceabiligf this vital remedy has been
jeopardized by the evolution of a "modern” trendfamor of a "liberal" or more
relaxed standard for application. Notwithstandthg appellate courts' repeated
admonitions that substantive consolidation showdubed only "sparingly,” other
decisiong—mostly bankruptcy court cases citing to unrepotetkruptcy court

survivor left with all the cumulative assets arabllities (save for inter-entity liabilities, whicire erased).
The result is that claims of creditors against sspadebtors morph to claims against the conseliiat
survivor."); see also In r©wens Corning, 419 F.3d 195, 205-09 (3d Cir. 2@@5pnsolidation restructures
(and thus revalues) rights of creditors."); Moratteng Kong & Shanghai Banking Corfn re Deltacorp,
Inc.), 179 B.R. 773, 777 (Bankr. S.D.N.Y. 1995)r@hating multiple claims against consolidated debt
and allowing creditors only one recovery).

® See, e.g., Owens Corningfl9 F.3d at 205 ("The concept of substantivelysotidating separate estates
begins with a commonsense deduction. Corporateghisd as a fault may lead to corporate disregaal as
remedy."); Soviero v. Franklin National Bank, 322dF446, 448 (2d Cir. 1964) ("It is difficult to agine a
better example of commingling of assets and funstiand of the flagrant disregard of corporate fottmas
as here demonstrated by the bankrupts§e alsoMary Elizabeth Kors,Altered Egos: Deciphering
Substantive Consolidatiorb9 U. PITT. L. REv. 381, 383 (1997) (discussing remedies for "corgora
disregard").

” See, e.gChem. Bank N.Y. Trust Co. v. Kheel, 369 F.2d 848 &d Cir. 1966) (finding equity allows
consolidation, or "rough approximation of justic&"cases "where the interrelationships of the grate
hopelessly obscured and the time and expense aegesgen to attempt to unscramble them so subatanti
as to threaten the realization of any net assetalfthe creditors")cf. In re Coles, 14 B.R. 5, 6 (Bankr. D.
Pa. 1981) (denying motion to consolidate becausescalid not involve such a "hopelessly obscured
interrelationship of debtors' debts").

8 See, e.gIn re Bonham, 229 F.3d 750, 767 (9th Cir. 2000) (revegkionsolidation should be used
"sparingly"); Union Sav. Bank v. Augie/Restivo Bagi Co. (n re Augie/Restivo Baking Co.), 860 F.2d
515, 518 (2d Cir. 1988) (indicating care shouldtdlen in applying substantive consolidation); Flbfia
Candy Corp. v. R.S. Dickson & Cdn(re Flora Mir Candy Corp.), 432 F.2d 1060, 1062 (2d. @B70)
(noting that substantive consolidation "is no miesgrument of procedural convenience . . . but asuee
vitally affecting substantive rights"Khee| 369 F.2d at 847 ("The power to consolidate shdddused
sparingly because of the possibility of unfair tment of creditors of a corporate debtor who hagaltd
solely with that debtor without knowledge of itéarrelationship with others."§ee alsd=DIC v. Hogan [n
re Gulfco Inv. Corp.), 593 F.2d 921, 928 (10th Cie7®) ("Consolidation has been used primarily when
necessary to avoid fraud or injustice, but nottier purpose of promoting either or both.").

° See, e.g.In re Vecco Constr. Indusinc., 4 B.R. 407, 409 (Bankr. E.D. Va. 1980) (anmeing liberal
view toward substantive consolidatiom); re F.A. Potts & Co., Ing 23 B.R. 569, 574 (Bankr. E.D. Pa.
1982) ("[S]ubstantive consolidation will inure geaky to the benefit of the debtors and their credi alike
by helping the debtor to operate more efficientid o file a feasible consolidated plan of reorgation.");

In re Richton Intl Corp., 12 B.R. 555, 557 (Bankr. S.D¢YN 1981) (noting "the increased need for
substantive consolidations occasioned by the otkihg directorates of modern corporation$t)ye Food
Fair, Inc., 10 B.R. 123, 126 (Bankr. S.D.N.Y. 198tpmmenting on "increased need for substantive
consolidation");in re Commercial Envelope Mfg. Co., Inc., No. 76-B-235@71 WL 182366, at *4 (Bankr.
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decisions—have announced a "liberal" or "moderréndr that would make
substantive consolidation the rule, rather than #Hparingly used exception
described by the appellate decisions.

The adverse consequences of this liberal trendiameerous. First, the liberal-
trend cases tend to be in direct conflict with arbek principle of American
jurisprudence—corporate separateness. The cortheofdoctrine of corporate
separateness is that legally distinct entities W@l respected, unless the entities
engaged in some form of miscondiftThe liberal-trend cases turn this proposition
on its head and essentially adopt a corporate mgertheory (i.e., courts can treat
affiliated entities engaged in a common enterpasdf they were one company).
This result may often yield great utilitarian bdtefsuch as speed, streamlining
creditor recoveries, eliminating often-thorny im@mpany issues and avoiding
time-consuming litigation. However, nowhere isviitten that some creditors must
sacrifice their economic and legal rights to makapter 11 reorganizations more
efficient. Moreover, even the chief virtue of stamgive consolidation—equality of
distribution—becomes vice if parties bargaineduoequal treatmerit.

Second, the implementation of substantive constididaoften runs contrary to
many settled creditor rights (including voting, tdisution and priority rights) that,
unlike substantive consolidation, are actually esply codified in the Bankruptcy
Code. While the occasional nullification of thesghts may be appropriate and
equitable in those rare cases in which either #i@ats misled creditors (so that
creditors had no legitimate expectation of any sjpelankruptcy rights) or where
all creditors will benefit from consolidation (doeatt creditors can be deemed to have
consented to consolidation and to have waived thag#s), it is manifestly
inappropriate and inequitable to deprive creditofghese statutory rights based

S.D.N.Y. Aug. 22, 1977) (commenting upon cases lmctv consolidation was granted and stressing such
facts which support remedy "seem to be ever prasehis day of access to the Bankruptcy Court &sept
companies and their multi-tiered subsidiaries8e alsdEastgroup Props. v. Southern Motel Assocs., Ltd.,
935 F.2d 245, 249 (11th Cir. 1991) (adopting landard under which proponent of consolidation rerdg
show "(1) there is substantial identity between émities to be consolidated; and (2) consolidai®n
necessary to avoidome harmor to realizesome benefitin order to establish prima facie case for
consolidation); Simon v. Brentwood Tavern, LLID ¢e Brentwood Golf Club, LLC), 329 B.R. 802, 811

(Bankr. E.D. Mich. 2005) (“There is . . . a 'modeor' 'liberal' trend toward allowing substantive
consolidation, due to the increased use of intatedl corporate structures for tax and other busines
purposes.").

1% 5ee, e.g.United States v. Bestfoods, 524 U.S. 51, 62 (L4But there is an equally fundamental
principle of corporate law . . . that the corporatd may be pierced . . . wheinfer alia, the corporate form
would otherwise be misused to accomplish certamngful purposes . . . ."); Anderson v. Abbott, 325.
349, 364 (1944) (finding doctrine of corporate sapeness is "a principle of liability which is camoed
with realities not forms"); Chi., Milwaukee & St. BHaRy. Co. v. Minneapolis Civic & Commerce Ass'n,
247 U.S. 490, 501 (1918) (finding in light of corpte misconduct, courts will not "be blinded or eieed
by mere forms or law but, regardless of fictiond| @eal with the substance of the transaction ined as if
the corporate agency did not exist and as thecpusii the case may require.").

' SeeOwens Corning419 F.3d at 216 ("Substantive consolidation stcitre is equity . . . . But it is
hardly so for those creditors who have lawfullydsned [pre-petition] for unequal treatment by abitey
guarantees of separate entitiesKhee| 369 F.2d at 848 (Friendly, J. concurring) ("Edgyabmong
creditors who have lawfully bargained for differérgatment is not equity but its opposite . ... .")
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upon a supposed "liberal trend" in which consoiatais the rule, and not the rare
exception. In fact, because bankruptcy courts matyuse their general equitable
powers to nullify specific provisions of the Bangtay Code, bankruptcy courts are
without authority to implement the liberal trenRelatedly, bankruptcy courts may
not implement a liberal brand of consolidation hesea federal courts lack the
ability to invent completely new and unprecedergqditable power¥’

Third, because liberal-trend cases tend to empiblgaac balancing tests with a
variety of different (and sometimes conflicting)ctars, the application of
substantive consolidation has become wholly unptedie*® For example, at least
one court ordered consolidation to permit creditafraininsolventcompany to be
paid before the shareholders ofstsventaffiliate'*—a result that could never have
been predicted in advance by the creditors or Slosders of either company.
Similarly, another coul? ordered consolidation so that an administratiselivent
estate could bear the costs of administration ef iitsolvent affiliate, thus
intentionally reducing the recoveries of the adsti@itively solvent company and
fundamentally altering corporate law—again, a resoat could not have been
foreseen when creditors extended credit to the midtratively solvent company.

The recent decisions in tl@wens CorninYf cases provide both a real-world
example of the dangers of the unchecked expandidhi® liberal trend, and a
blueprint for returning the doctrine to its tradital moorings—in other words, the
framework for a post-modern trend that is both fwtathle and grounded in
traditional principles.

Part | of this Article examines the doctrine of porate separateness and the
remedies for its abuse. Part Il sets forth thdwiam of substantive consolidation
under the Bankruptcy Act, including key decisionani the Second Circuit. Part
Il analyzes substantive consolidation under thenkBaptcy Code, including

12 SeeGrupo Mexicano de Desarrollo, S.A. v. Alliance BdRdnd, Inc., 527 U.S. 308, 322—-23 (1999)
(limiting equitable remedies "in the federal systeam"the broad boundaries of traditional equitatdéef"
because "[t]Jo accord a type of relief that has nbeen available before . . . [is] not [a ruleflekibility but
omnipotence")see, e.9.JSC Foreign Econ. Ass'n Technostroyexport vi V. and Trade Servs., Inc.,
295 F.2d 366, 389 (S.D.N.Y. 2003) (explaining whtthe plaintiff's action is one for money damages] .

. . the plaintiff asserts no lien or equitable it in the assets it seeks to restrain, this Gacks the power
to grant the preliminary injunction it seeks"); Di@arn Mid-West Conveyor Co., v. Pietrangelo, No.@&é-
14338, at *3 (E.D. Mich. Oct. 3, 2006) (relying ongBeme Court precedent "that historically, a cairt
equity could not issue such provisional relief {las preliminary injunction requested] in the contekan
action for money damages").

13 seeKors, supranote 6, at 384 ("Unfortunately, it is virtually frassible to predict when related entities
will be consolidated.")see alsdNickless v. Avnet, Inc.lG re Century Elecs. Mfg., Inc.), 310 B.R. 485, 490
(Bankr. D. Mass. 2004) (referring to various cirauitings each promoting different balancing testglicia
Ann Nadborny, Note;Leap of Faith" into Bankruptcy: An Examination thfe Issues Surrounding the
Valuation of a Catholic Diocese's Bankruptcy Estdi® Av. BANKR. INST. L. REv. 839, 868—69 (2005)
(identifying various consolidation tests applieddifferent bankruptcy courts).

4 Seeln re Murray Indus., Inc., 119 B.R. 820, 832 (Bankr. MiJa. 1990) (maintaining "[w]hile equity
interest security holders are parties of inteiie,a generally accepted proposition that eqlgtabaring for
the purpose of the Bankruptcy Code means an edgishlaring among creditors, not stockholders").

!5 See generally Eastgroup35 F.2d at 250 (describing court's analysisubBgantive consolidation).

16316 B.R. 168 (D. Del. 2004)ev'd, 419 F.3d 195 (3d Cir. 2005).
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whether such doctrine survived the enactment ofBaekruptcy Code. Part IV
examines the decisions by the district court arel Third Circuit in theOwens
Corning chapter 11 cases, and identifies the fundamelatatsfof the former and
the merits of the latter. Finally, the conclusismbmits that the Third Circuit's
formulation of substantive consolidation f@wens Corningis consistent with
substantive nonbankruptcy law and the BankruptcgeC@nhances predictability
and should be a template for the application oftihetrine in future cases.

. CORPORATESEPARATENESS ANDREMEDIES FORITS ABUSE

Limited liability has been a hallmarkof Americart® corporate law since the
mid-nineteenth century. "It is a general principle of corporate law deeply
'ingrained in our economic and legal systems' ¢haarent corporation (so-called
because of control through ownership of anothepamtion's stock) is not liable

7 See, e.g.Kors, supranote 6, at 410 ("Limited liability, whatever itsisdlom may be, is one of the
fundamental ground rules of corporate law."); Vditi O. Douglas & Carol M. ShankBjsulation from
Liability through Subsidiary Corporations39 YALE L.J. 193, 193-94 (1929) ("Limited liability is now
accepted in theory and in practice. It is ingrainedour economic and legal systems. The social and
economic order is arranged accordingly. Our phipbgoaccepts it. It is legitimate for a man or grafp
men to stake only a part of their fortune on aregmse. Legislatures, courts and business usage iha
s0."); see alsoOn-Line Servs., Ltd. v. Bradley & Riley PMn(re Internet Navigator, Inc.), 301 B.R. 1, 6
(B.A.P. 8th Cir. 2003) ("[T]his Court is unwillingn this record to capsize the fundamental bulwdrk o
corporate law that the corporate entity is sepaaat distinct from its individual members."). Inde¢he
importance of limited liability is vital to the Amiean economic systersee, e.glIn re Kaiser, 791 F.2d 73,
75 (7th Cir. 1986) ("The principle of limited lidily, whereby a corporation's creditors cannot hettee
personal assets of the shareholders (the sharesiolimbility is limited to their investment in the
corporation), is important to our capitalist systdtrenables people to invest in business with@ziainding
their entire wealth on the venture. If it were fant limited liability, an investor who was risk ase would
not invest equity capital in an enterprise that tebt, since if the enterprise failed its debtshhixceed its
assets; or would negotiate a waiver of personailiig with the lenders; or would charge a higheskr
premium. He might insist that the enterprise busumnce unlimited in amount (if this were possible)
against any possible involuntary debt such asgel&ort judgment. He might steer clear of equityesting
altogether.").

18 Limited liability has far more ancient roots, inding under Roman, Byzantine and Islamic lase,
e.g, Timothy P. GlynnBeyond "Unlimiting" Shareholder Liability: VicariauTort Liability for Corporate
Officers 57 VAND. L. REv. 329, 336-37 (2004) (describing ancient doctriitesn Roman and Byzantine
law permitting "participants to allocate liability a variety of ways").

19 see, e.g.Janet Cooper Alexandddnlimited Shareholder Liability Through a Procedlitzens 106
HARV. L. REV. 387, 415 (1992) (noting "[b]y 1850, most statesl lenacted statutes providing for limited
liability"); see alsdRonald Chen & Jon Hansomhe Illusion of Law: The Legitimating Schemas ofdbta
Policy and Corporate Lawl03 McH. L. Rev. 1, 141 (2004) (discussing evolution of modernpooate
law); Paul MahoneyContract or Concession? An Essay on the Histor@aiporate Law 34 GA. L. REv.
873, 892-93 (2000) ("The benefits of treating aifmess as something separate from its owners are so
obvious and overwhelming that it has never requitdastantial governmental assistance to achieve.").
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for the acts of its subsidiarie€.'Indeed, in corporate matters, "[llimited liability
the rule, not the exceptio™

A corollary of the doctrine of limited liability ishat creditors of a particular
entity are entitled to the value of that entityqamly that entity) in the event of non
payment? Indeed, the United States Supreme Court has hatcbankruptcy laws
must provide for an "equitable distribution of tldebtor's assets among his
creditors.®

Corporate separateness, however, has never beelutabsMultiple remedies
predating substantive consolidation have evolvedretify the misuse of the
corporate form by closely-related entities. Fivietloe more notable of these
remedies (veil-piercing, equitable subordination in$ider claims or interests,
recharacterization, avoidance of fraudulent conmega to an insider and turnover)
are discussed separately below. The unifying thefmeach of these remedies is
that an insider may not misuse the benefits of abgorate form unfairly to
advantage itself at the expense of third parties.

