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In a favorable decision for lenders, the United States Court 
of  Appeals for the Third Circuit severely restricted the avail-
ability of  substantive consolidation in bankruptcy cases. The 
August 15th decision in the case of  In re Owens Corning, 2005 
WL 1939796 (3d Cir. 2005) makes it clear that consolidation 
is not appropriate over the objection of  a creditor that relied 
on the separateness of  corporate entities in entering into loan 
transactions with the respective companies. 

Substantive Consolidation 

Substantive consolidation is a judicially created, equitable 
doctrine under which courts combine the assets and liabilities 
of  related corporate entities and then treat the related entities 
as a single party in bankruptcy. As the Third Circuit noted, 
“if  the officers or directors of  a corporation ignore corporate 
forms in conducting the business of  a corporation and its 
related entities, then the law may do similarly to achieve an 
equitable result.”

Substantive consolidation, however, effectively reorders 
priorities of  recovery and may significantly alter the rights of  
lenders. For example, some but not all of  the lenders to an 
insolvent corporation may have had the foresight to obtain 
guarantees from the borrower’s solvent subsidiaries. Normally, 
lenders with such guarantees would expect to be fully protected 
and receive full payment. Substantive consolidation, however, 
threatens that result. By merging the assets and liabilities of  
a parent and its subsidiaries, the guaranties – if  unsecured 
– essentially become meaningless.

This was, in fact, the essence of  the dispute in Owens Corning.
 
The Owens Corning Decision

On October 5, 2004, the U.S. District Court in Delaware, 
sitting as a court of  bankruptcy, entered an order granting 

the motion of  Owens Corning to substantively consolidate 
the various bankruptcy estates of  each of  its subsidiaries. In 
re Owens Corning, 316 B.R. 168 (Bankr. D. Del. 2004). This 
action by Owens Corning was vigorously contested by the 
companies’ senior lenders which regarded this as a threat to 
their ability to enforce certain loan guaranties made by various 
subsidiaries of  the Owens Corning parent corporation. Absent 
consolidation, the lenders had claims directly against the 
subsidiaries which entitled the lenders to structural seniority 
over the claims of  major unsecured creditors whose claims 
rested primarily against Owens Corning only.

In granting the motion to consolidate, the lower Owens 
Corning court focused its attention on how Owens Corning 
conducted its business and structured its affairs. It regarded as 
significant the facts that: 

(i)  all of  the various subsidiaries were controlled by a central 
committee at corporate headquarters without regard for 
formal subsidiary structure; 

(ii)  such control was exercised on a product-line rather than a 
corporate entity basis; 

(iii) the officers and directors of  the respective subsidiaries did 
not have a separate business plan or budgets 

(iv) the various subsidiaries were established for the convenience 
of  the parent company, primarily for tax reasons; 

(v)  the subsidiaries were dependent upon the parent company 
for funding and capital; 

(vi) the financial management of  the entire enterprise was 
conducted in an integrated manner; and 

(vii)  no subsidiary exercised control over its finances. 

316 B.R. at 171. Even though Owens Corning and its 
subsidiaries appeared to have adhered to corporate formalities 
and inter-company accounting, the lower court found that a 
“substantial identity” existed between Owens Corning and its 
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subsidiaries and granted the motion to consolidate. Id. The 
lower court further supported its decision by finding that 
consolidation provided sufficient benefit because it would 
greatly simplify and expedite the successful completion of  
the Owens Corning bankruptcy proceedings. Id. The court 
then discounted the lenders’ reliance on the entities’ separate 
corporate structure by noting that the lenders had based 
their decision to lend on the creditworthiness of  the entire 
corporate group, not on the financial condition on any of  the 
guarantors. Indeed, the lenders had information about the 
guarantors’ assets but not their individual liabilities. Id. at 172.

In reversing the District Court’s decision, the Third Circuit 
Court rejected the reasoning of  the lower court and began 
its analysis of  the propriety of  substantive consolidation with 
what it labeled as a commonsense deduction: “corporate 
disregard as a fault may lead to corporate disregard as a 
remedy.” It then compared substantive consolidation to other 
equitable and legal doctrines available in corporate insolvencies 
– piercing the corporate veil, avoiding fraudulent transfers, and 
equitable subordination – noting that substantive consolidation 
goes much further than these other remedies. For example, 
while piercing the corporate veil makes shareholders liable for 
corporate wrongdoing, substantive consolidation is not limited 
to shareholders; it affects potentially innocent creditors. 
Fraudulent transfer law mandates the return of  specific assets 
and equitable subordination reorders the priorities on specific 
liabilities; substantive consolidation, however, involves both 
assets and liabilities, is not limited to specific ones, and merges 
all of  them. Because substantive consolidation is such a drastic 
and blunt remedy, the Owens Corning court concluded it should 
be available in a much narrower class of  situations.

The Owens Corning court then canvassed the cases that have 
allowed substantive consolidation. Some courts employed 
an alter ego analysis borrowed from cases on piercing the 
corporate veil to support consolidation. E.g., Stone v. Eacho, 
127 F.2d 284, 287 89 (4th Cir.), cert. denied, 317 U.S. 635 
(1942); Soviero v. National Bank of  Long Island, 328 F.2d 446 
(2d Cir. 1964). Other courts dealt with the practical problem 
of  attempting to untangle the obscured relationships of  the 
related corporate entities. E.g., Chemical Bank New York Trust 
Co. v. Kheel, 369 F.2d 845 (2d Cir. 1966). Eventually, as the 
Third Circuit noted, the cases settled into two camps. One, 
represented by the Second Circuit’s decision in In re Augie/
Restivo Baking Co., 860 F.2d 515 (2d Cir. 1988), focused on two 
critical factors: (i) whether creditors dealt with the entities as a 
single economic unit and did not rely on their separate identity 
in extending credit and (ii) whether the affairs of  the debtors 
are so entangled that consolidation will benefit all creditors. 
The other, represented by the D.C. Circuit’s decision in In re 
Auto-Train Corp., 810 F.2d 270, 276 (D.C. Cir. 1987), allowed 

substantive consolidation whenever “the demonstrated benefits 
of  consolidation ‘heavily’ outweigh the harm.”

