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PRI OR HI STORY:

[**1] Appeal froman order of the United States District Court for the Eastern
District of New York (Jack B. Weinstein, Judge) affirm ng an order of the
Bankruptcy Court (Cecelia H. Goetz, Bankruptcy Court Judge) substantively
consol idating the reorgani zati on proceedi ng of Augi e/ Restivo Baki ng Conpany,
Ltd. with that of Augie's Baking Conpany, Ltd.
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Brian M Cogan, New York, New York (Daniel H Golden, Sanford P. Rosen, New
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OPI NI ONBY: W NTER
OPI NI ON: [*516] W NTER, Circuit Judge:

Thi s appeal concerns the substantive consolidation of two bankruptcy
proceedi ngs. We reverse because the consolidation inmpairs the rights of certain
creditors, principally Union Savings Bank ("Union"), which extended credit to
Augi e' s Baki ng Conpany, Ltd. [**2] ("Augie's"), before Augie's had any
relationship with Restivo Brothers Bakers, Inc. ("Restivo"). In turn, it also
unfairly benefits later creditors of Restivo and Augi e/ Restivo, principally
Manuf acturers Hanover Trust Conpany ("MHTC'), who were aware of the debtors'
separate corporate status.

BACKGROUND

Prior to 1985, Augie's and Restivo were two unrelated fam |y-run whol esal e
bakeries. Augie's was |located on Long Island in Central Islip and was a borrower
of appellant Union. Restivo was based in Queens and was a borrower of MHTC.

Bet ween July 1983 and September 1984, Union |oaned Augie's approximately $ 2.1
mllion, secured by a nmortgage on Augie's real [*517] property in Central Islip,
to finance an apparently inprovi dent expansion.

In early Novenber 1984, Augie's borrowed an additional $ 300,000 from Union,
secured by its inventory, equipnent and accounts receivable. Union was at the
time unaware that Augie's had comenced negotiations with Restivo. On November
27, 1984, Augie's and Restivo entered into an agreement providing for Restivo's
acquisition of all of Augie's stock in exchange for fifty percent of Restivo's
stock. In the agreement, Augie's represented that it had receivables[**3] of
over $ 630,000 and equi prment and inventory valued at over $ 1.9 nmillion. No



provision for the legal transfer of Augie's real property or equipnment to
Restivo was made, and no such transfer occurred. Augie's thus renmnins the owner
of that property.

After the exchange of stock on January 1, 1985, Restivo changed its name to
Augi e/ Resti vo Baki ng Conpany, Ltd. ("Augie/Restivo") and noved its
manuf acturing operations and sonme of its equipment from Brooklyn to Augie's
plant in Central Islip. Augie's affairs were wound up and Restivo becane the
sol e operating conpany, keeping a single set of books and issuing financial
statements under the name Augi e/ Restivo. Augie's was not dissolved, however.
From January through April 1985, MHTC extended further credit to Augie/Restivo
in the anount of $ 750,000. MHTC al so sought and received a guarantee of
Augi e/ Restivo's obligations from Augie's, including a subordinated nortgage on
Augi e's real property in Central Islip in the sumof $ 750,000. By March 1986
MHTC had advanced a total of approximately $ 2.7 million to Augie/Restivo
During the period January 1985 through March 1986 various other firns extended
trade credit to Augi e/ Restivo

In April[**4] 1986, Augie/Restivo and Augie's were forced into bankruptcy.
Union was |isted as a creditor of Augie's only. Follow ng the consolidation of
the cases for procedural purposes, Augi e/ Restivo and MHTC entered into a series
of nmore than twenty-five "cash collateral" stipulations, in which it was agreed
that Augi e/ Restivo's accounts receivable constituted cash collateral (as defined
in 11 U S.C. @363(a) (1982 & Supp. |V 1986)). The cash coll ateral was
pl aced in a special account at MHTC from which MHTC agreed to make | oans to
Augi e/ Restivo in a sum equivalent to the cash collateral deposits. The |oans
were secured by the assets of Augi e/ Restivo, as debtor-in-possession, and
carried a super-priority adm nistrative expense status. Over tine, the cash
collateral stipulations were renewed in greater and greater anounts unti
eventually the entire amunt of MHTC s pre-petition |oans to Augi e/ Restivo, $
2.7 mllion, had been converted to post-petition super-priority adm nistrative
debt, secured by Augie/Restivo's accounts receivable and by the subordinated
nort gage on Augie's real property.

