UNITED STATES BANKRUPTCY COURT
FOR THLE DISTRICT OF DELAWARE

IN RE: . Chapter 11
OWENS CORNING, et al., 1 Case Nos. 00-3837 1o 3854 (JPF)

Dcbtors.

MEMORANDUM AND ORDER CONCERNING SUBSTANTIVE CONSOLIDATION

Fullam, Sr. J. October 5, 2004

The Debtors, joined by most of the credilor groups, have presented and proseculed
a motion lor substantive consolidation - 1.e., 4 request that the assets of, and clums againsl, the
Dcbtors and all subsidiaries and aflfiliated entities be consolidated and treated as a single umit in
these bankruplcy proceedings. A consortium of banks represented by Credit Suissc First Boston
strenuously opposcs such consolidation. A four-day evidentiary hearing on this issue was held
by my predeccessor, Judge Wolin, in May, 2003, T have read the transcript of the testimony, and
have reviewed the voluminous documentary record compiled n the course of the heanng, and
have had the benelit of posi-tnal briefing and argument. T am now prepared 1o set forth my views
on the subject.

I. Background

Owens Corning and 17 of its wholly-owned subsidiarics jointly filed petitions [or
chapter | ] reorganization on QOclober 5, 2000, and their respective bankruptcy proceedings have,
m effect, been procedurally consolidated and arc being jointly administered. All of the chapter

11 petitioners and their alfiliated entities continue (o carry on business as deblors-in-possession.




The principal litigants in this litigation include, in addition to (he Debtors, the bank consortium
represented by Credit Suisse First Boston,; the Official Commitlee of Unsecured Creditors; a
second committee ot sub-committee of unsecurcd creditors representing the bondholders and
trade creditors; Kensington Intemational, Springfield Associates and Angelo Gordon and
Company; the Official Committee of Asbestos Claimants; the Tegal Representative lor Future
Claimants; and various individual ashestos claimants. To achicve an acceptablc plan of
reorganization, it will be necessary (1) to determine the value of the Deblors; (2) to determune the
correct amounts of existing creditors’ claims, and a rcasonable estimate of future claims; (3) and
to determine the cortrect allocation of values to be distributed to the various ¢reditors, The
absolute priority rule govemns: no junior creditor may be paid unless senior ereditors are paid in
full, and all creditors in the same priorily class must be trealed alike.
1. Discussion

The claim of the banks represented by Credit Suisse (heremalter “the Banks™) 13
for the unpaid balance of a scrics of loans made to Owens Coming and various of its subsidiarics
pursuant Lo a credit agreement daled as ol June 26, 1997, m which the Banks committed to
lending a total of more (han $2 billion to Owens Corning and five of its subsidiarics. Lorty-three
Banks made commitments in varying amounts ranging from $10 million to $100 million, and
madec thosc amounts available [or revolving loans, compctitive advance loans, swing line loans
and letter of credit commitments which could be drawn upon from time to time by the borrowers.

The parent company, Owens Corning of Delaware (OCD), guaranteed the
repayment of all loans made pursuant to the credit agreement, whether to itself or any subsidiary;

and cach major subsidiary (those with assets having a hook value of $30 nullion or more) also




guaranteed the repayment of all loans made pursuant to the credit agreement. It is this feature of
cross-guarantees which the Banks rely upon as establishing that their claim, which, when the
petition was filcd, amounted to approximately $1.6 billion, is superior to the claims of all other
creditors because it constitutes a direct claim against the parcnt company and each of the
subsidiary guarantors, whercas the other creditors have direct claims against the parent company
but only inditect claims against the subsidiaries, based upon the parent company’s ownetship of
100% of their stock. The Banks argue that, beeause of these differences, the Banks would be
treated unfairly if substantive consoelidation were to oceur.,

The question of when substantive consolidation 1s permissible has been the
subject of much litigation, as well as learncd discussion. At the heanng before Judge Wolin, all
parties seemed 1o agree that the proper standard is that adopted by the D.C. Circuit in Drabkin v.