A. Veil-Piercing

Under appropriate circumstances, a court can "idiee veil of a corporation,
thus allowing a creditor of one entity to assettaam directly against (and to reach
the assets of) an affiliate of that enfityThe law of veil-piercing, which depends
upon individual state law, is no easy remedy tdea@h and is generally deemed to

2 Bestfoods524 U.S. at 61 (quoting Douglasypranote 17);seeBurnet v. Clark, 287 U.S. 410, 415
(1932) (holding "a corporation and its stockholdems generally treated as separate entities"Del. Code
Ann. tit. 8, 8 102(b)(6) (1974) (maintaining shasketers are not liable for debt of corporations ‘&ptcas
they may be liable by reason of their own conductats").

* Anderson321 U.S. at 362.

2 This concept has been incorporated into the BanéyuCode in the form of the "absolute priorityertil
which requires, among other things, that dissentiglitors be paid in full before the owners of thebtor
may retain or acquire any value with respect tar thguity interests. 11 U.S.C. § 1129(b)(2)(B)(R006)
(providing plan may be found to be fair and equéabith respect to any dissenting class if "thedieolof
any claim . . . junior to the claims of such clash not receive or retain under the plan on acdafrsuch
junior claim . . . any property"see alsoBank of Am. Nat'l Trust and Sav. Ass'n v. 203 NShHe St.
P'ship, 526 U.S. 434, 441 (1999) (holding absofuterity rule requires classes of creditors be paidull
before any junior class may receive or retain angtlunder plan); Travelers Insurance Co. v. BryBoops.
(In re Bryson Props.) 961 F.2d 496, 503 (4th Cir. 1982jr(e).

% Kuehner v. Irving Trust Co., 299 U.S. 445, 451319

% Seel. Maurice WormserPiercing the Corporate Veil of Corporate Entity2 GLUM. L. REV. 496, 517
(1912) ("When the conception of a corporate ernitgmployed to defraud creditors, to evade an iexist
obligation, to circumvent a statute, to achieveegpptual monopoly, or to protect knavery or cririe
courts will draw aside the web of entity, will redahe corporate company as an association of ligeand-
doing, men and woman shareholders, and will daciidtetween real persons.8ge alsdPauley Petroleum
Inc. v. Cont'l Oil Co., 239 A.2d 629, 633 (Del. B)gasserting separate entities of parent and dialogi
may be disregarded if there is proper showingaddr public wrong or in interest of justice); ManinD.B.
Martin Co., 88 A. 612, 616 (Del. Ch. 1913) (holdithgt interest of justice requires legal fictiondi$tinct
corporate entities to be disregarded).
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be the rare exception and not the fdléndeed, the Supreme Court has held that
"[t]he doctrine of piercing the corporate veil .. is a rare exception applied in the

case of fraud or certain other exceptional circamsts, and usually determined on

a case-by-case basfS."

Under the law of most states, veil-piercing (anel ¢brresponding disregard of
corporate separateness) is appropriate only wheretities "operated as a single
economic entity such that it would be inequitadie' a court "to uphold a legal
distinction between thenf*Courts are loathe to make this determination aecte
a corporate veil absent either a showing of frauthat the corporation is the alter
ego of its ownef®

B. Equitable Subordination of Insider Claims ordrests

The Bankruptcy Code specifically provides a remedgteal with a claimholder
or equityholder who has engaged in inequitable gonthat has injured the debtor
and/or its creditors—equitable subordinatfdn.The doctrine of equitable
subordination permits a bankruptcy court, undeitéchcircumstances, to "demote"

% gee, e.g.Wallace v. Wood, 752 A.2d 1175, 1183 (Del. Ch. 19@®ting "[plersuading a Delaware
court to disregard the corporate entity is a diffitask"); see alsd-letcher v. Atex, Inc., 68 F.3d 1451, 1458
(2d Cir. 1995) (pointing out courts will not distutegal fiction of corporation unless there is miént
reason to do so); Kalb, Voorhis & Co. v. Am. Finor@., 8 F.3d 130, 132 (2d Cir. 1993) (holding
corporations are "creature[s] of state law whoseagny purpose is to insulate shareholders" andetbee,
state of incorporation has an interest in detemmginvhen this insulation will be stripped away).

% Dole Food Co. v. Patrickson, 538 U.S. 468, 479§}0

" Harper v. Del. Valley Broadcasters, Inc., 743 Hpi® 1076, 1085 (D. Del. 19903ge alsoOfficial
Comm. of Unsecured Creditors of Sunbeam Corp. vglioiStanley & Co, Inclif re Sunbeam Corp.), 284
B.R. 355, 365 (Bankr. S.D.N.Y. 2002) (reasoninghgtpurpose of allowing the corporate veil to becpd
on an alter ego theory is to hold the party acguasponsible for the inequitable conduct accodatahd to
prevent that corporation from using another corpamnato shield itself from liability") (internal cptations
and citations omitted).

% gee, e.g.Geyer v. Ingersoll Publ'n Co., 621 A.2d 784, 792I(0Ch. 1992) ("[C]ourt can pierce the
corporate veil of an entity where there is fraudvbiere a subsidiary is a mere instrumentality tarago of
its owner.");see also Harper743 F. Supp at 1085 ("Absent a showing of a frauthat a subsidiary is in
fact the mere alter ego of the parent, a commoriralemanagement alone is not a proper basis for
disregarding separate corporate existence.") i@itatomitted); Morris v. NYS Dep't of Taxation anthF
623 N.E.2d 1157, 1161 (N.Y. 1993) ("[PJiercing tberporate veil requires a showing that: (1) owners
exercised complete domination over the corporaiionespect to transaction attacked; and (2) thahsu
domination was used to commit fraud or wrong adatentiff which resulted in plaintiff's injury.”)

2 The doctrine of equitable subordination is codifia section 510(c) of the Bankruptcy Code, which
provides as follows:

[Alfter notice and a hearing, the court may—
(1) under principles of equitable subordinatiorhandinate for purposes of
distribution all or part all or part of an allowethim to all or part of another
allowed claim or all or part of an allowed interéstall or part of another
allowed interest; or
(2) order that any lien securing such a subordéhataim be transferred to
the estate.

11 U.S.C. § 510(c) (2006).



534 ABI LAW REVIEW Vol. 14:527

a creditor's claim against (or an equityholderterigst in) a debtor, based upon that
party's inequitable conduct. The widely accepest bf equitable subordination
requires the confluence of three factors: inegletatonduct, injury or unfair
advantage, and consistency (of remedy) with barikyulaw>° If these factors are
proven, all or part of an offending party's clairtiens, or equity interests may be
"demoted," i.e., not paid until all other similarbanked claims, liens or equity
interests are first satisfiéd.

The doctrine of equitable subordination thus prévem insider from profiting
from its control over the debtor at the expensetbir creditord? As one court
summarized the law:

To recapitulate: mere control or domination of apowsation is not
proscribed by law and is in itself insufficient jtestify piercing the
corporate veil and subordinating claims. The dictof a separate
legal entity will be respected unless to the eleisief domination
and control are added certain factors which willtiwade the
bankruptcy court, sitting as a court of equity, disregard the
fiction. These "plus" factors may be fraud, plaimd simple, or a
history of spoliation, mismanagement and faithlsgswardship
which is tantamount to fraud; they may be simply ttolation of
rules of fair play and good conscience which ametata breach
of the fiduciary standards of conduct owed to tbgporation, a use
of the powers of an "insider" for personal advasatag the
detriment of creditors—all of which constitutes \@réng" which
equity will undo or intervene to prevetit.

30 seeCiticorp Venture Capital v. Comm. of Creditors Hiolg Unsecured Claims, 160 F.3d 982, 986-87
(3d Cir. 1998) (stating three-factor test for eghié subordination (citingn re Mobile Steel Co., 563 F.2d
692, 700 (5th Cir. 1977))); Summit Coffee Co. vribigs Foodsl re Herby's Foods), 2 F.3d 128, 130 (5th
Cir. 1993) (reiterating three-part testMbbile Steel C9; Brian Leepson, Commer, Case for the Use of a
Broad Court Equity Power to Facilitate Chapter 1&dRganization 12 BANKR. DEV. J. 775, 802 (1996)
(describing three-part test for equitable subortitmi.

®111 U.S.C. § 510(c)(1) (2006) ("[The court may] sidinate for purposes of distributiai or part of an
allowed claim to all or part of another allowedinld) (emphasis added¥ee alsoTrone v. Smith(In re
Westgate-California Corp.), 642 F.2d 1174, 117& (@tr. 1981) (holding subordination is remedialt no
punitive, and claims should only be subordinatedxtent of harm inflicted or benefit derived); ©ICIER
ON BANKRUPTCY { 507.02[3], at 507-18 (Alan N. Resnick et al..edSth ed. Rev. 2006) (expressing
court's ability to "subordinate some or all of dowed claim" under principles of equitable subosation).

32 See, e.g.Pepper v. Litton, 308 U.S. 295, 312 (1939) (idgimif fraud by insiders as grounds for
equitable subordination); Ansel Props. v. Nutrit8ys of Fla. Assocslrf re Nutri/System of Fla. Assoc.),
178 B.R. 645, 653 (E.D. Pa. 1995) (holding if clanses from transaction for benefit of controllipgrent
corporation, claim against subservient debtor ghooé subordinated); William T. VukowichCivil
Remedies in Bankruptcy for Corporate FraidAM. BANKR. INST. L. REV. 439, 454 (1998) ("[l]nsiders'
fraudulent conduct arms creditors with a potenedasfavor of the equitable subordination of thsidier's
claim.").

% n re Mid-Town Produce Terminal, Inc., 599 F.2d 389, 328th Cir. 1979) (citing Asa S. Herzog &
Joel B. ZweibelThe Equitable Subordination of Claims in Bankrupty VAND. L. REv. 83, 112 (1961)).
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While the considerations for subordinating therlaif an insider are similar to
those of veil-piercing: the remedy is different. Instead of allowing étexs of a
debtor to assert direct claims against the offegndimsider of the debtor, the
insider's claim against the debtor is subordinateften resulting in no recovery
with respect to such claim, thereby enhancing #lative recoveries of other
creditors.

C. The Recharacterization of the Claims of an lesid

Related to (but distinct from) the remedy of edulgasubordination is the
doctrine of recharacterization.Occasionally, an insider of a debtor may seek to
misuse its relationship with the debtor to disguaseequity contribution as a loan
(in order to obtain the distribution priority affted to a creditor, while
simultaneously seeking to preserve the upside fiatasf equity). Federal courts,
including bankruptcy courts, have long had the auit to pierce through form and
enforce substanc®.Unlike equitable subordination, where the focusslusively
on the acts of the claimholder, "the focus of tleeharacterization inquiry is
whether 'a debt actually exists,’ or, put anothay,wwe ask what is the proper

3 See, e.g.Koch Ref. v. Farmers Union Cent. Exch., Inc., 832dF1339, 1351 (7th Cir. 1987) ("The
broad factors suggested by the court for subondinaif a fiduciary's claim are quite similar to thasic
alter ego requirements; and in both cases 'lighifitimposed to reach an equitable result.") {icites
omitted);cf. Peter J. Lahny IVAsset Securitization: A Discussion of the TradaioBankruptcy Attacks and
an Analysis of the Next Potential Attack, Substan@onsolidation9 Am. BANKR. INST. L. REv. 815, 863
(2001) (illustrating relationship between equitaBlgbordination and veil piercing by postulating]H§t
doctrine of substantive consolidation evolved fritva earlier common law doctrines of turnover, el
subordination and piercing the corporate veil")r ERample, courts have considered the followindoiesc
(many of which are also considered in the veil-gigg context): failure to observe corporate foried;
failure to pay dividends; siphoning of funds of twporation by the dominant shareholder; commirggbf
identities or funds; fraud or a history of spolj mismanagement and faithless stewardship; atidol of
the rules of fair play; or use of the corporation @ mere facade for the operations of the dominant
stockholder.See Nutri/Systendl78 B.R. at 658 (listing examples of inequitabdeduct including "fraud,"
"breach of fiduciary duties," and "use of the del#te a mere instrumentality or alter egsge alsdn re
Lifschultz Fast Freight, 132 F.3d 339, 345 (7th. i#97) (identifying insider's loan to undercapiad
corporation as possible indication of inequitabbmduct); Herzogsupra note 33, at 98-104 (examining
various forms of inequitable conduct, includinguilaillegality, breach of fiduciary relationshipdanse of
debtor as alter ego).

% SeeCohen v. KB Mezzanine Fund II, L.Bn re Submicron Sys. Corp.), 432 F.3d 448, 454 (3d Cir.
2006) (distinguishing recharacterization from eagjpi¢ subordination); Fairchild Dornier GMBH v. Offit
Comm. of Unsecured Creditork (re Dornier Aviation (N. Am.), Inc.), 453 F.3d 225, 284th Cir. 2006)
("Like disallowance, equitable subordination alsffeds markedly and serves different purposes from
recharacterization. While a bankruptcy court's agabterization decision rests on thebstance of the
transactiongiving rise to the claimant's demand, its equéahibordination decision rests on its assessment
of the creditor's behaviot'); Bayer Corp. v. Mascotech, Indn(re Autostyle Plastics, Inc.), 269 F.3d 726,
749 (6th Cir. 2001) (discussing differing functiomsd effects of recharacterization and equitable
subordination).

% See Pepper308 U.S. at 304-05 (stating bankruptcy courtsehauthority to ensure "that substance will
not give way to form, that technical consideratianl not prevent substantial justice from beinghdb); see
also 11 U.S.C. 8§ 105 (2006) (granting bankruptcy cdudad power to "carry out the provisions of [the
Bankruptcy Code]").See generalld NORTON BANKRUPTCY LAW & PRACTICE 2D, § 13 (2d ed. 1997)
(exploring broad administrative powers grantechiotiankruptcy court by section 105).
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characterization in the first instance of an inwestt.®’ If a court determines that
the "true" nature of an alleged loan is really guoity contribution, then the loan
will be treated as equity for distribution purpases

Importantly, the law does not bar loans to affdif the law merely bars the
deception of third parties. As described by theeeh Circuit,

Insiders cannot use their superior knowledge ofompany to
deceive outsiders. |If the insider causes the kong company to
lie to the lender about its financial health—bygdising a pre-
existing debt, for instance—the insider is guilty misconduct.
Even the "morals of the marketplace" forbid detit.

D. Fraudulent Conveyance

The elder statesman of the exceptions to corpaearateness is the doctrine
of fraudulent conveyand®. The doctrine of fraudulent conveyance has been
codified in the Bankruptcy Code and the law of eafhthe states. Under the
Bankruptcy Code, a debtor may "avoid any transfer of an interest . . . or any
obligation . . . incurred by the debtor, that waade or incurred on or within 2
years before the date of the filing of the petitidrsuch transfer was "fraudulent'"

% Cohen 432 F.3d at 454.

3 Dornier Aviation 453 F.3d at 234 (4th Cir. 2006) ("We think it iormnt to note that a claimant's
insider status and a debtor's undercapitalizatimmea will normally be insufficient to support the
recharacterization of a claim."§f. Cohen 291 B.R. at 325aff'd, 432 F.3d 448 (3d Cir. 2006) (finding
undercapitalization insufficient to support equitalsubordination of insider's claim in absence tifeo
inequitable conduct); James H.M. Sprayregen etRecharacterization from Debt to Equity: Lenders
Beware AM. BANKR. INST. J., Nov. 2003, at 30 (providing overview of recltdeaization).

% Lifschultz 132 F.3d at 346 (quoting Meinhard v. Salmon, 249.MI58, 164 N.E. 545, 546 (1928)
(Cardozo, C.J.)).