The Third Circuit in Owens Corning rejected the Auto-Train 
approach as setting too low a bar. Instead, the Third Circuit 
adopted a modified version of  the Augie/Restivo approach and 
held that “[i]f  an objecting creditor relied on the separateness 
of  the entities, consolidation cannot be justified vis á vis the 
claims of  that creditor.” In doing so, it isolated the following 
principles as the core ones to be considered in evaluating a 
request for consideration:

(1) “[T]he general expectation of  state law, the Bankruptcy Code, 
and thus of  commercial markets, is that courts respect 
entity separateness absent compelling circumstances 
calling equity . . . into play.” 

(2) The harms that substantive consolidation addresses are 
nearly always caused by debtors who disregard corporate 
form. Harms caused by creditors are normally deal with 
in other manners, such as fraudulent transfer law and 
equitable subordination. 

 (3) The administrative convenience resulting from consolidation 
is an inadequate basis for invoking it. 

(4) Because substantive consolidation is an extreme remedy 
that may profoundly affect creditors’ rights and recoveries, 
the imprecision of  this “rough justice” should be invoked 
rarely and only after determining that other, more 
precise, remedies conferred by the Bankruptcy Code are 
inappropriate or unavailable. 

(5) Substantive consolidation should not be used offensively to 
tactically disadvantage a group of  creditors in the process 
of  plan confirmation or to alter creditor rights. 

As a result, the Owens Corning court ruled that the proponent 
of  consolidation must prove either that: (i) prepetition the 
entities sought to be consolidated “disregarded separateness so 
significantly their creditors relied on the breakdown of  entity 
borders and treated them as one legal entity, or (ii) postpetition 
their assets and liabilities are so scrambled that separating them 
is prohibitive and hurts all creditors.” 

Applying this standard, the Third Circuit in Owens Corning had 
no difficulty ruling that substantive consolidation in the case 
before it was inappropriate. It concluded that consolidation was 
being sought offensively to disadvantage a class of  creditors 
that had expressly relied on the separateness of  the entities 
involved in making credit decisions. The fact that the lenders 
may not have sought or obtained financial statements from 
each of  the subsidiaries that guaranteed the loan to the parent 
was a risk management matter. The lenders had obtained, 
however, detailed information about the guarantors’ assets and 
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debts. More significantly, the lenders expressly bargained for 
the “structural seniority” resulting from the guaranties, which 
means they necessarily relied upon the separate corporate 
forms. Further, the Owens Corning court noted that there was 
not hopeless commingling of  assets and liabilities. Indeed, 
there was no question about which entity owned which 
principal assets and had which material liabilities. There was 
thus no basis for imposing substantive consolidation over the 
objections and to the detriment of  the lenders.

In concluding, the Owens Corning court made one last point in 
favor of  respecting the contractual rights for which the parties 
bargained: “ ‘Communizing’ assets of  affiliated companies 
may to some be equal (and hence equitable). But it is hardly 
so for those creditors who have lawfully bargained prepetition 
for unequal treatment by obtaining guarantees of  separate 
entities.”
 
Impact of the Owens Corning  

The Third Circuit has clarified that the burden of  proving 
substantive consolidation rests with the proponent of  the 
remedy and requires a showing of  either: (i) a prepetition 
disregard of  corporate separateness so significant that creditors 
relied on the breakdown of  entity borders and treated them as 
one legal entity, or (ii) that post petition debtors’ assets and 
liabilities are so scrambled that separating them is prohibited 
and hurts all creditors.

As a result, the Third Circuit has reaffirmed the efficacy of  
subsidiary guaranties and the structural priority they provide. 
This should comfort lenders who rely on such devices. It 
should also serve to remind all those who finance multi-tiered 
corporate structures to identify the existing structures as part 
of  their due diligence and to plan their financing arrangements 
in a manner that respects the separateness of  the individual 
corporate entities. 

More specifically, to withstand a consolidation effort and 
retain the benefits of  negotiated structural priority, lenders 
which hold guaranties from subsidiaries or which made loans 
to intermediary holding companies secured by subsidiaries 
stock must be able to show that they are adversely affected 
by consolidation and that they actually relied on the debtors’ 
separate corporate forms at the inception of  the credit 
relationship. Demonstrating adverse effect should not 
be difficult as long as the subsidiaries remain solvent. To 

demonstrate reliance, lenders entering into a loan involving a 
multi-tiered corporate structure similar to the one at Owens 
Corning should reference their reliance in their loan write-ups, 
credit approvals, and due diligence materials. The Owens Corning 
decision suggests that such reliance is implicit in the structure 
of  the financing arrangement. Nevertheless, it would be 
prudent to include language in the loan documents noting the 
reasoning behind the structure of  the financing arrangement. 
Specifically, lenders should include language in the guaranties 
themselves indicating that the guaranties are being made to 
provide, among other things, structural priority to the lenders. 
Lenders should then monitor the credit post-closing to assure 
that the borrower does not disregard corporate separateness. 
This may be accomplished by adding covenants in the loan 
agreement and affirmative representations in the officer’s 
certificates to be delivered with periodic financial reports and 
calculations of  covenant compliance. 
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