On Novenber 30, 1987, the debtors agreed, conditioned upon confirmation of a
reorgani zation plan, to [**5] sell their assets to Leon's Bakery for
approximately $ 7.5 mllion. Apparently because Union could prevent confirmation
of such a plan with regard to Augie's, the debtors noved for substantive
consolidation of the two cases on Decenber 17, 1987. Union opposed the npotion
The bankruptcy court judge granted the notion on February 5, 1988, 84 Bankr
315, finding that Augie's and Restivo had nerged and that the contenpl ated sale
of assets to Leon's was in the interests of the creditors of both conpanies

After the consolidation nmotion was granted, the proposed sale fell through
because of difficulty in obtaining financing. If the consolidation stands, the
equity in Augie's assets will be used to pay the debts of Augie/Restivo and
Restivo, including the $ 2.7 mllion super-priority adm nistrative debt to MHTC
and certain priority tax liabilities in a sumover $ 1.2 mllion. Although
Union's | oan secured by the nortgage on Augie's real property will continue to
have priority as to that property, Union's subsequent now undersecured $
300,000 loan will be subordinated to MHTC s super-priority adm nistrative debt
Uni on appeal ed the substantive consolidation to the district court, and Judge
Weinstein affirmed. [**6]

[*518] DI SCUSSI ON

Subst antive consolidation has no express statutory basis but is a product of
judicial gloss. nl See, e.g., In re Commercial Envelope Mg. Co., 3 B.C.D
647 (Bankr. S.D.N.Y. 1977). Substantive consolidation usually results in, inter
alia, pooling the assets of, and clainms against, the two entities; satisfying
liabilities fromthe resultant common fund; elim nating inter-conpany clains;
and conbining the creditors of the two conpanies for purposes of voting on
reorgani zation plans. See 5 Collier on Bankruptcy @ 1100.06, at 1100-32 n.1 (L
King ed. 15th ed. 1988). The effect in the present case is, as stated, to
subordi nate Union's undersecured cl ai ns against Augie's to MHTC' s super-priority
adm ni strative claim. Because of the dangers in forcing creditors of one debtor
to share on a parity with creditors of a | ess solvent debtor, we have stressed




that substantive consolidation "is no mere instrunment of procedural convenience
. . . but a nmeasure vitally affecting substantive rights," Flora Mr Candy
Corp. v. R S. Dickson & Co., 432 F.2d 1060, 1062 (2d Cir. 1970), to "be used
sparingly." Chenmical Bank New York Trust Co. v. Kheel, 369 F.2d 845, 847 (2d
Cir. 1966). [**7]

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

nl Courts have found the power to consolidate substantively in the court's
general equitable powers as set forth in 11 U.S.C. @105 (1982 & Supp. |V
1986). See, e.g., In re Donut Queen, Ltd., 41 B.R 706, 708-09 (Bankr.
E.D.N.Y. 1984); In re Richton Int'l Corp., 12 B.R. 555, 557 (Bankr
S.D.N.Y. 1981).

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

The sol e purpose of substantive consolidation is to ensure the equitable
treatment of all creditors. Nunerous considerations have been nmentioned as
relevant to determ ning whether equitable treatnent will result from substantive
consolidation. See, e.g., In re Continental Vending Machine Corp., 517 F.2d
997, 1001 (2d Cir. 1975) (whether creditors know ngly deal with corporations as
unit), cert. denied sub nom Janes Talcott, Inc. v. Wharton, Trustee, 424
U S. 913, 47 L. Ed. 2d 317, 96 S. Ct. 1111 (1976); Flora Mr, 432 F.2d
1060 (whether one debtor was independent of other debtor when certain
securities issued; whether creditor dealt only with one debtor and | acked
knowl edge of its relationships with others; whether interrelationships of group
were closely entangl ed); Kheel, 369 F.2d 845 (whether entangl enent of
busi ness affairs of related corporations was so extensive that the cost of
unt angl i ng[ **8] woul d outwei gh any benefit to creditors); In re Donut
Queen, Ltd., 41 B.R._706 (Bankr. E.D.N.Y. 1984) (presence or absence of
consol idated financial statements; difficulty in segregating individua
debtors' assets and liabilities; existence of parent and inter-corporate
guar antees on loans; unity of interests and ownership; existence of transfers of
assets without observance of corporate formalities; profitability of
consolidation at single physical location); Inre Richton Int'l Corp., 12
B.R. 555 (Bankr. S.D.N.Y. 1981) (sane); In re Food Fair, 10 B.R 123
(Bankr. S.D.N.Y. 1981) (sane). An exam nation of those cases, however, reveals
that these considerations are nerely variants on two critical factors: (i)
whet her creditors dealt with the entities as a single economc unit and "did not
rely on their separate identity in extending credit," 5 Collier on Bankruptcy @
1100. 06, at 1100-33; see also Flora Mr, 432 F.2d at 1062-63; Kheel
369 F.2d at 847; Soviero v. Franklin Nat. Bank, 328 F.2d 446 (2d Cir.