Midland-Ross Corp. (In te: Autotrain Corp.. Inc.), 810 I.2d 270 (D.C. Cir. 1987), and by the

Fleventh Circuit in Eastoroup Properties v. Southermn Motel Assog,, Ltd., 935 F.2d 245 (11" Cir.

1991). More reeently, the Third Circuit Courl of Appeals has addressed the question, in Nesbit

v. Gears Unlimited, Inc., 347 E.3d 72 (3™ Cir. 2003), cert denied, 124 8. Ct. 1714 (2004).

Although the actual question presented in the Neshit casc was whether two
separate corporations should be regarded as a single employer for purposes ol determining the
applicability of Title V11, the Third Circuit expressly adopted, as part of the test for thal
determination, the “factors Courts use in deciding whether substantively lo consolidate two or

more enlities 1n the bankruptey context.” The Court added:

“While these factors vary from circuit to circuit, the test at basc
seeks to determine whether two or more entilies’ affairs are so
inictconnected that they collectively cause the alleged




discriminatory employment practice. More colloquially, the

question is whether the ‘eggs’ — consisting of the ostensibly

separatc companies - are so scranmibled that we decline to

unscramble them. We notc, however, thal substantive

consolidation is an cquitable remedy and 18 difficult to achieve.”

As noled by the Nesbit Court, the Second Circuit Court of Appcals, in In re:
Augie/Restivo Baking Co., 860 F.2d 515 (2! Cir. 1988), has summarized the requirements sct
forth in the reported decisions as establishing two fundamental principles: (1) whether creditors
deult with the entitics as a single economic unit and did not rely on their separate identity in
extending credit, and (2) whether the alfairs of the two companies arc so cntangled that
consolidation will be benelicial. The Ninth Circuil has also adopted thus formulation. Sce In re:
Ronham, 229 F.3d 750, 766 (9" Cir. 2000).

The D.C. Circuil in the Autotrain case, and the Eleventh Circuilt in Eastgroup
Properties, have taken the position that if the proponents of consolidation establish (1) that there
is substantial identily between the cntitics to be consolidated, and (2) that consolidation is
necessary 10 avoid some harm or to realize some henelits, a prima facie case for consolidation
has been established, and the burden would then shifi to the objecting creditor, to show (1) that it
rclicd on the separate credit of one ol the entitics to be consolidated, and (2) that it will be
prejudiced by substantive consolidation.

T have no difliculty in concluding that there is indced substantial ideniity between
the parent debtor QCD and its wholly-owned subsidiaries. All of the subsidianes were controlled
by a single commnittee, from central headquarters, without regard Lo the subsidiary structure,

Control was exercised on a product-line basis. For example, the president of the insulating

syslems business managed all aspects of the production, marketing, and distribution of insulation




products, regardless of whether those products were manufactured in a factory owned by OCD or
by a foreign subsidiary. The officers and directors of the subsidiaries did not cstablish business
plans or budgets, and did not appoint senior management except at the direction of the central
committee (the “Natural T.eadership Tcam™). Subsidiaries were cstablished for the convenicnce
of the parent company, primarily for tax reasons. All of the subsidiaries were dependent upon
the parcnt company for funding and capital. The financial management of the entire enterprise
was conducted in an intcgrated manner. No subsidiary cxcreised control over its own finances,

1t is also clear that substantive consolidation would greatly simphify and expedite
the successful completion of this entire bankruptey procecding. More imporlantly, it would be
exceedingly difficull to untangle the financial affairs of the various cntitics. While it is true that,
as stressed by the Banks, the Debtors have apparently expended large sums ol moncy having
accounting experts attempt to sort out, and balance, the financial alfairs of each entity, there are
still many reasons for challenging the accuracy of the results achieved. For example, transfers of
cash between subsidiarics and parent did not include any payment of interest; and caloulations of
royallies are subject o question.

1 conclude, therefore, thal the proponents of substantive consolidation have
established a prima facie case. The next question is whether the Banks have proved that they
relied upon the separate credit of the subsidiaries.