40 A court's power to avoid a fraudulent conveyaralinost 500 years old. As noted by the Supreme
Court:

The modern law of fraudulent transfers had itsiorig the Statute of 13 Elizabeth,

which invalidated "covinous and fraudulent" tramsfelesigned "to delay, hinder or
defraud creditors and others." English courts stmreloped the doctrine of "badges of
fraud": proof by a creditor of certain objectivect (for example, a transfer to a close
relative, a secret transfer, a transfer of titl¢hewit transfer of possession, or grossly
inadequate consideration) would raise a rebuttabdsumption of actual fraudulent

intent. Every American bankruptcy law has incorpeda a fraudulent transfer

provision; the 1898 Act specifically adopted thengmage of the Statute of 13

Elizabeth.

BFP v. Resolution Trust Corb11l U.S. 531, 540-41 (1994) (citations omitted).

4111 U.S.C. § 548 (2006). Fraud for purposes ofimed48 of the Bankruptcy Code may be either "dctua
fraud" or "constructive fraud." Actual fraud reqsrintent on behalf of the transferor to hindetager
defraud other creditors (11 U.S.C. § 548(a)(1)@)06)), while constructive fraud is based on aruatin
of the financial condition or position of the debt(il U.S.C. § 548(a)(1)(B) (2006)). Relatedly, the
Bankruptcy Code also authorizes the avoidance dhicetransfers between an insolvent debtor and an
insider made up to one year prior to the debtastmmencement of a bankruptcy caSeell U.S.C. §
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In addition, the "strong arm" provisions of secti#¥(bf? of the Bankruptcy Code
allow a trustee to apply pertinent state fraudulemveyance laws, which often
carry longer statutes of limitatiofi%.

The fraudulent conveyance remedy is distinct frdre temedies available
under the doctrines of veil-piercing, equitable aulination and recharacterization.
The remedy here is avoidance—the fraudulent comeyds avoided and the
property returned to the debtor. Notably, no otismet of the transferee is available
for distribution to the debtor-transferor's credsto

E. Turnover

Finally, courts of equity have traditionally hadethower to order a "turnover”
of property to the debtor which had previously bé&amsferred improperly by the
debtor to an affiliate. A turnover proceeding ifydrid between the doctrines of
fraudulent conveyance and veil-piercing in that thenedy is typically invoked
when the debtor has fraudulently transferred subisiaassets to a sham affiliate,
and the disputed assets are substantially allgbets of that sham company.

A prominent example of a court compelling the tweroof assets to a trustee of
the estate of a debtor is the Tenth Circuit's decign Fish v. Easf* In Fish, a
mining company created a subsidiary and transfeassets to a subsidiary with the
specific intent "to hinder and delay creditors'tloé parenf> As a result, the Tenth
Circuit held that the subsidiary was "merely a[n] . instrumentality”® of the
parent. The court also noted that the personglersty of the parent and subsidiary
were "commingled without reasonable possibility idéntification.”” The court
ordered a turnover and held that the "[c]orporatitye may be disregarded where
not to do so will defeat public convenience, justifrong or protect fraud®® The
modern doctrine of substantive consolidation ewvblfrem the bankruptcy court's
equitable power under the Bankruptcy Act to compehird party to turn over
assets to the bankruptcy trustée.

547(b)(4) (2006). If the debtor is a corporation,iasider includes the debtor's directors, officexntrol
persons, partnerships in which the debtor is a rgémpartner, general partners of the debtor, as asl
relatives of any of these entiti€3eell U.S.C. § 101(37)(B) (2006).

“2[Tlhe trustee may avoid any transfer of an insexf the debtor in property or any obligation ined
by the debtor that is voidable under applicable bgva creditor holding an unsecured claim . .11'U.S.C.
§ 544(b)(1) (2006).

“3 See, e.g.N.Y.C.P.L.R. § 213(8) (McKinney 2003) (stipulating upsig-year statute of limitations for
fraud); see alsdPaul B. LewisCan't Pay Your Debts, Mate? A Comparison of thetrAlisn and American
Personal Bankruptcy SystembB8 BANKR. DEV. J. 297, 310 n.57 ("Most state [fraudulent conveyhnce
statutes have significantly longer statutes oftitins.").

44114 F.2d 177 (10th Cir. 1940).

“S Fish v. East, 114 F.2d 177, 182 (10th Cir. 1940).

*°1d. at 189.

*1d. at 191.

48| .

49 See, e.g.Munford, Inc. v. TOC Retail, Inclr{ re Munford, Inc.),115 B.R. 390, 398 (Bankr. N.D. Ga.
1990) ("Substantive consolidation is essentialbomplex turnover proceeding because the debtsking
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F. Comparisons to Substantive Consolidation

Substantive consolidation (described in detail W¢ls the most dramatic and
far-reaching exception to corporate separatendssil-piercing (which has been
described as a state law analogue for the doatfisabstantive consolidatidh

allows the creditors of a subsidiary to reach thsets of the parent,
but does not at the same time allow creditors efgarent to reach
the assets of the subsidiary. In contrast, subgtanonsolidation
puts all the assets in a common pool, and creddbitbe various
entities share pro rata.

While equitable subordination and recharacterirapermit the "demotion" of
the claim or equity interest of an affiliate, neithpermits creditors of the debtor to
have a direct claim against the assets of sucliaggfi Moreover, while fraudulent
conveyances may be avoided, such avoidance dogsemutt the assertion of any
other claim against the transferee. Finally, evenover, the direct precursor of the
doctrine of substantive consolidation, only perrtfits turnover of specific property.
Substantive consolidation, on the other hand, coatall the assets and liabilities
of affiliated entities, thereby profoundly affedirthe creditors (and shareholders)
of each entity®® Given the far-reaching sweep of the remedy of ultive
consolidation, it would seem incongruous for thetdne to be capable of proper
application on proof dramaticallless than the proof necessary for any of these
other, more limited, exceptions to corporate sdpaess (each of which requires
proof of fraud or other serious corporate miscomduBut, as described below, this
is the lynchpin of the so-called "modern trend"—kawizing consolidations on
commonplace factors such as "consolidated finanstatements® and "the
profitability of consolidation at a single physidatation®—factors that in no way
implicate debtor misconduct of any kind.

the nondebtor affiliated entity to bring into thetate assets in which the debtor asserts an urddpar
interest.");In re Julien Co., 120 B.R. 930, 936 (Bankr. W.D. Tenr@9(same); White v. Creditors Serv.
Corp (n re Creditors Serv. Corp.), 195 B.R. 680, 692 (BarD. Ohio 1996) (concluding because
substantial consolidation was deemed appropriatgiast for turnover funds was moot).

0 SeeDouglas G. BairdSubstantive Consolidation Toda§7 B.C.L. Rev. 5, 11 (2005) (contending
substantive consolidation is the federal analodueeit-piercing); see alsdCreditors Serv. Corp.195 B.R.
at 689 (noting "substantive consolidation is simtia the state law remedy of piercing the corporeadit
based on a finding that the entities are alter'ggos

*1 Baird, supranote 50, at 12.

52 SeeCreditors Serv. Corp.195 B.R. at 691 (stating substantive consoligatiwill alter the current
dynamics and could conceivably prove so disruptivéhe operations that the return to creditors Wdé
affected");Flora Mir, 432 F.2d at 1062 (explaining substantive conatiltich is "a measure vitally affecting
substantive rights"); Baircdupranote 50, at 12 (describing effects of substantivesolidation on creditors).

%3 See, e.gVecco 4 B.R. at 410 (enumerating criteria to deterniirnsolidation is proper).

**Vecco 4 B.R. at 410.
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II. SUBSTANTIVE CONSOLIDATION—A NEW DOCTRINEEMERGES

A. Early Substantive Consolidation Cases UndeBthekruptcy Act Consistently
Required Proof of Fraud or Abuse of Corporate Form

The year following the Tenth Circuit's decisionkish v. Eastthe Supreme
Court decidedsampsell v. Imperial Paper & Color Corp.a turnover case which,
as stated above, is generally considered the pitoger the doctrine of substantive
consolidation. InSampsell an individual businessman named Downey became
"hopelessly insolvent® and thereafter filed for bankruptcy. Prior to hankruptcy
(but subsequent to his hopeless insolvency) Doviragsferred substantially all of
his assets to a newly formed corporation ownedimgélf, his wife and their soH.

In bankruptcy, the trustee sought to consolidateviey's estate with the assets and
liabilities of the non-debtor corporatiGhThe refere® found the "corporation was
'nothing but a sham and a cloak' devised by Dowioeythe purpose of preserving
and conserving his assets' for the benefit of hifvesed his family; and that the
corporation was formed for the purpose of hinderihglaying and defrauding his
creditors.?® The referee ordered that the property of the aaitjim was property of
the debtor's estate and was to be administeretthéobenefit of the creditors of the
estateé! Ultimately, the Supreme Court affirmed the refé&egecision because,
among other things, the only creditor of the nobtde corporation to complain
about the outcome had knowledge of the "fraudutbatacter™ of the corporation.
Because the only objecting creditor was a partidipa the underlying fraud, the
Supreme Court held that it was appropriate to "obdat[e] the estate®)f Downey
and the corporatiofi® and thus the doctrine of substantive consolidatias borrf*

%5313 U.S. 215 (1941).

% See SampselB13 U.S. at 217 (“[S]tock was issued in satisfectof Downey's claim against the
corporation, when Downey was hopelessly insolvent").

5" See idat 215-217 (revealing prior to Downey's bankrup@gwney transferred his assets to a newly
formed corporation owned by his family).

%8 See id.at 216 ("On petition of the trustee in bankruptthye referee issued an order to show cause
directed to the corporation, Downey, his wife amth svhy the assets of the corporation should not be
marshaled for the benefits of the creditors oftthekruptcy estate . . . .").

% The referee under the Bankruptcy Act is the "fiomztl equivalent” of the bankruptcy judge under the
Bankruptcy CodeSeeln re Lorax Corp., 307 B.R. 560, 563 (Bankr. N.D. Tex.02p (highlighting
equivalence of Bankruptcy Act's referee and todagtskruptcy judge);ee alsoAnderson v. CBS, 31 B.R.
161, 166 (Bankr. N.D. Ga. 1982) (noting "[a]s tleéeree became the norm in District Courts and Katér
time positions, by delegation and function, thereé became trde factobankruptcy trial judge withoute
jure status, and the District Judge became, in effecgppellate judge").

€0 Sampse|l313 U.S. at 217.

®1 See id.("The referee accordingly ordered that the propeftythe corporation was property of the
bankruptcy estate and that it be administeredhfeibenefit of the creditors of the estate.").

2 1d. at 221 ("Furthermore, respondent had at least skmosvledge as the fraudulent character of
Downey's corporation.").

%3 d. at 219-220 (discussing consolidation order anditmés involvement in Downey's fraud).

% The term "substantive consolidation" itself, hoeewdid not appear in any published decision foremo
than thirty yearsSee, e.gJames Talcott, Inc. v. Whartom (re Cont'l Vending Mach. Corp.h17 F.2d 997,
1000 (2d Cir. 1975) ("The power to consolidate nig arising out of equity, enabling a bankruptcyrtém
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Sampsell'snewly minted consolidation remedy was promptly leggpby the
Fourth Circuit inStone v. Eacho (In re Tip Top Tailors, In€.Jn Stone v. Eacho
the Fourth Circuit consolidated the estates of bhtatecorporation and its non-
debtor subsidiary because the subsidiary had "ral existence,"®® was
inadequately capitalized, was a "mere instrumdgtadir "corporate pocket" of the
parent, and there was "no showing that businessdaas under [the subsidiary's
corporate charter] or that any of the creditorsvkiamything about it or relied on it
in any way.®’

Similarly, in Todd Bldg. Corp. v. Heller (In re Clark Supply G8}he partners
in a partnership transferred partnership asseteparate corporations owned by the
partners and their families to isolate failing diens and to protect valuable assets
from partnership creditofS.Moreover, the corporations that continued to djgera
the failing divisions were inadequately capitaliZé@he Seventh Circuit affirmed
the consolidation of each of the corporations, imgdthat "[tlhe doctrine of
corporate entity will not be regarded when to do wgould work fraud or
injustice.”*

Finally, in Soviero v. Franklin National Barfk the Second Circuit approved a
turnover/consolidation remedy, but only because ttfe¢ record supported veil-
piercing’® In Sovierg the trustee of the Raphan Carpet Corporation tsotie
turnover of the assets of (i) thirteen affiliatedrorations, each of which used
"Raphan" as part of its corporate hame and wasatgrbras a retail outlet for the
parent, as well as (ii) a fourteenth affiliate tbatned the property where the debtor
was located? None of the affiliates were in bankrupt&yThe referee determined
the assets of the affiliates equitably belongedthe debtor and should be

disregard separate corporate entities, to piereie tiorporate veils in the usual metaphor, in otdereach
assets for the satisfaction of debts of a relabedaration.");Commercial Envelopel 977 WL 182366, at *1
("Substantive consolidation, as will be seen, i@ part of the warp and woof of the fabric of thenkauptcy
process involving related debtors, though to bel sgaringly.”);In re D.H. Overmyer Co., Inc., No. 73-B-
1126, 73-B-1162, 73-B-1189, 73-B-1175, 1976 WL 1BB4at *3 (S.D.N.Y. Mar. 26, 1976) (“[W]hether or
not substantive consolidation is warranted . t miist be remembered] that it be 'used sparinghaliee of
the possibility of inferior treatment of creditoo$ the corporate debtor who have dealt solely \tiitht
debtor, without knowledge of its inter-relationskijith others." (citing<hee| 369 F.2d at 847)).

65127 F.2d 284teh'g denied128 F.2d 16 (4th Cir.gert. denied317 U.S. 635 (1942).

% Stone v. Eachdlr re Tip Top Tailors, Inc.), 127 F.2d 284, 288 (4th.Cli®42) ("[W]here the business
has been transacted by and the credit extenddg tparent corporation, and whether the subsidiasyrio
real existence whatever, there is no reasons whygdhrts should not [consolidate].").

®71d. at 287-88.

68172 F.2d 248 (7th Cir. 1949).

%9 SeeTodd Bldg. Corp. v. Hellerf re Clark Supply Co.), 172 F.2d 248, 250 (7th Cir. 9p@iscussing
purpose of asset transfer to "preserve|[ ] diveatezets for the benefits of the [partners] and taetilies").

Y see idat 249-51 (demonstrating asset transfers led ttempsate capitalization).

™1d. at 254.

2328 F.2d 446 (2d Cir. 1964).

3 SeeSovierg 328 F.2d at 448-49 (affirming trial court's tuveo order).

™ See idat 446-47 (discussing bankruptcy trustee's eftoufitain assets of corporate debtor's fourteen
affiliates).

5 See generally icat 446-49implying affiliates had not filed for bankruptcy).
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administered as part of its bankruptcy estate, taeddistrict court confirmed the
turnover order?

The Second Circuit affirmed and upheld the consdilish because the affiliates
were but mere instrumentalities of the debtor with separate existence of their
own.”” The court considered, among other things, that dabtor corporation
financed the affiliates, paid their debts, was léafor their leases, and paid their
advertising and insurance chard@s.

Indeed, the court found that the subsidiaries edisinly to defraud the taxing
authorities and held the following:

It is difficult to imagine a better example of conmgling of assets
and functions and of the flagrant disregard of ocaife forms than
as here demonstrated by the bankrupt. One gamsdigtinct
impression that the bankrupt held up the veils ted fourteen
collateral corporations primarily, if not solelygrfthe benefit of the
tax gatherer, but otherwise completely disregarttezin. Even
Salome's could not have been more diaphaffous.

Notably, however, despite the unquestioned avditiabdof the power to
consolidate estates, courts traditionally remaimetiictant to implement the
extraordinary remedy without proof of fraud or atlserious abuse. For example,
in Maule Industries, Inc. v. L.M. Gersf8l the bankruptcy trustee of Ludwig
Corporation sought an order consolidating its estath Ludwig Bros., Inc., a non-
debtor affiliate in a then-pending state court nesship® The trustee's petition
alleged (i) Ludwig Corporation controlled and diext Ludwig Bros., Inc. as a
corporate instrumentality, (i) the two corporaomad substantially the same
officers, directors and stockholders and (iii) &fairs, funds and activities of the
two corporations had been so intermingled as tdeethem indistinguishabf8.