1964) (consolidation proper where creditors dealt with debtor and its

affiliates as if they were one corporation and failed to denonstrate reliance on
credit[**9] of any separate judicial entity); Inre D.H Overnyer, 2 B.C.D

412 (Bankr. S.D.N.Y. 1976); or (ii) whether the affairs of the debtors are so
entangl ed that consolidation will benefit all creditors, Kheel, 369 F.2d at

847; Commercial Envelope, 3 B.C.D. at 649-52

Wth regard to the first factor, creditors who make | oans on the basis of the
financial status of a separate entity expect to be able to look to the assets of
their particular borrower for satisfaction of that |loan. Such |enders structure
their | oans according to their expectations regarding that borrower and do not
anticipate either having the assets of a nore sound conpany available in the
case of insolvency or having the creditors of a |l ess sound debtor [*519] conpete
for the borrower's assets. Such expectations create significant equities
Mor eover, | enders' expectations are central to the calculation of interest rates
and other terns of |oans, and fulfilling those expectations is therefore
important to the efficiency of credit markets. Such efficiency will be
under m ned by inposing substantive consolidation in circunmstances in which
creditors believed they were dealing with separate entities

The course of dealing[**10] and expectations in the instant case do not
justify consolidation. It is undisputed that Union's | oans to Augie's were based
sol el y upon Augie's financial condition, and that, at the time the | oans were
made, Union had no know edge of the negotiations between Augie's and Restivo
MHTC al so operated on the assunption that it was dealing with separate entities



MHTC t hus sought and received a guarantee from Augie's of MHTC s loans to
Augi e/ Restivo in 1985, including a subordinated nortgage on Augie's rea
property. Union's clains against Augie's assets are thus clearly superior to
those of MHTC. G ven these circunstances, the fact that the trade creditors

may have believed that they were dealing with a single entity does not justify
consol idation. Upon a proper show ng, the interests of the trade creditors can
be protected by their participating in Augie's case as creditors of that entity.
See 2 Collier on Bankruptcy @ 101.04, at 101-20-21. The fact that they nay have
been unaware of Augie's separate corporate status is not cause for subordinating
Union's clains to those of MHTC by substantively consolidating the two cases

The second factor, entanglenent of the debtors' affairs, [**11] invol ves
cases in which there has been a commingling of two firms' assets and busi ness
functions. Resort to consolidation in such circunstances, however, should not be
Pavl ovi an. Rat her, substantive consolidation should be used only after it has
been determ ned that all creditors will benefit because untangling is either
i mpossible or so costly as to consune the assets. Otherw se, for exanple, a
series of fraudul ent conveyances m ght be viewed as resulting in a
"comm ngling" that justified substantive consolidation. That consolidation
because it would elimnate all inter-conpany clains, would prevent creditors of
the transferor fromrecovering assets fromthe transferee. Conm ngling,
therefore, can justify substantive consolidation only where "the time and
expense necessary even to attenpt to unscranble them[is] so substantial as to
threaten the realization of any net assets for all the creditors," Kheel
369 F.2d at 847; Commercial Envelope, 3 B.C.D. at 648, or where no
accurate identification and allocation of assets is possible. In such
circunstances, all creditors are better off with substantive consolidation

The evi dence of conm ngling of assets and business functions[**12] in the
instant case in no way approaches the |evel of "hopeless[] obscur[ity]" of
"interrelationshi ps of the group" found necessary to warrant consolidation in
Kheel , 369 F.2d at 847. Business functions nay have been conm ngl ed, but
that hardly weighs in favor of consolidation in the instant case because the
princi pal beneficiary of consolidation, MHTC, was not deceived and fully
realized it was dealing with separate corporate entities. So far as the
comm ngling of assets is concerned, Augie's real property and equi pment appear
to be traceable. The record also indicates that each conpany's inventory,
liabilities and receivables as of January 1, 1985 are identifiable. It also
appears that records exist of all transactions subsequent to that date

A cornerstone of the bankruptcy court's decision with regard to the
ent angl enent issue was its finding that there had been a merger between Augie's
and Restivo. That finding is clearly erroneous. The two corporati ons were never
| egally merged because: (i) they failed to conply with the | aws of nmerger under
New York law, (ii) neither corporation was ever dissolved; and (iii) Augie's
never formally transferred its assets and retains ownership[**13] of the Centra
Islip facility. Furthernore, the requirenents for the finding of a de facto
merger were not met. In Ladjevardian v. Laidlaw Coggeshall, Inc., 431 F
Supp. 834 [*520] (S.D.N.Y. 1977), the prerequisites for a de facto nerger were
summari zed

