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 The law of substantive consolidation permits a bankruptcy court to disregard the 
corporate separateness of two otherwise distinct corporate entities.  When a bankruptcy 
court substantively consolidates two or more entities, the assets of and claims against the 
consolidated entities are pooled and creditors of the different entities must look to a 
single consolidated pool of assets to satisfy their claims.  Additionally, when two or more 
entities are substantively consolidated, inter-company claims between the consolidated 
entities are eliminated and guarantees issued by one entity of another entity’s debts are 
also eliminated.  However, substantive consolidation does not strip a creditor of its liens 
or other security instruments.  A creditor’s lien will survive substantive consolidation and 
the creditor may assert that lien against the same collateral it could have but for the 
substantive consolidation. 
 
 Substantive consolidation can have dramatic consequences for unsecured 
creditors and is an extraordinary remedy only granted by courts in limited circumstances.  
When a court orders substantive consolidation, creditors of the less insolvent debtor in 
effect subsidize the recoveries of creditors of the more insolvent debtor.  Consider the 
following example.  Assume debtor A has unencumbered assets of $80 and unsecured 
claims against it of $100.  Assume debtor B has unencumbered assets of $30 and 
unsecured claims against it of $100.  Without substantive consolidation, unsecured 
creditors of debtor A would recover 80% on their claims and unsecured creditors of 
debtor B would recover 30%.  But if a bankruptcy court orders substantive consolidation, 
the assets of and claims against debtors A and B will be combined.  The combined pool 
of unencumbered assets will be $110 ($80 from debtor A and $30 from debtor B) and the 
combined pool of unsecured claims will be $200 ($100 from both debtors A and B).  This 
results in unsecured creditors of debtors A and B each recovering 55% on their claims. 
 
 There is no explicit authority in the Bankruptcy Code for a court to disregard 
corporate separateness and substantively consolidate multiple entities.  Rather, the 
authority is entirely judge-made and focuses the equities of the particular case before the 
court.  Because substantive consolidation is judge-made law, there are no uniform 
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guidelines for its application.  One commentator has stated that “it is virtually impossible 
to predict when related entities will be [substantively] consolidated.”1 
 

While it is difficult to predict whether a court will substantively consolidate 
multiple legal entities in a particular case, the party seeking to consolidate faces 
formidable burdens.  One court has stated that it will only permit consolidation in two 
circumstances.  First, substantive consolidation may be appropriate if creditors dealt with 
the entities as a single economic unit and did not rely on their separate identity in 
extending credit.  Second, consolidation may also be appropriate when the affairs of the 
entities to be consolidated are so entangled that consolidation will benefit all creditors—
that is, the costs of disentangling the entities are so great that creditors of both entities 
would be better off if the costs were not undertaken. 

 
These two limited circumstances under which substantive consolidation may be 

appropriate serve important goals.  They protect creditor expectations that, when 
extending credit, the borrower’s assets will not be depleted to satisfy the debts of another 
company.  Because this expectation is involved in calculating interest rates and other 
terms, protecting this expectation is essential to promoting efficient credit markets.  
Second, this test ensures that substantive consolidation will only occur when the harm it 
causes is offset by the even greater harm related to the cost of untangling a debtor’s 
commingled assets.   
 

Some courts have set out five “themes” that should govern every substantive 
consolidation dispute:  

 
1. Courts should avoid the cross-creep of liability by respecting entity 

separateness. 
2. Substantive consolidation is a creditor’s remedy against harm caused by 

debtors. 
3. Administrative convenience (of the bankruptcy case) is insufficient to 

justify substantive consolidation. 
4. Substantive consolidation should be used rarely because it is extreme and 

imprecise. 
5. Substantive consolidation may not be used offensively to tactically 

disadvantage creditors. 
 
Other courts apply various “factors” to determine whether substantive 

consolidation is appropriate.  These factors include the following: 
 

1. Whether affiliates operate as independent entities or whether one is 
dominated by and operated for the benefit of another; 

                                                
1  M. Kors, Altered Egos: Deciphering Substantive Consolidation, 59 U. Pitt. L. 
Rev. 381, 384 (Winter 1998). 
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2. Whether corporate formalities are observed or ignored in operations; 
3. Whether the assets of affiliated entities are kept separate or commingled 

and whether records are kept which permit the segregation of the assets 
and liabilities of such affiliates; 

4. Whether affiliates hold themselves out to the public as separate entities; 
5. Whether affiliates have common directors or officers; 
6. Whether the parent finances the subsidiary or guarantees loans made to the 

subsidiary; 
7. Whether the affiliates have grossly inadequate capital; and 
8. Whether one affiliate has substantially no business other than with the 

other affiliate and no assets except those conveyed by the affiliate. 
 

The existence of one or more of the factors listed above will not necessarily 
require substantive consolidation.  If a creditor relies upon the separate identity of an 
entity in approving a transaction, the creditor’s reliance upon the separateness of the 
entity from its affiliates militates strongly against substantive consolidation.  If a debtor 
maintains separate books and records, avoids commingling assets, and otherwise 
maintains corporate policies designed to preserve separateness, substantive consolidation 
is unlikely to be applied, absent consent of all creditors.   
 