Relying upon state veil-piercing and fraudulent \rance law, the Fifth
Circuit affirmed the district court's denial of cmiidation and noted the rather
"meager showing" made by the trusté&he court noted that the affiliate is an
entirely separate corporation from the bankruptwigdCorporation, andrima
facig is a legitimately separate legal entity. Couwte reluctant to pierce the

® See id.at 447 ("[T]he Referee determined that the assetheoAffiliates and Realty belonged to the
bankrupt and that they should be administered asgbehe bankrupt estate. The Referee's findings a
turnover order were confirmed by the District Cdirt

" See id.at 448-49 (affirming referee's conclusion thatliatés were only instrumentalities of bankrupt
with no separate existence of their own).

8 See idat 448-49.

" Sovierg 328 F.2cat 448.

80232 F.2d 294 (5th Cir. 1956).

8 Maule Indus., Inc. v. L.M. Gerstel, 232 F.2d 298525th Cir. 1956) (discussing trustee's effort to
consolidate estate of debtor with non-debtor afflicorporation).

% See idat 295-96.

8 See idat 296-97 (discussing affirmation of district céaittenial of consolidation).
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corporate veil and destroy the important fictionden which so much of the
business of the country is conducted, and will doosly under such compelling
circumstances as required such action to avoiceptiog fraud, or defeating public
or private right$*

Additionally, the court noted that "the petitiondathe proof must show that the
corporation whose property is sought to be broumgflot the bankruptcy proceeding
was organized or used to hinder, delay or defrhactteditors of the bankrupt, and
constitutes mere ‘legal paraphernalia’ observingnfonly and not existing in
substance or reality as a separate enfity."

B. The Second Circuit Establishes a Bankruptcy-8pékheory for the Doctrine
of Substantive Consolidation

From the Supreme Court's 1941 decisionSampsell through the Second
Circuit's 1964 decision irSovierq each appellate turnover/consolidation case
turned on the application of state law (i.e., fraledt conveyance and/or veil-
piercing) or a "federal common-law variation of isasorporate law principle$®
That would all change with the Second Circuit'sisiea in Chemical Bank New
York Trust Co. v. Kheél In Kheel eight debtor shipping companies, which were
owned and controlled by one individual, were opstads a single unit with little or
no attention paid to corporate formalitfs.The referee recommended
consolidation, and the district court granted thamnedy?® The Second Circuit
affirmed on the basis that the interrelationshiphef group was hopelessly obscured
so that the time and expense necessary to attamphdcramble them was so
substantial as to threaten the realization of atyassets for all creditor$.

The trustee for the bondholders under an indentirene of the debtors
objected to consolidation because of the allegexdrat®e of fraud or proof that all
creditors knowingly dealt with the group as a uaitd relied on the group for
paymenf?1 The Second Circuit ruled, for the first time, tkahsolidation could also
be based upon thepelessommingling of assets and liabilities:

1d. at 297.

85| )

8 Baird, supra note 50,at 16 (discussing substantive consolidation befupreme Court'Soviero
decision); ee also Sovier0328 F.2d at 447-48 (discussing appropriatenegsiesting corporate veil);
Stone 127 F.2d at 288 (relying on federal common lawankruptcy proceeding).

87369 F.2d 845 (2d Cir. 1966).

8 SeeKhee| 369 F.2d at 846 (“[T]he debtor corporations weperated as a single unit with little or no
attention paid to the formalities usually obserirethdependent corporations.").

8 See id at 846 (confirming referee recommended consdtidaand district court granted motion for
consolidation).

% see id.at 847 (noting consolidation is appropriate ift&imelationships” of group are "hopelessly
obscured and the time and expense necessary .unstramble them . . . threaten[s] the realizatibany
net assets for all of the creditors").

1 See id("[Appellant] contends that consolidation of assetd liabilities as to appellant is beyond the
court's power absent a showing that it knowinglglteith the group as a unit and relied on the gréar
payment.”).
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While the record in theSoviero case indicates that there was
evidence that the Bank had dealt with the bankanpitits affiliates
as one, the opinion does not make this a nece$sangation for
the result. Moreover, we have here an additioaetiol not present
in Sovieroor Stone v. Eachdhe expense and difficulty amounting
to practical impossibility of reconstructing th@dincial records of
the debtors to determine intercorporate claimsbilites and
ownership of assets. The power to consolidate Idhba used
sparingly because of the possibility of unfair tre@nt of creditors
of a corporate debtor who have dealt solely witt tlebtor without
knowledge of its interrelationship with otherget in the rare case
such as this, where the interrelationships of theug are
hopelessly obscured and the time and expense Begesgen to
attempt to unscramble them so substantial as teatien the
realization of any net assets for all the creditoegjuity is not
helpless to reach a rough approximation of justcesome rather
than deny any to aff

In a concurring opinion, Judge Friendly indicatezhsolidation based upon
"obscurity" should be only a last resort and thaurts should generally first
endeavor to "reach the best possible approximationrder to do justice to a
creditor who had reli€d on the credit of one—especially tsid] creditor who was
ignorant of the loose manner in which corporataiegfwere being conducted."

In Flora Mir Candy Corp. v. R.S. Dickson & Co. (In Fdora Mir Candy
Corp.)*® the Second Circuit made plain the level of "obiglithat must be present
in order to implicate the last resort remedy of smitation—hopelessobscurity.
The debtors must benableto "unscramble" their assets and liabilities (@dst
without depleting the estate in the process andellyereducing or eliminating
creditor recoveriesf The court further held that no amount of obscuiigy

21d. (emphasis added).

% Judge Friendly's concern for an objecting cretitaliance on corporate separateness is consigitnt
other Bankruptcy Act caseSee, e.g.Sampse)I313 U.S. at 219 (noting objection to turnoversmidation
overruled because objecting creditor did not relycorporate separateness and was aware affiliadeawa
sham);Hogan 593 F.2d at 929 (reversing order approving cadatbn and noting, even in situations in
which consolidation is permissible, creditors whan ademonstrate reliance on "outward appearance" of
corporate separateness must be awarded priosgnag time as consolidation itsetone 127 F.2d at 290
(approving turnover/consolidation and ordering @ed believing they extended credit to subsidiagy
afforded supplemental hearing so their "equitiesUl be preserved).

% Kheel 369 F.2d at 848 (Friendly, J., concurring).

% 432 F.2d 1060 (2d Cir. 1970).

% Flora Mir, 432 F.2d at 1063 (holding there was no evidenteods interrelationships were so obscure
that "unscrambling” them threatened creditor redegg see Bonham229 F.3d at 764 (indicating Second
Circuit had noted several circumstances where antigé consolidation is proper, including wheredit@s
of consolidated entities treated entities as unit Business affairs were "hopelessly entanglexf® also
Kheel| 369 F.2d at 847 ("[T]he interrelationships of @y@up are hopelessly obscured and the time and
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sufficient to permit consolidation in the face of @bjection by a creditor who relied
upon the existence of separate entities in extgnctiedit®’

C. The Second Circuit Synthesizes Existing Predendina Two-Prong Test

In its landmarkUnion Saving Bank v. Augie/Restivo Banking Co. rgn
Augie/Restivo Banking C8 )Xecision, the Second Circuit surveyed and syrekési
the body of substantive consolidation case law amitulated a two-prong,
disjunctive "shorthand" test for substantive coitstion®® In this test, the Second
Circuit sought to combine the three major themesswbstantive consolidation
jurisprudence: (1B5ampsell'sreliance on the nonbankruptcy law of veil-piercing
and fraudulent conveyance, (Rheel's hopeless obscurity theory and (3) the
persuasive concern for the innocent creditor whoy n@ae harmed by
consolidation'®

The Second Circuit framed its test as follows:

An examination of those cases . . . reveals thestetltonsiderations
are merely variants on two critical factors: (i) etther creditors
dealt with the entities as a single economic umdt ‘&id not rely on
their separate identity in extending credit,” .or .(ii) whether the
affairs of the debtor are so entangled that codatitn will benefit
all creditors . . '

With respect to the first prong, it is clear thhe tAugie/Restivocourt was
looking to the reliance of theroponentsof substantive consolidation, i.e., whether
creditor-proponents of substantive consolidatiorrewmiisled into believing that
multiple companies were, in fact, one. A seconthfof reliance was also in play
in Augie/Restivpnamely, the reliance interest of a creditor ofjecto substantive
consolidation. Even if proponents of substantisasolidation could demonstrate
they were duped into extending credit to a shelitygnsubstantive consolidation

expense necessary even to attempt to unscramhbfesthasubstantial as to threaten the realizaticangfnet
assets for all the creditors . . . .").

" Flora Mir, 432 F.2d at 10635ee generallBeth D. Amera & Alan KolodSubstantive Consolidation:
Getting Back to Basicd4 AM. BANKR. INST. L. REv. 1, 18-19 (2006) (discussing Judge Friendly's opinio
in Flora Mir).

%860 F.2d 515 (2d Cir. 1988).

% Augie/Restivp860 F.2d at 518 (announcing two-prong test of thdrecreditors dealt with entities in
single economic unit without relying on separatntity when extending credit or whether affairglebtors
are so entangled that consolidation benefits @tlitors); seeBonham 229 F.3d at 766 (describing two-
prong second circuit test applied by Second CiycMunford, 115 B.R. at 395 n.1 ("[T]he two factors are
admittedly a synthesis of the more specific facteingch were popular with other courts that consdethe
substantive consolidation question, and the Casgisfcomfortable in consulting with earlier deaisidhat
discuss these specific factors.").

190 seesupranote 93 and accompanying text.

101 Augie/Restivp860 F.2d at 518 (emphasis added) (citations ed)itt
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could still not be deployed to harm a creditor wkieew it was dealing with
multiple entities. Specifically, the Second Citdueld as follows:

[Wilhere . . . creditors . . . knowingly made lodoseparate entities
and no irremediable commingling of assets has oedua creditor
cannot be made to sacrifice the priority of itsimk& againstits
debtor by fiat based on the bankruptcy court's @iption that it
knows the creditor's interest better than doestéditor itself**?

As to the second prong, the Second Circuit condudeat "hopeless
intermingling” was a proper basis for consolidatlmecause no creditor would be
harmed, and, thus, the remedy was essentially nenak

[E]ntanglement of the debtors' affairs . . . inadwcases in which
there has been a commingling of two firms' asset$ lausiness
functions. Resort to consolidation in such circtanses, however,
should not be Pavlovian. Rather, substantive datatmn should
be used only after it has been determined #hlatreditors will
benefit because untangling is either impossiblesmrcostly as to
consume the assets. . . . Commingling, therefoas ustify
substantive consolidation only where "the time aexpense
necessary even to attempt to unscramble themdishbstantial as
to threaten the realization of any net assetslfdha creditors,” or
where no accurate identification and allocatiomsgets is possible.
In such circumstances, all creditors are bettemdtffi substantive
consolidation®®

D. The Auto-Train Balancing Test

Although most appellate courts agree on the priesipinderlying substantive
consolidation, "[n]Jo uniform guideline for deterrimig [its application] has
emerged.’® Even prior to the Third Circuit's decision @wens Corning many
courts, including several courts of appeal, havepsstl (either expressly or
implicitly) the Augie/Restivdormulation’®® Other courts® however, have adopted

19214, at 520.

19314, at 519 (emphasis added) (citation omitted).

% Bonham 229 F.3d at 765.

15 5ee, e.gBonham 229 F.3d at 771 ("Our abecedarian prerequisitedering substantive consolidation
is that the two factors set forth Augie/Restivanust be satisfied."). The Sixth Circuit has simijldeld that
substantive consolidation is appropriate where Ittterrelationships of the debtors are hopelesbkcored
and the time and expense necessary to unscrangte ithsubstantial as to threaten any net assetlIfor
creditors.” First Nat'| Bank of Barnesville v. Refo(In re Baker & Getty Financial Services, Inc.), 974 F.2d
712, 720 (6th Cir. 1992xee also Gulfc0593 F.2d at 929-30 (noting complex intercompaigtionships
were insufficient to justify consolidation; assat®d liabilities must be hopelessly commingled degprise
must have been established to hinder, delay oadeéfcreditors).
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one of a variety of balancing tests, often fashibnpon the D.C. Circuit's decision
in Auto-Train *%’

In Auto-Train the D.C. Circuit established a balancing test determining
whether substantive consolidation should be giedroactive effect:

Because the consolidation proceeding will alreaalyehestablished
a substantial identity between the entities to tesolidated, this
inquiry begins with the proponent afunc pro tuncmaking a
showing thanunc pro tunds necessary to achieve some benefit or
avoid some harm. Following this showing, a potnpreference
holder may challenge theunc pro tuncentry of the consolidation
order by establishing that it relied on the semacaedit of one of
the entities to be consolidated and that it wilhaemed by the shift
in filing dates. If a potential preference holdeeets this burden,
the court must then determine whether the benaffiisinc pro tunc
outweigh its detriment¥?

While subsequent cases (including the district £daor Owens Corning
discussed in Part IVsuprg have construed thAuto-Train formulation as an
entirely different test permitting consolidation some relaxed standard, it is not at
all evident that thé\uto-Traincourt was attempting to break any new ground with
this formulation. Obviously, it cannot be vieweslarejection of thAugie/Restivo
formulation @Augie/Restivowas decided afteAuto-Trair). Moreover, theAuto-
Train court specifically relied upon the Second Cirsuitecisions irFlora Mir and
Kheelin defining "substantial identity"® Finally, Auto-Traindeniedthe retroactive
application of substantive consolidation becauséhefharm it would inflict upon
an innocent creditd?® Notwithstanding these important distinctions, theto-
Train balancing test has been subsequently interpretgqubamitting consolidation
based upon the loosely defined trigger of "subg&hidentity"—potentially a far
cry from the fraud or other serious abuse tradiigynrequired'** Moreover, this
balancing test has been held to permit consolidagieen though some creditors

%6 See, e.g.Eastgroup 935 F.2d at 249 (applying D.C. standard to deezrmvhether to substantively
consolidate entities)n re Lewellyn, 26 B.R. 246, 251 (Bankr. S.D. lowa 198&ijlizing balancing test to
determine approval of substantive consolidatidn)re Snider Bros., Inc., 18 B.R. 230, 234 (Bankr. D.
Mass. 1982) (endorsing balancing of "economic piegidf continued debtor separateness versus the
economic prejudices of consolidation").

197 brabkin v. Midland-Ross Corpln( re Auto-Train Corp., Inc.), 810 F.2d 270, 277 (D.dr.Q1987)
(establishing balancing test to determine apprtgmisss of consolidation in D.C. Circuit).

1% Drabkin, 810 F.2d at 277.

10914, at 276 (citing td-lora Mir andKheelfor establishment of substantial identity).

1014, at 277-78 (holding estate should not be conselitiatinc pro tuncbecause creditor unaware of
interrelationship between entities would be harimgdesulting outcome).

11 see, e.g.Eastgroup 935 F.2d at 249 (explaining proponent of subatantonsolidation must first
show substantial identity between entitidsggwellyn 26 B.R. at 252 (acknowledging substantial idgreg
an important factor in approving substantive coidsdion); Snider 230 B.R. at 237-38 (indicating use of
substantial identity to overrule objections to aditation).
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may have relied upon the separate credit of theodebin dealing with them,
provided that the benefit to the estate of consadilish "heavily" outweighs the harm
to creditors:*? This formulation is inherently unpredictable, aamny to prior law
and (as demonstrated below) the construct favoyethé courts who espouse the
so-called "modern trend."