To find that a de facto nmerger has occurred there nust be a continuity of the
selling corporation, evidenced by the same nmanagenment, personnel, assets and
physical location; a continuity of stockholders, acconplished by paying for the
acquired corporation with shares of stock; a dissolution of the selling
corporation, and the assunption of liabilities by the purchaser

431 F. Supp. at 839 (citing Shannon v. Sanuel Langston Co., 379 F

Supp. 797, 801 (WD. Mch. 1974)). Several of these requirenments are

unfulfilled in the instant case. First, there was no dissolution of Augie's

whi ch remai ns an i ndependent corporate entity. Second, Restivo did not assune
Augie's liabilities. Third, no transfer of title to Augie's real property or

equi pment has ever taken place. Although there was continuity of shareholders in
the transaction in the sense that the forner sharehol ders of Augie's and Restivo
becanme the new sharehol ders[**14] of Augie/Restivo, this alone does not sustain
a finding of a de facto nerger




We turn now to the bankruptcy judge's finding that the proposed
reorgani zation plan and sale justified the consolidation because consolidation
woul d benefit the creditors of both conpanies. W do not pause to scrutinize her
various specul ations as to events that would occur if the proceedings were to
continue separately because we do not believe that a proposed reorgani zation
pl an al one can justify substantive consolidation. Where, as in the instant case
creditors such as Union and MHTC knowi ngly made | oans to separate entities and
no irremedi able comm ngling of assets has occurred, a creditor cannot be nmade to
sacrifice the priority of its clainms against its debtor by fiat based on the
bankruptcy court's speculation that it knows the creditor's interests better
than does the creditor itself. The rationale of the bankruptcy judge in the
instant case would allow consolidation of two conpletely unrel ated conpani es
upon a finding that the creditors would be better off under sone proposed plan
involving the joint sale of their assets. The plan would then be approved under
"cram down" provisions that[**15] would subordinate the wi shes of the creditors
of one debtor to those of the other. W do not read the bankruptcy code to all ow
such a result. Where substantive consolidation is not otherw se justified, a
proposed buyer can nake contingent offers for each debtor so that priorities
anong creditors can be preserved. n2

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n2 The recent falling through of the sale to Leon's reveals the bankruptcy
court's decision to be all the nore m sgui ded, because the principal effect of
consolidation is now a windfall for MHTC

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

The plain fact is that Union's claim against Augie's assets is superior to
that of MHTC, and, as a result, the undesirability of consolidation is as clear
in the instant case as it was in our earlier decisionin Flora Mr. In Flora Mr
, a corporation and twelve of its subsidiaries filed for bankruptcy. The debtors
noved to consolidate substantively the proceedings relating to the thirteen
conpani es. The primary asset of Meadors, Inc., one of the subsidiaries, was a
m sappropriation claimagainst Flora Mr, which, as an inter-conpany claim
woul d have been elimnated in substantive consolidation. Certain debenture
creditors of Meadors opposed the consolidation on the[**16] ground that they had
extended credit to Meadors six years before it was acquired by Flora Mr and had
relied solely on Meadors's bal ance sheet in nmaking the |oan. 432 F.2d at
1062. Even though there was some evidence of financial entanglenment anong the
conpani es, we held that a consolidation was inequitable to Meadors's debenture
creditors because, in consolidation, the assets of their debtor would be
distributed to the creditors of all thirteen conpanies, robbing them of the
benefit of their bargain. 1d. at 1062-63. We did so even though the
deni al of consolidation would thwart an otherw se desirable arrangenent anong
creditors under Chapter |IX. As Judge Friendly stated in Flora Mr, "The nub of
counsel's argunment was that only consolidation will permt [*521] the quick
consummati on of an arrangenent under Chapter |X. That may indeed be desirable
but not at the cost of sacrificing the rights of Meadors' debenture hol ders."

Id. at 1063 (enphasis added).

Union is in the same position as were the debenture holders in Flora Mr. The
result of substantive consolidation in the instant case would be to make the
assets of Augie's available to pay the debts of Augie/Restivo, [**17] and to
enrich MHTC (whose entire pre-petition |oans to Augi e/ Restivo have been
converted to fully-secured post-petition super-priority adm nistrative debt
pursuant to the cash collateral stipulations) at the expense of Union. Even if
the reorgani zation and sal e remai ned vi abl e, noreover, there would be no
justification for submtting Union to "cram down" procedures dom nated by
creditors of Augie/Restivo.

Rever sed.






