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“Recapping” and Reconciling Merit Management and Nine West, the
Second Circuit Holds That Boston Generating’s 2006 “Recapitalization”
Was Safe-Harbored

September 30, 2024

Until recently, two of the most important cases interpreting the Bankruptcy Code's “safe harbor”
provisions appeared to be in potential tension. First, in the U.S. Supreme Court's 2018 Merit
Management decision,' the Supreme Court held that in applying the safe harbor provisions to a
complex, multi-step financial transaction, courts should analyze the “overarching” transaction, not its
individual components. Meanwhile, in the Second Circuit's 2023 Nine West decision,? the Second
Circuit held that in determining which entities qualify as protected “financial institutions,” courts
should take a “transfer-by-transfer” approach by analyzing each transfer under a contract
individually, even where multiple transfers are governed by the same contract. Does Nine Wesfs
“transfer-by-transfer” approach therefore suggest that, where a larger financial transaction consists
of multiple smaller sub-transactions, a court must analyze each of the component sub-transactions
separately, or does Merit Management's principle that courts should look at the larger, overarching
transaction still apply?

On September 19, 2024, in an appeal from the Boston Generating bankruptcy case, the Second
Circuit resolved this potential tension in favor of the Supreme Court’s precedent in Merit
Management, holding that “even under Nine West’s transfer-by-transfer approach, we look
to the [overarching] end-to-end transaction to determine whether the safe harbor
applies.™ In Boston Generating, a liquidating trustee challenged as fraudulent the debtor's transfer
of cash to its corporate parent as one step in a larger “recapitalization” transaction that culminated
in the repurchase of the parent's equity securities. Applying Merit Management's instruction to look
at the overarching transaction, the Second Circuit first concluded that the transfer of cash from the
debtor to the parent constituted part of a larger, safe-harbored “transfer made in connection with a
securities contract.” Next, applying Mine West's “transfer-by-transfer” approach to this single

v Merit Mgmt. Grp., LP v. FTI Consulting, Inc., 583 U.S. 366 (2018).
2 In re Nine West LBO Sec. Litig., 87 F.4th 130 (2d Cir. 2023).

8 Holliday v. Credit Suisse Sec. (USA) LLC (In re Boston Generating, LLC), 21-2543-br, 2024 WL 4234886, at *3 (2d Cir.
Sept. 19, 2024) (emphasis added).
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overarching transaction, the Second Circuit concluded that the relevant debtors were protected
“financial institutions,” because the “financial institution” definition includes a bank customer when a
bank is acting as the customer’s agent, and a bank was in fact acting as the debtors’ agent with
respect to the overarching securities transaction. Based on these twin analyses, the Second Circuit
concluded that the entire recapitalization transaction was safe-harbored, and therefore immune
from avoidance.

BACKGROUND

Boston Generating LLC and its parent, EBG Holdings LLC, owned and operated electric power
generating facilities in the Boston area. In 2006, Boston Generating and EBG undertook a
leveraged recapitalization transaction designed to repurchase EBG's existing equity securities by
way of a tender offer. The recapitalization transaction had four main components or steps:

(i) Boston Generating borrowed funds from various banks pursuant to two different credit facilities;
(i) Boston Generating transferred the loan proceeds to EBG; (iii) EBG further transferred the loan
proceeds to the bank acting as its “depository” with respect to the recapitalization transaction; and
(iv) the depository bank then used the loan proceeds to execute the repurchase of EBG's equity
securities.

In 2010, almost four years after the recapitalization, Boston Generating and EBG filed for
bankruptcy protection in the U.S. Bankruptcy Court for the Southern District of New York. Their
Chapter 11 plan was confirmed in 201 1. A liquidating trustee appointed under the plan then
brought an action seeking to avoid Boston Generating's transfer of the loan proceeds to EBG as a
fraudulent transfer under the New York Debtor and Creditor Law. The defendants in the fraudulent
transfer action asserted, as an affirmative defense, that all steps in the recapitalization transaction
were protected from avoidance by Section 546(e) of the Bankruptcy Code, a “safe harbor”
provision that immunizes from avoidance a “transfer made by or to (or for the benefit of) a . . .
financial institution . . . in connection with a securities contract[.]” 11 U.S.C. § 546(e). The
Bankruptcy Court held that the 546(e) safe harbor applied, and dismissed the fraudulent transfer
action on that basis. The liquidating trustee appealed to the U.S. District Court for the Southern
District of New York, which affirmed the Bankruptcy Court’s ruling. The trustee then appealed to
the U.S. Court of Appeals for the Second Circuit, which agreed with both the Bankruptcy Court
and the District Court that the 546(e) safe harbor applied.