E. The So-Called "Modern Trend"

Shortly after the enactment of the Bankruptcy Cdlde,Bankruptcy Court for
the Eastern District of Virginia announcedlimre Vecco Construction Industries,
Inc*® the development of a modern or liberal trend imofaof a diminished
standard for the approval of substantive consadtidat

In Veccq the parent company filed a petition for reliefden chapter Xl of the
Bankruptcy Act* Thereafter, the parent's four subsidiaries eachntenced cases
under the then-recently enacted Bankruptcy Cbti€he parent and its subsidiaries
sought substantive consolidation to "ensure theldgment and implementation of
a meaningful Plan of Arrangement®

Notably, substantive consolidation likely would kayeen appropriate Mecco
even under traditional standards. Among other i@md factors, the debtors had
effected ade factopre-petition consolidation and ownership of ak #nterprise's
assets were listed on the combined books of thepaaynas owned by the parent
only**’ Prior to bankruptcy, the parent had also assunfietthe liabilities of the
subsidiaries!® In short, the affiliates had no independent eriste

Notwithstanding that these facts would have sumgbitonsolidation under
traditional standards, théeccocourt gratuitously announced the development of a
new "liberal" trend that favored substantive coit&dlon (presumably at a relaxed
standard which would not have passed muster urglableshed case law) with its
observation that "[d]Jue to the organizational make-evidenced by the now
common-place multi-tiered corporations in existendeday, substantive
consolidation of a parent corporation and its glibsies has been increasingly

12 5ee, e.gEastgroup 935 F.2d at 249 (providing approval of consolimiaas long as benefits "heavily"
outweigh harm)Lewellyn 26 B.R. at 251 (holding creditor reliance shodédeat consolidation unless "it is
clear that the economic prejudice of continued alebtdividuality substantially outweighs the ecoriom
prejudice of consolidation"Bnider 230 B.R. at 238 (suggesting substantive congaidanay be approved
despite presence of creditor reliance).

1134 B.R. 407, 409 (Bankr. E.D. Va. 1980).

14 vecco 4 B.R. at 408 ("The debtor . . . filed a petitifam relief under [c]hapter XI of the Bankruptcy
Act....").

1514, at 409 ("Vecco's four subsidiary corporations filedividual petitions under [c]hapter 11 . . . .").

1014, at 409.

17 See id.at 409 (commenting schedules filed by Vecco list all oé thorporate group's assets and
liabilities, rather than segregating them amongcdécsubsidiaries).

18 gee id.at 408 ("Vecco made little, if any, effort to segmée the subsidiaries' accounts receivable,
disbursements or income. Nor did Vecco attempetpenate the assets or liabilities of the subsatidy).
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utiliz%% as a mechanism to deal with corporatiasmsiog within the purview of the
Act."

Vecco'sannouncement of an unprecedented new trend didgmatnnoticed.
For example, irEastgroup'?® the Eleventh Circuit used the "liberal" trend tort
the traditional doctrine of substantive consolidaton its head. In that case, the
debtors consisted of two partnerships, SMA and GPHW.single chapter 7 trustee
was appointed for both estafé§SMA owned motel properties and GPH operated
them'?® SMA and GPH dealt with each other based upon &emrimanagement
agreement?* Like many other affiliated companies, SMA and GR&tl common
ownership, some common employees, and centralasl managemert

The Eleventh Circuit found two factors critical its substantive consolidation
analysis. First, the estate of GPH was so de@glylvent that it would be unable to
pay the costs of its chapter 7 administration, &l8MA had sufficient assets to
make a distribution to unsecured creditdPsSecond, on at least one occasion, GPH
misled a single roofing contractor into believirigpivned a particular hotel, when
the hotel was, in fact, owned by SMA.In light of the "liberal" trend favoring
substantive consolidation, the court approved sutise consolidation?®

In so doing, however, the court never addressed sulwstantive consolidation
could possibly be fair or equitable to the creditof SMA. Neither SMA nor its
creditors were guilty of any misrepresentation, amd their recovery from the
assets of the comparatively less insolvent compamyld be diluted by the claims
of the administratively insolvent estate. Moreoviilere was no allegation that
GPH and SMA were alter egos or that their affairerevso entangled that
disentanglement would be impossible or prohibitivexpensive. In short, through
the use of its equitable powers, the court ordemetbolidation under circumstances
in which consolidation was manifesilyequitable(harmful to SMA's creditors and
a windfall to GPH's creditors).

Similarly, inIn re Murray Industries, In¢:* the debtors were in the business of
manufacturing boatS? During the course of their chapter 11 cases, #fatcils

1914, at 409.

120935 F.2d 245 (11th Cir. 1991).

121 Eastgroup 935 F.2d at 246-47 (noting SMA was a limited penship and GPH was a corporation).

122506 idat 247.

123 See idat 246 (commenting GPH's sole business was to @paratel businesses owned or leased by
SMA).

124 See id.at 247 (indicating written agreements between SN &PH concerned management and
operation of eleven motel properties).

125 5ee id(discussing affiliations between SMA and GPH).

126 Eastgroup 935 F.2d at 250 n.15. (noting bankruptcy truséstified "that absent consolidation, there
were no funds available" in GPH cases to pay génesecured creditors or to pay administrativera&i

127 See idat 248 (“There is evidence, however, that GPHesgmted—to at least one of the companies
with which it did business, Specialty Roofing an@téfproofing, Inc.—that it owned the property whtre
creditor was to perform certain work, when, in f&WA owned the particular property.").

8 See id248, 251-52.

129119 B.R. 820 (Bankr. M.D. Fla. 1990).

130 5ee Murray119 B.R. at 822 (Bankr. M.D. Fla. 1990) (discngsbusiness operations of debtor).
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sought and were granted authority to sell substiytall their assets, including
their intangible assetd! The single most valuable intangible asset ownedhisy
debtors was the name Chris-Créft.The Chris-Craft name was clearly owned
solely by the parent-holding compaty.Based upon the value of the Chris-Craft
name, if corporate separateness was respectedshdreholders of the holding
company would receive a distribution with respexttheir equity interests and
creditors of the insolvent subsidiaries would reedittle or no recovery>*

In a decision that crystallizes the inherent flamvthe "modern” trend, the court
ordered consolidation based upon its subjectivev\igat the rights of creditors
(even creditors of a completely insolvent compamy)mp the rights ofall
shareholders (even shareholders of a legally distind solvent company3: By
ordering consolidation, the court inequitably defed a recovery to unsecured
creditors at the expense of the stockholders ohaat company.

Other "liberal trend" cases have similarly beenidkst on grounds that pre-
petition lenders and vendors could not have reddgprfareseen when extending
credit’® This is a core danger of the liberal trend—divdréeom its traditional
standards, the remedy becomes inherently unprétictand unsettles many

contractual and state law rights and expectatiasedh upon subjective views of
137

equity.

181 See id.at 826 (noting court-approved sale because purcipaime "far exceeded anybody's
expectations," bidding was fairly conducted, bidgdeere given "sufficient factual information," abididing
was not collusive).

132 5ee idat 831 (stating purchase price paid by OMC was ettfard assets," but rather intangibles like
Chris-Craft name because it was "the only viabtemic endeavor of the operating entities").

133 See id(noting Chris-Craft name was not transferred tosaliaries).

¥ seeid.

1% 5ee idat 832 (“[T]he fact that while creditors may be aibely affected by a substantive consolidation,
this alone is not controlling and the bankruptcyrtenust weigh the conflicting interests which skiobe
balanced in such way as to reach a rough approximttt some rather than to deny justice to all.").

1% geeF.A. Potts & Co, 23 B.R. at 569 (approving consolidation becafsgenefit of alleviating parent
company's short-term cash shortage and facilitabbrfiling of plan of reorganization by increasing
opportunity of consolidated debtors to obtain ldegn financing)see alsdRichton 12 B.R. at 558 (finding
"key factor" to consolidation was its belief equitypuld be best served by paying creditors of debéord
non-debtors from common fund, regardless of thepective asset-to-liability ratios).

137 See, e.g.R2 Insv., LDC v. World Access, In¢ln re World Access, Inc.), 301 B.R. 217, 272 n.57
(Bankr. N.D. lll. 2003). There, the court stated:

Although certain courts have observed a "moderehdrtoward more "liberal"
application of the doctrine ... this Court is skegliof the "liberal" approach. In this
regard, Collier makes the following observationc8ese this area of the law is based
strictly on equitable principles without a statytdrasis, it will continue to evolvén
this area, however, the potential harm to innocergditors on which the [Second
Circuit's] admonition was based should continuediwe the courts pause before
expanding the doctrine, despite the modern trend.

Id. (quoting 2 @LLIER on Bankruptcy § 105.09[1][d] (Lawrence P. King &t eds., 15th ed. 2003))
(emphasis addeddee also Murray119 B.R. at 829 (pointing out there is no cléanus test under modern
trend and cases are to great degree "sui generic").
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In order to fully appreciate the unpredictable alkehitimate nature of the
liberal trend, one need only look at the factSrthat courts adhering to such trend
find relevant to the consolidation inquiry. It hasen said that the dependence by
courts on an endless list of "factors" and "balagciests" (and, worse still, the
combination of factorsand balancing tests) generally belies the fact tha th
doctrine being applied is itself without a firm &dasis-> This is particularly true
of the liberal trend. For example, the followiragtfors are among those that courts
applying the liberal trend have considered in eatithg substantive consolidation:

1. The presence or absence of consolidated finartai@ments.
2. The unity of interest and ownership between varicarporate
entities.

3. The existence of parent and intercorporate guagardtloans.
4. The degree of difficulty in segregating and asdeirg
individual assets and liabilities.

5. The transfer of assets without formal observanceooporate
formalities.

6. The commingling of assets or business functions.

7. The profitability of consolidation at a single Idican.**°

8. The parent owns a majority of the subsidiary'skstoc

9. The entities have common officers or directors.

10. The subsidiary is grossly undercapitalized.

11. The subsidiary transacts business solely with #rerg.

12. Both entities disregarding the legal requirements tioe
subsidiary as a separate corporatitn.

1% |t has been recently argued that a “factor ansllyisi a vital component of "modern substantive
consolidation jurisprudenceSeeAmera,supranote 97, at 12 ("Accordingly, the ‘factor analygioperly
remains influential in modern substantive consaiaajurisprudence and it is critical to an undansting of
this doctrine that its genesis wimsan attempt to determine whether related entiibssed the corporate
form such that artificial corporate structures sldbe ignored and the entities' assets should lmdegiofor
distribution for creditors’) (emphasis added). Unfortunately, many (if notsthof the factors considered in
"liberal trend" cases have little to do with detemimg whether a debtor abused its corporate form.

139 SeeSabin Willett, The Doctrine of Robin Hood—A Note on "Substantiveslidation 4 DEPAUL
Bus. & Com. L.J. 87, 102 (2005) ("When the informing princigifa 'doctrine’ was so vacuous, one could
be pretty sure what was coming: factors. Rathen tthefine the doctrine, the courts would list fastor
preferable lots of factors. So it went with substen consolidation.");see also In rePermian Producers
Drilling, Inc., 263 B.R. 510, 518 (W.D. Tex. 2000 Wi]hile several courts have recently attempted to
delineate what might be called the 'elements ofsaligation,'... only real criterion is... the economic
prejudice of continued debtor separateness velngusdonomic prejudice of consolidation.").

10 These first seven factors are the so-caMetco factors. SeeVecco 4 B.R. at 410 (stating and
elaborating on seven factorsge alsdn re Mortgage Inv. Co., 111 B.R. 604, 610 (Bankr. W.Dx.TE990)
(applyingVeccofactors); Holywell Corp. v. Bank of N.Y., 59 B.B40, 347 (S.D.Fla.1986) (same).

11 Factors eight through twelve are set forth in RenBenefit Guaranty Corp. v. Ouimet Corp., 711dF.2
1085, 1093 (1st Cir. 1983) (establishing and apgiyactors eight through twelvejee alsdNesbit v. Gears
Unlimited, Inc., 347 F.3d 72, 87 n.7 (3d Cir. 20@8pting First Circuit inPension Benefitpassed five
nonexclusive factors a court should consider whentemplating substantive consolidation'lyy re
Chateaugay Corp., 141 B.R. 794, 801 (S.D.N.Y. 19@Rborating on court's application of factors in
PensionBenefi).
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13. The existence of a single integrated cash managemen
systenm.*?

14. The use of a common name by parent and subsitffary.

15. The common use of intercompany transactighs.

While a few of these factors are relevant to thasotidation inquiry (e.g.,
commingling and disregard of the corporate formgnynmore are routine corporate
relationships having no bearing on whether thengtrpresumption in favor of
corporate separateness should be ignored (e.gmoarmwnership, integrated cash
management, common board members, é‘ﬁ:A\nd some of these factors are
internally inconsistent and contradictory. For repée, several courts have
identified the presence of guaranties as a factiglhing in favor of substantive
consolidation, presumably because such guaranteeg\adence of an identity of
interest among the debtdf$.But guaranties may also be the best possible evide
that an objecting creditor knew it was dealing wstfparate entities, thus cutting
against substantive consolidatitSh.

142 5ee In reGC Cos., Inc., 274 B.R. 663, 672 (Bankr. D. D@I02), aff'd in part, rev'd in part on other
grounds 298 B.R. 226(D. Del. 2003) (approving consolidation becausepmgnother things, debtors
utilized a single integrated cash management system

143 5eeGC Cos., Ing 274 B.R. at 672 (relying upon, among other thjrexistence of common corporate
name to approve substantive consolidation).

144 See id(finding use of intercompany transactions helpesupport substantive consolidation).

145 See generally Owens Corningfl9 F.3d 195 (3d Cir. 2005) (denying consolidatiwen with existence
of certain factors)see also World Acces301 B.R. at 276 ("It is true that certain of faetors set forth in
Eastgroup Propertiess potentially relevant to the required prima dashowing are present here. The
Debtors published consolidated financial statements they filed consolidated tax returns; thisranity of
ownership; the companies have overlapping offieerd boards of directors; and there are intercotpora
guarantees (includingnter alia, the guaranty by New World Access of the ConvéatiNotes) and a
centralized cash management system. These phenam&nhowever, quite common in today's corporate
groups. The same is true of the high level corpooaersight services that New World Access officerd
administrative staff provided with respect to caslnagement, insurance, tax compliance, and legal
functions. While these factors have some relevandbe propriety of consolidation, other more intpat
factors have not been established in this casédimg the commingling of assets, poor record kegpi
causing great difficulty in the segregation of widual assets and liabilities, and transfers madbowrt
formal observance of corporate formalities.").

16 SeeVeccq 4 B.R. at 410 (listing existence of parent artdriworporate guarantees as factor in favor of
consolidation);In re Drexel Burnham Lambert Group Inc., 138 B.R. 7236 {Bankr. S.D.N.Y. 1992)
(pointing to numerous intercompany guarantees poaye consolidation).