There can be no doubl that the Banks relied upon the overalt credit ol the entire
Owens Corning enterprise. Each Bank’s commitment was to the entire enterprise. The decision
as 10 whether funds would be borrowed by the parent company, or by one or more of the

subsidiaries, was madc by the borrowers, nol by the lenders. All of Owens Comning’s financial




reporting was done on a consolidated basis, and only that consolidated information was provided
to the Banks.

Tt 15 also important to note that, in seeking and obtaining guarantees from the
“substantial” subsidiarics, the Banks knew only thai each guaranior had assels with a book value
ol $30 million or more; the Banks had no infonmation about the debts of such subsidiaries.

In short, there 1s simply no basis for a finding that, in extending credit, the Banks
relied upon the scparate credit ol any of the subsidiary guaraniors. This 1s not o say that the
guaraniees were not important to the Banks. The guarantces greatly simplified the admimstration
of the Credit Agreement, and protceted the Banks from having therr claim subordinated 1o
subsequent indebledness of the subsidiary guarantors.

Bul the very existence of these cross-guarantces is a further rcason for approving
substantive consolidation. Any guaranior held hable on its guarantee would have a right of
indemnification against whichever entity or entities borrowed the moncy. It would be extremcly
difficult to sort out the inter-subsidiary claims.

Moreover, the Banks’ claims against the subsidiary guarantors are not clear-cut:
cach subsichary guarantee is enforceablc only to the cxtent that enforcement would not give rise
Lo a clmm that a voidable transfcr was being carmed out.

For these reasons, T believe it is unrealistic to supposc that the Banks would have
an easier lime collecting their claims if consolidation were denied.

Tt should be noted that, in October 2002, the Debtors and vantous creditor groups
mstituled an adversary procceding against the Banks seeking (o imvalidate the subsidiary

guarantces as constttuting fraudulent conveyances. That action has been stayed pending
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resolution of the substantive consolidation issue. Apparcntly, it was felt that therc would be no
necd to resolve the (raudulent conveyance action unless substantive consolidation were denied.
Whether that assessment is correct need not be addressed at this time.
II1. Conclusions

I have concluded that substantive consolidation should be permitted, not only
because of its obvious advantages - indeed, because it is a virtual necessity - but also because |
see no rcason why the Banks’ ¢laim cammot be approprialely deall with in a consolidated plan of
reorganization. The real issue is whether the Banks are entitled o participale, pari passu, with
other unsecured creditors, or whether the Banks’ claim is cntitled to priority, in whole or in part,
over the claims of other unsecured credilors. On the basis of the present record, 1 am not
convinced that this is necessarily an all or nothing issue. That is, in the course of the plan-
approval proceedings, the parties may come to a rcalization that the existence ol the subsidiary
guarantces docs not warrant trealing the Banks as if their claim was sccured, and thus superior to
the claims of all other unsecured creditors; but that the exisience of the subsidiary guarantees
might warrant treating the Banks claim ag if'1t were partially secured. Whether such a resolution
would be fair and equitable to all cannot now be determined.

Tl does seem to me rather obvious that the intcrests of all parties would best be
served by the prompt achtevement of a reasonably acceptable plan of reorganization; that

litigating cvery conceivable issue to finality would be unduly cxpensive; and that the parties

would be well-advised to scttle their differences.
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UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF DELAWARE

INRE: ¢ Chapter 11
OWENS CORNING, et al., . Case Nos. 00-3837 to 3854 (JPF)
Debtors.
ORDER

.

AND NOW, this '{ day of October, 2004, 1T IS ORDERED:

l. The Debtors’ motion for substantive consolidation is GRANTED.

2. Counsel for the participating parties shall promptly, and repeatedly if
necessary, meet for the purpose of attempting to achieve an agreed-upon
plan of reorganization.

3. Counsel for the Debtors shall, and other parties may, report to this court
within 30 days as to the stats of settlement negotiations.

IT 1S FURTHER ORDERED that counsel for the Debtors shall make sure that a

copy of this order is sent promptly to those on the service list.

LT

John . Fullam. Sr. J.
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