ANALYSIS

In its appeal to the Second Circuit, the liquidating trustee made two main arguments for why the
Section 546(e) safe harbor did not apply to Boston Generating's transfer of cash to its parent,
EBG. First, the trustee argued that an “upstream” dividend of cash from a subsidiary to its parent
does not qualify as “a transfer made in connection with a securities contract,” because such a
dividend does not, in itself, involve a purchase or sale of securities. Second, the trustee argued that
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Boston Generating and EBG did not qualify as protected “financial institutions.” The Second
Circuit rejected both arguments.

Applying Merit: A cash dividend can be safe-harbored where it constitutes a
“component” of an overarching securities transaction

In rejecting the trustee’s argument that Boston Generating's transfer of cash to its parent did not
constitute a “transfer made in connection with a securities contract,” the Second Circuit applied the
Supreme Court’'s 2018 decision in Merit Mgmt. Grp., LP v. FTI Consulting, Inc., 583 U.S. 366
(2018). Merit Management, like Boston Generating, involved a multi-step financial transaction, and
the question posed was whether courts, in applying the safe harbors, “should look to the
[overarching] transfer that the trustee seeks to avoid to determine whether the transfer meets the
safe-harbor criteria, or should courts look also to any component parts of the overarching transfer?”
The Supreme Court answered this question by holding that the Section 546(e) safe harbor “applies
to the overarching transfer that the trustee seeks to avoid, not any component part of that transfer.”

Applying Merit’s instruction to analyze the “overarching” transfer rather than its individual
components, the Second Circuit concluded that the cash transfer from Boston Generating to its
parent was safe-harbored as part of the “overarching” recapitalization transaction aimed at
repurchasing the parent’s securities. As support for its conclusion that the cash transfer was merely
a component of the larger “overarching” securities transaction, the Second Circuit noted that the
credit facility agreements under which Boston Generating borrowed the cash that it later
transferred to its parent expressly contemplated that the purpose of the loans was to fund the larger
recapitalization transaction, and acknowledged that Boston Generating would transfer the loan
proceeds to EBG for that purpose. All parties, including the lenders, therefore understood that the
loans taken out by Boston Generating constituted a step in the larger recapitalization transaction.

The Second Circuit also rejected an argument by the trustee that Boston Generating’s cash
transfer to EBG was not made “in connection” with a securities contract because Boston
Generating was allegedly not a party to the actual tender offer agreement pursuant to which EBG's
equity securities were ultimately repurchased. First, the Second Circuit refuted this contention by
the trustee as a factual matter, noting that Boston Generating was in fact a party to the tender offer
agreement in its capacity as one of EBG’s subsidiaries (which were identified in the tender offer as
parties to the agreement). Second, in any event, the Second Circuit noted that under its own
precedent, an entity does not need to be an actual party to a “securities contract” in order for a
transfer by that entity to be safe-harbored, because Section 546(e) only requires a transfer to be
made “in connection with” a securities contract, not by a party to that contract.*

4 See In re Bernard L. Madoff Inv. Sec. LLC, 773 F.3d 411, 421-22 (2d Cir. 2014).
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Applying Nine West: Bank customers qualify as protected “financial institutions” where
a bank is acting as their “agent” with respect to the overarching securities transaction