147 See, e.gAugie/Restivp860 F.2d at 519 ("The course of dealing and exfieogin the instant case do
not justify consolidation . . . . MHTC also operated the assumption that it was dealing with separat
entities. MHTC thus sought and received a guarafntee Augie's of MHTC's loans to Augie/Restivo in
1985, including a subordinated mortgage on Augiegd property.");Gulfco, 593 F.2d at 928 ("The court
was not authorized to eliminate the guaranteesimgnio ICB and the Pratts absent compelling eqlétab
reasons for doing so."MWorld Access, In¢c.301 B.R. at 287(stating guaranties to WorldCompsuted
court's finding that creditors did not deal withbttes as a "single economic unit" and there was no
"substantial identity among debtorslf); re 599 Consumer Elecs., Inc., 195 B.R. 244, 249 (Ba®kD.N.Y.
1996) ("The Court iugie/Restivepecifically held that a bank's insistence on sspdoan guarantees by
related corporations displays an understanding tthetrelated corporations are separate entitieln"jg
Donut Queen, Ltd., 41 B.R. 706, 711 (Bankr. E.D.N1984) ("Dunkin' Donuts point to the fact that LIT
required both Donut Queen and Bapajo to guararitedoan to Westbury Donuts as indicative of an
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The undue emphasis of factors on a checklist (éslhewithout any distinction
between those factors demonstrating abuse and thoses simply demonstrating
common ownership) makes the application of this ntbraof substantive
consolidation less predictable and more arbitragntif based upon the length of
the Lord Chancellor's fodt? Given the bankruptcy and nonbankruptcy rights and
expectations set aside by substantive consolid&tiothe very validity of the
doctrine requires more—that is, more predictablee@mmes and more respect for
basic corporate and bankruptcy principles.

interconnection between these former entities. Thigt derives a contrary implication from the erde.
LIT recognized the limited financial resources o&$tbury Donuts as a distinct economic unit. Intligh
Westbury Donut's limited creditworthiness, LIT ré@ed the additional assurances of two distinct ecoin
entities and required formal guarantees in recagnithat they were indeed distinct. In essence, kibtin
Donuts is attempting to capitalize on the busireessmen of LIT, notwithstanding that it, Dunkin' Duts,
has failed to exercise the same degree of dilignce

148 As noted by the Supreme Court@rupo Mexicano de Desarrollo, S.A. v. Alliance Bénhd, Inc,
527 U.S. 308 (1999), unbounded judicial discreteads to arbitrary results because of subjectit®n® of
equity:

If, indeed, a Court of Equity in England did posst® unbounded jurisdiction, which
has been thus generally ascribed to it, of comggttontrolling, moderating, and even
superceding the law, and of enforcing all the sglats well as charities, arising from
natural law and justice, and of freeing itself frat regard to former rules and
precedents, it would be the most gigantic in itsagwand the most formidable
instrument of arbitrary power, that could well bevided. It would literally place the
whole rights and property of the community undeg #rbitrary will of the Judge,
acting, if you pleasegrbitrio boni judicis and it may beex aequo et bonaccording
to his own notions and conscience; but still actmigh a despotic and sovereign
authority. A Court of Chancery might then well desethe spirited rebuke of Seldon;
"For law we have a measure, and know what to tastEquity is according to the
conscience of him, that is Chancellor; and asithktrger, or narrower, so is Equity. T
is all one, as if they should make the standardtermeasure the Chancellor's foot.
What an uncertain measure would this be? One Chanbas a long foot; another a
short foot; a third an indifferent foot. It is th@ame thing with the Chancellor's
conscience.

Id. at 332-33 (quoting 1 Commentaries on Equity Juidence § 19, at 21).

149 SeeWoburn Assocs. v. Kahrn( re Hemingway Transport, Inc.), 954 F.2d 1, 11-12 @ist 1992)
(describing rights set aside by substantive codatitn);see alsdn re Steury, 94 B.R. 553, 554 (Bankr.
N.D. Ind. 1988) (highlighting substantive consotida effects on bankruptcy rights); Kosjpranote 6, at
446-47 ("Consolidation would deny creditors thedfrof their bargain . . . . Substantive consdiiola can
add a large element of uncertainty to credit tratisas, which thrive on certainty. Uncertainty ieases
credit costs. More fundamentally, it seems blataotijair to change the ground rules ex post fact@mon
creditor who did exactly what corporate law allomsmely, reliance on the individual credit of adkeg
entity. Thus, equity and efficiency's demand foeacl and certain rules requires that we protect the
expectations of contract creditors who justifiabbntracted in reliance on the sole credit of 'tH{@iealthier)
creditor.").
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I1l. SUBSTANTIVE CONSOLIDATION AND THE BANKRUPTCY CODE

As stated above, the Bankruptcy Code has no speqmibivision that authorizes
substantive consolidation in business ca¥&3espite this lack of express authority,
it has been held that the "equitable power [of ®ifve consolidation]
undoubtedly survived the enactment of the Bankgu@ode" and "[n]o case has
held to the contrary*™

While the reported decisions appear to uniformlyldhthat substantive
consolidation remains a viable remedy under the kBgricy Code, several
commentators have suggested that the doctrine isnger valid™>? The arguments
against the continued viability of substantive aditkstion primarily focus on (i) a
bankruptcy court's authority to apply a remedy expressly provided for in the
Bankruptcy Code and (ii) a federal court's inapilitb fashion new equitable
remedies. As demonstrated below, while these aggtsrshould not be a bar to the
enforcement of traditional notions of substantivagsolidation, they do demonstrate
the illegitimate nature of the liberal trend.

A. The Liberal Trend Violates Section 105 of thelBaptcy Code

Courts have traditionally located the authority $oibstantive consolidation in
section 105 of the Bankruptcy Cotfé The argument against the continued vitality
of substantive consolidation goes as follows: $ectiO5, standing alone, cannot
authorize any remedy. As noted by the SupremetCbunatever equitable powers
remain in the bankruptcy court must and can onlgxercised within the confines
of the Bankruptcy Code™ Similarly, it is well settled that section 105rist an

1%0 seeAugie/Restivp860 F.2d at 518 (“Substantive consolidation haexpress statutory basis but is the
product of judicial gloss.")ponut Queen4l B.R. at 708—09 (noting power to consolidafgasate corporate
debtors comes from general equity jurisdictiosge alsoFED. R. BANKR. P. 1015, Advisory Committee
Note (1983) ("[Rule 1015] does not deal with thexsmlidation of cases involving two or more separate
debtors . . .. Consolidation . . . is neither autted nor prohibited by this rule.").

*' Bonham 229 F.3d at 765.

132 seeDaniel B. BogartResisting the Expansion of Bankruptcy Court Powedés Section 105 of the
Bankruptcy Code: The All Writs Act and an Admonitimm Chief Justice MarshalB5 ARiz. ST. L.J. 793,
810-11 (2003) (arguing substantive consolidationy mat be fair to all creditors); Judith Resnik,
Constricting Remedies: The Rehnquist Judiciary, gtess, and Federal Powe78 IND. L.J. 223, 266
(2003) (noting bankruptcy judges are restraineth@ir ability to order substantive consolidationcs it is
not detailed in Bankruptcy Code); J. Maxwell Tuck@rupo Mexicano and the Death of Substantive
Consolidation 8 AM. BANKR. INST. L. REV. 427, 428 (2000) ("In light of the Grupo Mexicanecision, the
20th Century doctrine of substantive consolidatbould be pronounced dead.").

153 gection 105(a) of the Bankruptcy Code providepéntinent part: "The court may issue any order,
process, or judgment that is necessary or apptepiacarry out the provisions of this title." 11S.C. §
105(a) (2006)See Owens Corning19 F.3d at 208 (noting section 105(a) of Bantay©Code gives courts
authorization to exercise substantive consolidatidtatherine D. Kale,Securitizing the Enterprise:
Enterprise Liability and Transferred ReceivablesBankruptcy 20 BANKR. DEv. J. 311, 331-32 (2003)
(commenting how bankruptcy courts, despite notripedpecifically authorized," rely on section 105i@)
order substantive consolidations).

134 Norwest Bank Worthington v. Ahlers, 485 U.S. 1206 (1988).
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authorization to convert the court into a "rovingmmission to do equity®™ and
may be used only to implement powers already egpref the provisions of the
Bankruptcy Codé>® Therefore, since there is no specific statute arigimg
substantive consolidation, so the argument godsstantive consolidation is not
authorized and is illegitimaté!

As to traditional substantive consolidation presepis line of argument fails
for several reasons. First, tlsampselline of cases (i.e., the first prong of the
Augie/Restivatest) expressly relies upon state law (or the rilddeommon law
analogue of state law}® As a result, reliance on section 105 is wholly eressary
for this theory of substantive consolidation beeadlke power to consolidate
devolves from nonbankruptcy law. Second,Kiheel"hopeless intermingling” line
of cases (i.e., the second prong of fggie/Restivaest), simply represents the
courts' efforts to do "rough justice” and is esmsdiyta consensual remedy because
all creditors benefit>® Moreover, the exercise of substantive consoligeitinthese
"hopeless intermingling” cases implements and ifat#ls the trustee's duties under
section 704(1) of the Bankruptcy Code to "closehsestate as expeditiously as is
compatible with the best interests of the parties iriterest*® Third, the
Bankruptcy Code expressly provides that a chapiteplan may provide for the

155 5ee, e.g.United States v. Sutton, 786 F.2d 1305, 1308 (5th1986) (“[S]tatute does not authorize the
bankruptcy courts to create substantive rights Hrat otherwise unavailable under applicable law, or
constitute a roving commission to do equity."); &ef v. Wal-Mart Stores, Inc., 52 F.3d 1294, 130t (5
Cir. 1995) (stressing powers under bankruptcy s&dtigdo] not . . . constitute a roving commissiando
equity").

%6 See In re Kmart Corp359 F.3d 866, 871 (7th Cir. 2004) ("[T]he powerbnferred by [section]105 is
one to implement rather than override."); Schwartaquatic Dev. Group, Inclif re Aquatic Dev. Group),
352 F.3d 671, 680 (2d Cir. 2003) (affirming prowiss contained in section 105(a) are meant to beuta@
within parameters of Bankruptcy Code itself);re Tropical Sportswear Int'l Corp., 320 B.R. 15, B&ufkr.
M.D. Fla. 2005) (remarking how section 105(a) is metant to overrule "other provisions of . . . Bankcy
Code").

57 Tucker, supranote 152, at 447 (commenting that no specificutajave courts power to authorize
substantive consolidation). A somewhat related,dgutally unavailing, argument is that, because Gssy
has specifically authorized the substantive codatitin of the estates of spouses, Congress intetuded
prohibit the remedy as to all other parti€ee, e.g.Bogart, supra note 152, at 810 (indicating that
bankruptcy courts do not know how to "take the'hwlien Congress limits their power). Given, however
the well-settled nature of the remedy under thekBgstcy Act (the Supreme Court decid@dmpselmore
than thirty years prior to enactment of the BankeypCode), it can be assumed that Congress wowld ha
specifically mentioned the doctrine if it intend@deliminate it.See, e.g.Dewsnup v. Timm, 502 U.S. 410,
419 (1992) (commenting that if there is a welllsdtpre-Code practice, it is assumed "Congress hast
enacted the Code with a full understanding of ghisctice . . . . When Congress amends the bankruptc
laws, it does not write 'on a clean slate.' Furtfae, this Court has been reluctant to accept aggtsrthat
would interpret the Code, however vague the pdaicanguage under consideration might be, to effec
major change in pre-Code practice that is not thigiest of at least some discussion in the legigati
history.").

%8 SeesupraPart I1.A (describing early substantive consolinatcases).

9 5ee Kheel369 F.2d at 847.

18011 U.S.C. § 704(1) (2006%eeRyan W. JohnsorThe Preservation of Substantive Consolidatian.
BANKR. INST. J., July/Aug. 2005, at 44, 63 (commenting whentémisittempts to substantively consolidate
two entities because they are too "intermingledeféicient administration, [section] 105(a) of tBede may
be invoked in furtherance of the trustee's dutysiction] 704 to close the estate expeditioushyd tm
examine and object to proofs of claim.").
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"merger or consolidation" of the debtor with anotmatity!®* As a result, the

Bankruptcy Code provides sufficient statutory peatis for the use of section 105
to authorize substantive consolidafin(at least substantive consolidations that
involve true consolidations and not just "deemamtisolidations).

This does not mean, however, that the BankruptayeGuovides a valid basis
for any brand of substantive consolidation. Inddkd so-called liberal-trend cases
find no basis in the Bankruptcy Code. First, thereo authority in the Bankruptcy
Code to consolidate entities if such entities wduwddre been respected as separate
entities under applicable nonbankruptcy f&Windeed, "[tlhe more the power of
substantive consolidation departs from traditionail-piercing, the harder it is to
locate the power inside the Bankruptcy Cotfé As a result, the more liberal the
application of substantive consolidation, the mbkely a court will find the
doctrine is invalid altogether. Second, the libérand was only announceafter
the enactment of the Bankruptcy Code, while thetritee of substantive
consolidation was developagtior to the enactment of the Bankruptcy Cdtfe.
Assuming that Congress intended to preserve théridecthere is no basis for
concluding that the doctrine survived enactmenthef Bankruptcy Code in some
watered-down form. Third, there can be no displidt section 105 cannot be used
to nullify other, more specific provisions of theakruptcy Codé®® Substantive
consolidation, however, often contradicts multigdetions of the Bankruptcy Code,
such as a creditor's right to vote on the plartotiebtor (and that plan alort&),a
creditor's right to demand that its debtor's plan ib the "best interests" of

181 see11 U.S.C. § 1123(a)(5)(C) (2006) (notwithstandimy otherwise applicable non-bankruptcy law,
chapter 11 plans may provide for "consolidatiortha debtor with one or more persons . . . s&e also
Daniel J. CarragheiThe Narrowing Preemptive Power of Chapter AM. BANKR. INST. J., Feb.2004,at
32,33 (2004) (listing requirements needed for filing of chapldr plans); Tuckersupranote 152, at 448
(indicating section 1123(a)(5)(C) of Bankruptcy @agives bankruptcy court power to order consolafati
onlg/ if chapter 11 plan is on file).

162 5eeln re WorldCom, Inc., No. 02-13533, 2003 Bankr. LEXI14at *103 (Bankr. S.D.N.Y. Oct. 31,
2003) ("The Bankruptcy Code itself contemplated théostantive consolidation may be used to efféetaa
plan of reorganization."see also In r&tone & Webster, Inc., 286 B.R. 532, 540-43 (BabkiDel. 2002)
(finding statutory basis for allowance of substamttonsolidation in chapter 11 casedfandard 154 B.R.
at 567 (stating section 1123(a)(5)(C) provides @ulyrce of statutory reference for consolidation).

183 See In reA.H. Robins Co., 182 B.R. 128, 134 n.5 (Bankr. EMa. 1995) (explaining equitable
provisions exercised by courts must be 'strictlgfemed’ within established boundaries set forthGmde);
see alsoTucker, supra note 152, at 449 ("Section 105 cannot be usedxparel the use of section
1123(a)(5)(C) outside the context of a chapter thh @ince 'when a specific Code section addresses a
issue, a court may not employ its equitable poweehieve a result not contemplated by the Cgde.™

164 Baird, supranote 50, at 21.

165 SeesupraPart II.A (describing early substantive consolislatases).

186 See In reCombustion Eng'g, Inc391 F.3d 190, 236 (3d Cir. 2004) ("The generahgiof equitable
power contained in [section] 105 cannot trump dpegrovisions of the Bankruptcy Code, and must be
exercised within the parameters of the Code it3eBee also In rZale Corp., 62 F.3d 746, 760 (5th Cir.
1995) ("A [section] 105 injunction cannot alter #mer provision of the [Clode.").

17 Seell U.S.C. § 1126(a) (2006) (“The holder of a claiminterest allowed under section 502 of this
titte may accept or reject a plan. If the Unitedt8$ is a creditor or equity security holder, teer8tary of
the Treasury may accept or reject the plan on behéte United States.").
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creditors'® a creditor's right to impose the "absolute prdritule,

and a
creditor's right to enforce the seniority of itsiohs’’® These contraventions of
bankruptcy law are exacerbated if substantive dadeton is granted on a
nonconsensual basis based upon facts that wouldsuqmort the disregard of
corporate separateness under nonbankruptcy lawrtt;anany of the liberal-trend
cases are "deemed" consolidations,, consolidations for distribution purposes
only. Because section 1123(a)(5)(C) contemplates aatual consolidation,
nonconsensual "deemed" consolidations appear kostatutory authority. In short,
section 105 is not and cannot be the basis fointpeementation of a "liberal” form
of substantive consolidation.

169

B. The Liberal Trend Violates the Holding of Grudexicano

In Grupo Mexicano de Desarrollo, S.A. v. Alliance Bdfuhd, Inc,'’* the
Supreme Court held that federal courts lack théaiy to enjoin pre-judgment
transfers of assets because there was no legeshatithority for that extraordinary
remedy and because such remedy did not exist adbption of the Judiciary Act
of 17892 Specifically, the Court held the following:

The equitable powers conferred by the Judiciary éfci789 did
not include the power to create remedies previouslknown to
equity jurisprudence. Even when sitting as a co@irequity, we
have no authority to craft a "nuclear weapdh'of the law
advocated her€’

Arguing by analogy, some commentators contend t@tGrupo Mexicano
doctrine invalidates substantive consolidation,alpse substantive consolidation
did not as exist as a doctrine until the SupremeaurCdirst announced it

1% Seell U.S.C. § 1129(a)(7) (2006) (providing eachelisimg creditor must receive at least as much as
such creditor would have received in liquidation).

169 Seel1l U.S.C. § 1129(b)(2)(B) (2006) (preventing ecjuitiflers from recovering or retaining any
property unless unsecured creditors are paid I fdbnsolidation of a valuable subsidiary with jitarent
allows the parent to continue to own the subsidiaithout payment in full to the subsidiary's cteds.

10 5ee11 U.S.C. § 510(a) (2006) ("A subordination agreeme enforceable in a case under this title to
the same extent that such agreement is enforceatitr applicable non-bankruptcy law.").

71527 U.S. 308 (1999).

2 Grypo Mexicanp527 U.S. at 332.

13 The Supreme Court used the phrase "nuclear wedpatescribe the specific injunction—the so-called
Marevainjunction—at issue iGrupo MexicanoThe injunction has been described as a "nucleapan of
the law," both because it is a "powerful tool ohgeml creditors" and completely contrary to presigu
well-established law (the fird¥lareva injunction issued in 19755ee id.at 327-29 (explaining English
Court of Appeal decision iMareva Compania Naviera S.A. v. International Bakkiers S.A, 2 Lloyd's
Rep. 509 (1975)).

Y41d. at 332.
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approximately 150 yeaufter the enactment of the Judiciary A¢t.This argument
is deficient, at least as to "traditional" notiafssubstantive consolidation. First, as
set forth above (and unlike iBrupo Mexicand, there is statutory authority for
substantive consolidatid® Second, even the proponents of @Bisipo Mexicano
argument concede that federal courts have the pdweinvoke substantive
consolidation when they "follow state corporate laiter ego' principlest*’ Third,
Sampselwas decided two yeasdter the Supreme Court held that a federal court's
equitable authority "is an authority to administeequity suits the principles of the
system of judicial remedies which had been devésetiwas being administered by
the English Court of Chancery at the time of thgasation of the two countries’

In other words, the Supreme Court approved a t@ariconsolidation remedy in
Sampselkwo yearsafter it held that the equitable authority of a federalrt was
"frozen" as of 1789. Obviously, if the Supreme @owas not concerned that
substantive consolidation was unavailable undetidiciary Act of 1789, neither
should courts today, at least as to the traditionahcepts of substantive
consolidation.

Notably, however, the "liberal" application of stdogtive consolidation likely
runs afoul of the holding oGroup Mexicano The liberal form of substantive
consolidation is analogous to tMarevainjunction at issue iGGrupo Mexicandn
at least two important ways. First, both are digant departures from prior
practice. As described in Part II.A, the liberalroodern trend cases advocate a
relaxed standard for substantive consolidationpitkeshe fact that the courts of
appeal are unanimous that the remedy should berseldtsed. Similarly, the
Marevainjunction was a "dramatic departure from prioagice.*’® Second, both
the Mareva injunction and the liberal trend cases would b&sam overwhelming
advantage to certain creditors, an advantage rgnagited by any legislature (as
colorfully described by the Supreme Court, a "nacleveapon of the law™°
Notably, it was the perceived abuse of this judiigiereated equitable doctrine that
caused the Supreme Court to invalidate the pracltmgether. Similarly, the
unchecked "liberal” expansion of substantive cadatibn could lead to its own
demise.

175 see, e.g.Tucker,supranote 152, at 42728 (indicating remedy of substantbnsolidation was not a
remedy available to the English Court of Chancart789 and thus "should be pronounced dead"); Baird
supranote 50, at 20 (discussitigrupo Mexicandolding against recently developed doctrine of trit/e
consolidation).

176 SeesupraPart 111.A (discussing statutory authority for stérstive consolidation).

17 see, e.g.Tucker,supranote 152, at 431 (stating limitation on federalitghle powers is not invoked
where federal courts follow state corporate lavietatgo” principles in consolidation of corporaspn

178 Atlas Life Ins. Co. v. W.I. S., Inc., 306 U.S. 5&88 (1939)see alsdviarkham v. Allen, 326 U.S. 490,
494 (1946) (stating federal courts lack equitahi¢harity to probate wills because there was no such
equitable authority under Judiciary Act of 1789).

9 Grupo Mexicanp527 U.S. at 328.

180 See id.at 329; se alsoCredit Agricole Indosuez v. Rossiyskiy Kredit Bar®id N.Y.2d 541, 550-51
(N.Y. 2000) ("[W]idespread use oMarevainjunction] would drastically unbalance existingditors' and
debtors' rights.").
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IV. OWENS CORNING AND THEREJECTION OF THELIBERAL TREND

Owens Corning, one of the largest manufacturersoofing and insulation
materials in the United States, filed a case uptapter 11 of the Bankruptcy Code
on October 5, 2008 Owens Corning's chapter 11 filing was necessitatedts
substantial tort liability, estimated by the DistriCourt of Delaware to be $7
billion.*®? Through 1973, Owens Corning and its subsidiarydfibard Corporation
produced various products containing asbestos—anafift that has been found to
cause asbestosis and other respiratory diseas#spafionged exposur&* Even
though Owens Corning and Fibreboard Corporationrteagproduced any asbestos-
containing products for more than twenty-five yeatiseir asbestos liability
continued to mount because of the long latencyodefor certain asbestos-related
disease’$® and the resulting "elephantine md&&bf asbestos litigation—arguably
involving many "unimpaired" claimants with no diseable injury:®’ As with
numerous other manufacturers, Owens Corning wablera properly defend or
settle the numerous claims brought against it aog|st bankruptcy protectidf®

81 Owens Corning322 B.R. at 719.

18214, at 725 (estimating dollar amount of debtor's liatility based on litigation projections).

183 1d. at 722 (identifying other asbestos-containing prtsiudistributed by Owens Corningdee, e.g.
John P. Kincadelssues in School Asbestos Hazard Abatement Libigali6 . MARY'S L.J. 951, 953
(1985) ("Asbestos is the generic name for naturadigurring minerals which separate into fiber.&e slso
Owens Corning and Fibreboard Corporation Announcergér AgreementPRNEWSWIRE, May 28, 1997,
http://lwww.prnewswire.com/cgi-bin/stories.pl?ACCT34K.STORY =/www/story/

127865&EDATE= (commenting on Fibreboard's committrterresolving company's asbestos problems).

18 See, e.g.Brennan v. Norton, 350 F.3d 399, 415 n.11 (3d 2003) (Asbestos is "a 'toxic material,’
whose ‘fibers break down into microscopic, friapketicles that can be easily inhaled. Friable pledi
remaining in the lung often produce asbestos mtlatseases such as asbestosis, lung cancer, and
mesothelioma." (quoting Arthur A. Schuld2ecovering Asbestos Abatement GalisG=0. MASON U. L.
REv. 451, 452-53 (1988))); Michelle J. WhitAsbestos Litigation: Procedural Innovations and &or
Shopping 35 J.LEGAL STUD. 365, 367 (2006) ("Asbestosis and mesotheliomaatie uniquely associated
with asbestos exposure.9eegenerallyTeg-Paradigm Envtl., Inc. v. United States, 2008.WApp. LEXIS
24520, at *1-3 (determining that asbestos-contginiaterial must be abated to comply with tradearakt

185 SeeOrtiz v. Fibreboard Corp., 527 U.S. 815, 822 n99@) (stating latency period for certain asbestos-
related diseases is forty years or moseg alsdrichard L. RevesZnvironmental Regulation, Cost-Benefit
Analysis, and the Discounting of Human Liv@3 CoLuM. L. REv. 941, 952 (1999) ("The use of asbestos
products does not necessarily result in immediaj@sure; instead, exposure occurs when the product
containing the asbestos begins to disintegrate.").

1% Fibreboard Corp, 527 U.S. at 821 (1999) (submitting elephantinesraf asbestos tort claims prompts
litigation); see In reJoint E. & S. Dist. Asbestos Litig., 237 F. Sup@ 297, 335 (E.D.N.Y. 2002)
(suggesting federal legislation as most approprieselution to problem of "elephantine mass of skl
[litigation]" (quoting Fibreboard Corp, 527 U.S. at 821)).

%7 See In reFederal-Mogul Global, Inc. 330 B.R. 13839 (D. Del. 2005) (analyzing expert testimony
regarding asbestos-related injury from previousesgpsGriffin B. Bell, Asbestos Litigation & Tort Law:
Trends, Ethics & Solutions: Asbestos & the Sleefiogstitution 31 FEPP L. REV. 1, 1 (2003) ("Asbestos
litigation now stands as the only part of our teystem in which people who can show no real physica
injury are routinely allowed to recover.").

188 Credit Suisse322 B.R. at 720 (stating company filed bankruptdyen there were approximately
188,000 pending claims against gge, e.g.Nat'l Cas. Co. v. First State Ins. Group, 430 F94d, 494 n.1
(1st Cir. 2005) ("[Cllaims pressed against asbestasufacturers, are now rare: the pool of fundslale
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A. Owens Corning's Corporate and Capital Structure

Owens Corning Delaware, the corporate parent of @weens Corning
companies, is both a holding company and an operabmpany® It was Owens
Corning Delaware that produced and sold asbestogining products? Owens
Corning Delaware owns numerous domestic and forsigpsidiaries, including
Fibreboard Corporatiott*

In 1997, Owens Corning Delaware entered into a i#i®rb credit agreement
with its pre-petition lenderS? Because of Owens Corning Delaware's well-known
(but then-unquantified) asbestos liability, the -petition lenders insisted upon
guaranties from Owens Corning Delaware's "significubsidiaries™® Other than
the guarantor liability and certain inter-companyligations, the guarantor
subsidiaries had essentially no debt and, in ceitastances, extremely valuable
assets, such as Owens Corning's intellectual properd the stock of its foreign
subsidiaries?

B. The Substantive Consolidation Motion

In January 2003, the Owens Corning debtors filedhapter 11 plan that
provided for the substantive consolidation of te&ake of Owens Corning Delaware
and seventeen of its debtor and non-debtor submisi® Substantive
consolidation would have had the effect of elimimgtthe Banks' guaranties, thus

to cover this type of claim was largely depletedty 1990s as the asbestos manufacturers wentuprikr
Combustion Engig391 F.3d at 201 ("[M]ounting asbestos liabilitieave pushed otherwise viable
companies into bankruptcy.").

189 5ee Owens Corning19 F.3d at 200 n. 3 ("Owens-Corning Fiberglasshfiology, Inc . . . was created
as an intellectual property holding company to WwHidwens Corning Delaware] assigned all of its dstice
intellectual property."); A History of Innovatiorhttp://www.owenscorning.com/acquainted/about/histor
(last visited Oct. 30, 2006) (providing overview@fvens Corning company history).

1% geeDana K. Astrachan, Note, Anderson v. Owens-Corifiigrglass Corp Asbestos Manufacturers
and Strict Liability: Just How Strict Is 1§23 . L.J. 1807, 1846 (1992) (noting instance where Owens
Corning manufactured products containing asbestos); History of Innovation: The 1990s,
http://www.owenscorning.com/acquainted/about/higtdi990.asp (last visited Oct. 30, 2006) (givingebr
synopsis of asbestos litigation against Owens @gjni

191 See Owens Corningtl9 F.3d at 200 n.3 (describing Owens Corningaete's corporate structure,
including its ownership of Fibreboard Corporation)illiam S. Katchen,Lessons on Substantive
Consolidation: Third Circuit Reverses Order Subsitagly Consolidating Owens Cornin&ept. 19, 2005,
available athttp://www.duanemorris.com/alerts/alert1969.htntisg Owens Corning acquired Fibreboard
Corporation prior to 1997).

12 Owens Corning419 F.3d at 201 ("A $2 billion loan from the Bartik OCD closed in June 1997.").

193|d. ("At this time OCD faced growing asbestos liapiéind a poor credit rating that hindered its ayilit
to obtain financing. When CSFB was invited to suhbanbid, it included subsidiary guarantees in #rens
of its proposal.").

194 |d. at 200 n.3 (stating Owens Corning Delaware haellegtual property assets valued at over $500

million).
195 1d. at 201-02 ("OCD and seventeen of its subsidiaGefiectively, the "Debtors") . . . and certain
unsecured creditor groups . . . proposed a rearghon plan . . . predicated on obtaining 'substant

consolidation' of the Debtors along with three fzbtor OCD subsidiaries.").
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making the substantial value of the subsidiarieslable to all creditors of Owens
Corning Delawaré? Not surprisingly, substantive consolidation wapmarted by
nearly every significant creditor constituency bé tparent (except, of course, for
the pre-petition bank lenders).

C. The District Court Decision

The District Court of the District of Delaware cateyed the substantive
consolidation issue in the context of theto-Trainbalancing test, as interpreted by
Eastgroup™®® In a decision that perhaps best embodies the digpable nature of
the liberal trend, the district court held that theponents had met their twin
burdens of demonstrating both a substantial idemtihong the companies to be
consolidated and the benefits to be achieved bgdmation'®® As to substantial
identity, the district court found determinativatlfi) a central committee exercised
common control over decision making for the sulasids and (ii) the subsidiaries
were chiefly created for tax reasdfsIn other words, there was not a hint that
Owens Corning had committed any fraud or in any Wwagl abused its corporate
form to the harm of a single creditor. Similadlige district court found substantive
consolidation would be beneficial because it wdigiceatly simplify and expedite”
emergence from chapter 11 and because it wouldatsbvany hypothetical
challenge to Owens Corning's books and recfdslotably, these benefits are
likely present in every case because substantimsatidationalways streamlines
issues (granting a plaintiff a judgment without thherden of actually proving its
case certainly expedites trials) and creditors alarayschallenge book entries. If
the extraordinary and seldom-used remedy of sutdgtalonsolidation can be
deployed on such facts, then the remedy is negéaordinary, nor will it be
seldom used. But this is the legacy of the libérahd—creating a testlways
satisfied.

1% See id.at 202 (describing how substantive consolidatipeols all assets and liabilities of the
subsidiaries into their parent and treats all ckaamainst the subsidiaries as transferred to thenpa

17 Owens Corning419 F.3d at 202 (“The Banks objected to the psegoconsolidation.”). Due to a
conflict between its bank and bondholder membés,dfficial committee of unsecured creditors toak n
position on consolidation.

19 Owens Corning316 B.R. at 170. Notably, the district court atéted Augie/Restivpbut significantly
diluted Augie/Restivo'sactual holding.Id. at 171. In Augie/Restivp the Second Circuit held that
consolidation is appropriate if the affairs of ta@mpanies were so hopelessly entangled "that ddiasioh
will benefit all creditors."Owens Corning860 F.2d at 518 (emphasis added). In a subtlenbportant
difference, theOwens Corninglistrict court described thiugie/Restivestandard as "whether the affairs of
the two companies are so entangled that consditatill be beneficial’ Owens Corning316 B.R. at 171.

199 Owens Corning316 B.R. at 172 ("I have concluded that substantbnsolidation should be permitted,
not only because of its obvious advantages . t also because | see no reason why the Banks' ckaimot
be appropriately dealt with in a consolidation ptdmeorganization.").

204, ("All of the subsidiaries were controlled by aglicommittee . . . without regard to the subsidiar
structure . . . Subsidiaries were established Her donvenience of the parent company, primarilytfor

reasons.").
201 Id
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Having concluded that the proponents had estahllishprima facie case, the
burden undeEastgroupthen shifted to the pre-petition bank lenders tmalestrate
reliance on corporate separaterf@&dnstead of focusing on whether the lenders
extended credit in reliance on the separate existefithe guarantor8? the district
court examined whether it subjectively believed tlemders had sufficient
information about the guarantors so as to haveedelipon their separate
"creditworthiness" in extending credff: Ultimately, the district court (applying its
own credit metrics) determined that the lenders didt have sufficient
informatiorf® about the value of the guarantors and, therefpresumably
extended credit to the "entire Owens Corning enigep®® Again, it does not
promote reliability and predictability for a coud apply a subjective after-the-fact
test and second-guess creditors as to whetherntiaele good business decisions.
Moreover, the court's decision was conspicuoudgnsias to why the lenders'
business judgment was relevant to whether thereamgiause to ignore the legal
separateness of a major American corporation, dsas¢he basis for casting aside
all of the legal rights and expectations associatiéidl such separateness.