In rejecting the trustee’s argument that Boston Generating and EBG did not qualify as protected
“financial institutions,” the Second Circuit relied on its own 2023 decision in /n re Nine West LBO
Sec. Litig., 87 F.4th 130 (2d Cir. 2023). Nine West interpreted the Bankruptcy Code’s definition of
“financial institution,” which includes a “customer” of a bank “when” the bank “is acting as agent”
for the customer “in connection with a securities contract” See 11 U.S.C. § 101(22)(A). Nine West
involved a securities contract under which the debtor hired a bank to facilitate the redemption of
several different types of the debtor’s stock. Notwithstanding that several different securities
transactions were governed by the same securities contract, the Second Circuit held in Nine West
that the debtor there qualified as a “financial institution” on/y with respect to the specific securities
transactions with respect to which the bank had acted as the debtor's agent, not all transactions
under the securities contract. Nine West therefore adopted what it called a “transfer-by-transfer”
rather than “contract-by-contract” approach to the “customer” prong of the “financial institution”
definition, meaning that even where multiple different transactions are governed by the same
securities contract, it is still necessary to look at each individual transaction to determine whether a
bank is acting as an agent with respect to #hat specific transaction.

Applying Nine West, the Second Circuit held that Boston Generating and EBG qualified as
“financial institutions” with respect to the overarching recapitalization transaction, even under the
transfer-by-transfer approach. In doing so, the Second Circuit rejected the trustee’s effort to
analyze each component of the recapitalization as a separate “transfer,” instead looking at the entire
recapitalization as a single “overarching” transaction, as required by Merit. The Second Circuit
stated that “even under NMine West's transfer-by-transfer approach, we look to the end-to-end
transaction to determine whether the safe harbor applies.”

Although the Boston Generating recapitalization entailed only a single “overarching” transaction,
not the multiple transactions at issue in Nine West, the Second Circuit still had to determine
whether the depository bank had acted as an “agent” with respect to that transaction. To assess
the depository's status as an “agent,” the Second Circuit relied on language in Nine West holding
that a sufficient agency relationship exists where a bank “made payments to, and received
information from” a debtor's shareholders during the relevant securities transactions. These features
of an agency relationship were present in Boston Generating's case, because the depository bank
received the required documentation from equity holders who sought to tender their equity
securities, and made payments to the tendering equity holders on behalf of Boston Generating and
EBG. Furthermore, Boston Generating and EBG maintained “control” over the transactions
performed by the depository bank in connection with the tender offer, because the tendered units
were deemed “accepted” for payment and purchase only if Boston Generating and EBG gave
notice to the depository bank of their acceptance. The fact that Boston Generating and EBG had
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the ability to “control” the depository bank’s actions with respect to the tender offer served as
further evidence that the depository bank was acting as their agent.

TAKEAWAYS

In Merit Management, the Supreme Court cautioned that a trustee is not free to define the transfer
it seeks to avoid in any way it chooses and stated that a defendant is free to argue that the trustee
failed to properly identify the avoidable transfer. In Boston Generating, the liquidating trustee chose
to disregard the overarching transaction and attacked a component transfer within that

transaction. Heeding Merit Management, the Second Circuit rebuffed that attack.

In the process, the Second Circuit helped to resolve a potential tension between two important
precedents interpreting the Bankruptcy Code’s “safe harbor” provisions, and provided a valuable
roadmap for participants in the financial markets seeking to analyze whether complex, multi-step
securities transactions are likely to be safe-harbored.

In particular, at least in the Second Circuit, participants in the financial markets can now take
comfort that cash dividends or other transfers that do not directly involve securities can nonetheless
potentially qualify as safe-harbored “transfers made in connection with a securities contract,” as
long as such transfers clearly constitute interim steps in a larger, overarching securities transaction.

To maximize the likelihood that interim transfers not directly involving securities receive safe-
harbored treatment, however, parties should document such interim transfers in a way that makes
clear their relationship to the larger securities transaction.

In addition, non-bank entities can increase the likelihood that the “securities contract” safe harbor
will apply by clearly employing a bank as their agent to effectuate all stages of complex securities
transactions, because such entities’ status as a “customer” of a bank “in connection with a
securities contract” can confer on them the status of a “financial institution” protected by the safe
harbor.
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If you have any questions, please feel free to contact any of the following Cadwalader attorneys.
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