D. Third Circuit Decision

The Third Circuit® reversed the district court and articulated ttamaard for
substantive consolidation in bankruptcy cases énTthird Circuit. The decision is
essentially an explication &ugie/Restivaand a firm rejection of the liberal trend
case law®

The Third Circuit identified the following five ovearching themes, thus
avoiding the pitfall of reliance upon a checklist factors® that could be

22 5ee Owens Corning16 B.R. at 171(holding once a prima facie case for consolidatias been
established "burden would then shift to the objertireditor, to show (1) that it relied on the sepacredit
of one of the entities to be consolidated, andh@) it will be prejudiced by substantive consdiida").

2% geed. at 171.

24 gee id.(finding once proponents of substantive consdlitahad established prima facie case, "the
next question is whether the Banks have proveditiegtrelied upon the separate credit of the sidrséd").

5 gedd. at 172 (“In short, there is simply no basis foinaling that, in extending credit, the Banks relied
upon the separate credit of any of the subsidiagrantors. This is not to say that the guaranteze wot
important to the Banks. The guarantees greatly Ifiegbthe administration of the Credit Agreemeand
protected the Banks from having their claim submatid to subsequent indebtedness of the subsidiary
guarantors.").

2619, ("There can be no doubt that the Banks relied theroverall credit of the entire Owens Corning
enterprise.").

271 re Owens Corning, 419 F.3d 195 (3d Cir. 2005).

28 gee id.at 209 n.15 (“Thus we disagree with the asseuioa 'liberal trend' toward increased use of
substantive consolidation—e.gastgroup. . . ."); see alsdn re Lisanti Foods, Inc., 2006 WL 2927619, at
*7 ("In Owens Corningthe Third Circuit began by 'expressing its clpeaference folAugie/Restivaover
what it considered to be the insufficiently stringéest fromAuto-Train™); cf. In re Amco Ins., 444 F.3d
690, 697 n.5 (5th Cir. 2006) ("[T]hose jurisdictiothat have allowed [substantive consolidation] leasize
that substantive consolidation should be useditsglsr") (quotingOwens Corning419 F.3d at 208—-09).

29 The court, emphasizing that the reliance on factdten causes parties to miss the point entiiay,
whether or not any harm has been committed thaiinesja remedy at all, concluded: "This often ressin
rote following of a form containing factors whereucts tally up and spit out a score without an egehe
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misapplied in subsequent decisions. These theredbea following:

1. Limiting the cross-creep of liability by respectingntity
separateness is a fundamental ground rule. Asutreéhe
general expectation of state law and of the Bartksugode,
and thus of commercial markets, is that courts gespntity
separateness absent compelling circumstances gcatijuity
(and even then only possibly substantive consatidatinto
play.

2. The harms substantive consolidation addresses ageglyn
always those caused bigbtors(and entities they control) who
disregard separateness. Harms caused by cretjfuczlly
are remedied by provisions found in the Bankrup@yde
(e.g., fraudulent transfers, sections 548 and 34#)band
equitable subordination, section 510(c)).

3. Mere benefit to the administration of the case @sample,
allowing a court to simplify a case by avoiding etlissues or
to make post-petition accounting more convenient)drdly a
harm calling substantive consolidation into play.

4. Indeed, because substantive consolidation is egtrétmmay
affect profoundly creditors' rights and recoverieapd
imprecise, this "rough justice" remedy should bee rand, in
any event, one of last resort after considering seejdcting
other remedies (for example, the possibility of engrecise
remedies conferred by the Bankruptcy Code).

5. While substantive consolidation may be used defehsito
remedy the identifiable harms caused by entangifairs it
may not be used offensively (for example, havingrianary
purpose to disadvantage tactically a group of toesliin the
plan process or to alter creditor right¥).

principles that give the rationale for the subst@ntonsolidation (and why, as a result, it shaddseldom

be in play)."Owens Corning419 F.3d at 210see also Bonhan229 F.3d at 765-66 n.10 (9th Cir. 2000)
(considering "checklist of factors"yf. Amera,supranote 97, at 16 ("Consolidation was granted based on
the presence of the instrumentality factors, anpeless entanglement was considered in additiohetset
factors, not as an alternative to them.").

20 Owens Corning419 F.3d at 211see Reider31 F.3d at 1108 (recognizing under the Secondu@ir
test, substantive consolidation may be warranté@ffairs of debtors are so entangled that conatibid
will benefit all creditors");see alsdEvans Temple Church of God in Christ & Cmty Ctng.| v. Carnegie
Body Co. (n re Evans Temple Church of God in Christ), 55 B.R. 9981 (Bankr. D. Ohio 1986)
("Substantive consolidation is employed in casesretihe interrelationships of the debtors are hegsd)
obscured and the time and expense necessary hopatte unscramble them is so substantial as t@tbne
the realization of any net assets for all of thediors."). See generallyKors, supra note 6, at 381
(summarizing process through which there is "memgfetwo or more legally distinct (albeit affiliatgd
entities into a single debtor with a common poochsdets and a common body of liabilities").
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In other words, theOwens Corningcourt made clear that substantive
consolidation should not be used as a panacea l@atewer ails a chapter 11
estate—substantive consolidation is a creditorsedyy and may only be used to
rectify a specific harm caused by the debBtor.

The Third Circuit articulated its substantive cdidation test as follows:

The upshot is this. In our Court what must be proyabsent
consent) concerning the entities for whom substanti
consolidation is sought is that (i) [pre-petitiothley disregarded
separateness so significantly their creditors déffe on the

breakdown of entity borders and treated them adeged entity, or

(i) [post-petition] their assets and liabilitieseaso scrambled that
separating them is prohibitive and hurts all credgif*®

* *x %

Proponents of substantive consolidation have theddwu of
showing one or the other rationale for consolidatiorhe second
rationale needs no explanation. The first, howevsr more
nuanced. Aprima faciecase for it typically exists when, based on
the parties' [pre-petition] dealings, a proponerdvps corporate
disregard creating contractual expectations of itoed that they

were dealing with debtors as one indistinguishablity 2

* *x %

Proponents who are creditors must also show thatheir [pre-
petition] course of dealing, they actually and ceebly relied on
debtors' supposed unity. Creditor opponents okalishation can
nonetheless defeatpgima facieshowing under the first rationale if
they can prove they are adversely affected andabigteelied on
debtors' separate existerfce.

211 seeOwens Corning419 F.3d at 205 ("The concept of substantivelgsotidating separate estates
begins with a commonsense deduction. Corporateghisd as a fault may lead to corporate disregaml as
remedy.").

%2 |ndeed, the Third Circuit made clear that (unliké€Eastgroup), proof of reliance ends the inquiry—at
least as to that creditoGee Owens Corningd19 F.3dat 210 ("If an objecting creditor relied on the
separateness of the entities, consolidation cabequstified vis-a-vis the claims of that credithr.The
court left open the issue as to whether a courtdcoevertheless order a partial consolidation—inggathe
objecting creditor as if there were no consolidatiand consolidating for each other crediee idat n.16
("This opens the question whether a court can gudeial consolidation.").

“21d. at 211.

2414, at 212 (citations omitted).

215d, (citations omitted).
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The court proceeded to find that the resolutionthef case was then "easy" on
the facts presented—Owens Corning's affairs weré swm scrambled that
unscrambling them would reduce the recovery tamdtitors?*® On the contrary,
the books had been reconciled and only hypothetioacerns about perfection
remained™’

Moreover, there was little, if any evidence presdnat trial to suggest that
creditors were generally misled into believing thawens Corning, a public
company making regular public filings, was indigtishable from its
subsidiarie!® Indeed, the bank lenders knew they were dealindy wiultiple
companies, as evidenced by the guaranties thens$élw/hile the district court
found that the bank lenders knew insufficient infation regarding the value of the
subsidiaries so as to have relied upon tbegditworthinessthe Third Circuit made
clear that it is separate entities that are impo/a

The Third Circuit believed that other considerasiddoomed" consolidation as
well.  First, the district court had ordered comdation and reserved for the
confirmation hearing consideration of the extentggriority for the bank lenders'
claims?* The Third Circuit held that "holding out the pdskiy of later giving
priority to the Banks on their claims does not came improvident grant of
substantive consolidation. Among other things,grexequisites for this last-resort
remedy must still be met no matter the priorityttaf Banks' claims?®

Second, the Owens Corning debtors made plain thainaiple benefit to be
achieved through consolidation was the avoidancelitifation, specifically,
fraudulent conveyance and veil-piercing claims. deled, the debtors' fear of
litigation caused the district court to concludattltonsolidation was a "virtual
necessity *** The Third Circuit, however, made clear that sutitsta consolidation

216 5ee jdat 199 ("While this area of law is difficult andigttase important, its outcome is easy with the
facts before us.").

27 see idat 215 (discussing nature of imperfection in "sabgte consolidation context").

%8 5ee Owens Corningt19 F.3dat 212-14 (“[T]here was no evidence of the [pretipe] disregard of
the OCD entities' separateness.”).

29 5ee idat 213 ("[G]uarantees were intended to provideidstiral seniority’ to the banks, and were thus
fundamentally premised on an assumption of separase") (internal quotations and citations omitted)

20 gee idat 214 ("We agree with the Banks that 'the relidngeiry is not an inquiry into lenders' internal
credit metrics. Rather, it is about tfeet that the credit decision was made in reliancehenexistence of
separate entities' . . . Here there is no seriggputk as to that fact.") (citations omitted). Thigdding is
consistent with prior appellate holdingSee, e.g.Bonham, 229 F.3d at 766 (adopting Second Ciscuit'
approach requiring consideration of "whether cardidealt with the entities as a single economit amd
did not rely on their separate identity in extegdicredit"); Hemingway Transp 954 F.2d at 12 n.16
(holding "consolidation should not be permitted. if.holders of unsecured claims reasonably retiedhe
fact that the related debtors wetlistinct entitiesat the time credit was extendedRyigie/Restivp860 F.2d
at 518 (noting critical inquiry was whether creditalid not rely on their separate identity in exteny
credit.").

22; Owens Corning419 F.3d af15 (discussing first consideration).

Id.

22 Owens Corning316 B.R. at 172 ("I have concluded that substentbnsolidation should be permitted
... because it is a virtual necessity . . .sBeHelena Chem. Co. v. Circle Land & Cattle Coip.re Circle
Land & Cattle Corp.), 213 B.R. 870, 875 (Bankr. Kan. 1997) (requiring a showing of "necessity" for
substantive consolidation).
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is a remedy in its own right and may not be used asrrogate to avoid litigating
other claimg? This is particularly true because consolidatioli witen hand one
party a litigation victory, without the necessitfypsoving its casé®

Finally, the Third Circuit was very troubled by tHact the "deemed" or
"pretend” nature of the consolidation—describedthwy Third Circuit as "several
zip (f not area)—codes away from anything resentpli substantive
consolidation.”?® The deemed nature of the consolidation underscdted
consolidation was not undertaken in that caseredy any harm. After all, if the
debtors had duped creditors into wrongly believihgy were one integrated
company, why allow them to continue to decefge?

CONCLUSION

Substantive consolidation remains an important @iatle equitable remedy

2245ee Owens Corning19 F.3d at 215.
225 Owens Corning419 F.3d at 215. The Third Circuit opined:

[S]ubstantive consolidation should be used defehgito remedy identifiable harms,
not offensively to achieve advantage over one ginube plan negotiation process (for
example, by deeming assets redistributed to nggatevoting rights), nor a 'free pass'
to spare Debtors or any other group from provingllehges, like fraudulent transfer
claims, that are liberally brandished to scarearethard to show. If the Banks are so
vulnerable to the fraudulent transfer challengebtbs have teed up (but have not
swung at for so long), then the game should beepldgy the finish in that arena.

Id.; seeAmco Ins., 444 F.3d at 696-97 n.5 (emphasizingtsuitive consolidation is not free pass to spare
Debtors from obligation of proving challenges); BeuH. White & William L. Medford,Practice and
Procedure: Substantive Consolidation Red@wens Corning AM. BANKR. INST. J., Nov. 2005, at 47
(noting substantive consolidation is defensiveldré@d used sparingly).

226 Owens Corning419 F.3d at 216 (quoting Genesis Health Ventures,v. Stapleton, 402 F.3d 416,
424 (3d Cir. 2005)); Kit Weitnauefhird Circuit Restricts Substantive Consolidation@wens Corning
AM. BANKR. INST. J., Oct. 2005, at 26 (noting Third Circuit's reject of "deemed" consolidation as
substantive consolidation)cf. William Widen, Prevalence of Substantive Consolidation in Large
Bankruptcies from 2000 to 2004: Preliminary Resultd Av. BANKR. INST. L. Rev. 47, 50 (2006)
(indicating court conflict over whether "deemed"nsolidation should be considered substantive
consolidation).

27 Owens Corning419 F.3d at 216.

If Debtors' corporate and financial structure washsa sham before the filing of the
motion to consolidate, then how is it that post Bian's effective date this structure
stays largely undisturbed, with the Debtors reamtighe liability-limiting, tax and
regulatory benefits achieved by forming subsidaii the first place? In effect, the
Plan Proponents seek to remake substantive coatiolichot as a remedy, but rather a
stratagem to "deem" separate resources reallot@at®€D to strip the Banks of rights
under the Bankruptcy Code, favor other creditonsgd et trump possible Plan
objections by the Banks. Such "deemed" schemeseem ahot Hoyle.

Id.; seeBaird, supranote 50, at 14 ("[E]ntities could not be both staegled as to justify consolidation and
yet so distinct that it was possible and desirabl&eep them separate after bankruptcy."); Willstipra
note 139, at 111 (noting in nonconsensual plaif, dgbtors are being consolidated for ‘plan purppdeut
left apart as separate corporate entities postwgihave truly entered a lawless realm").
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under the Bankruptcy Code. There can be, howéwermuch of a good thing. If
the rigorous standards for substantive consolidadi®@ watered down, the remedy
becomes chaotic and unpredictable, and likely allelpecause of the evisceration of
otherwise settled nonbankruptcy law and rights.

The inherent dangers of the unprincipled liberahtr in favor of substantive
consolidation can be summed up as follows:

Courts appear to analyze substantive consolidatiater a variety
of different tests and with an eye toward protegtmarious reliance
interests. Yet these approaches are little moaa tkgitimating
devices for an ad hoc application of a doctring gignificantly
affects corporate risk allocation. A doctrinal jsés of substantive
consolidation can only provide an illustration afvwhdifficult it is
to predict instances in which it will be applicabl&he only guide
to predicting case outcomes is a general impresgiah courts
harbor some vague concerns about protecting creslmectations.
The primary difficulty with substantive consolidati is that its
application is uncertain and unprincipfet.

The Third Circuit's decision i®wens Corningis a significant step towards
restoring principle and predictability in this @l area of bankruptcy law. In fact,
despite concerns that the Third Circuit's decisio@wens Corninghas killed the
doctrine of substantive consolidatitfi,n reality, the decision has likely done quite
the opposite, setting forth principles capable t#ac application and, thereby,
preserving the doctrine for those few instancesrevtirere is "a nearly 'perfect
storm’ needed to invoke it*

28 Christopher W. FrostOrganizational Form, Misappropriation of Risk, anthe Substantive
Consolidation of Corporate Group44 HASTINGSL.J. 449, 461 (1993).

29 gee, e.g.Amera,supranote 97, at 2 (notin@wens Corningtest “can never be satisfied and will
invariably result in denial of a motion for subgtea consolidation"); Weitnauesupra note 226, at 70
(noting difficulty in proving substantive consoltétan in Third Circuit);see alsoillett, supranote 139, at
112 (suggesting substantive consolidation is oppfliad in narrow circumstances).

%0 Owens Corning 419 F.3d at 216see Amco Ins. 444 F.3d at 696-97 n.5 (stating substantive
consolidation only occurs in rare instances).



