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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011

JUDGE JACOBS: At this tinme we'll
hear In Re Bernard L. Madoff Investnent Securities
LLC.

MR LAX: If it may pl ease the Court,
ny name is Barry Lax of Lax & Neville. 1'Il be
argui ng on behalf of the appellants for six mnutes,
and then Karen Wagner of Davis Polk w il argue eight
m nutes, and we're going to reserve six mnutes for
rebuttal by M. Chaitnan.

JUDGE JACOBS: Are you going to divvy
up i ssues in any way?

MR LAX: W're not really, Your
Honor .

JUDGE JACOBS: All right.

MR LAX: Thank you very nuch.

This case can be deci ded by sinple
statutory application. The issue before this Court
iIs how net equity should be determ ned under the
Securities Investor Protection Act, period. The
Bankruptcy Court msinterpreted the | aw and the
i ssue before it by significantly relying on the
size, nature and effects of an SEGC-regul at ed
br oker-dealer's fraud that caused its failure.
However, those factors are irrel evant under the

statute for the determ nation of net equity. Net
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011

equity is determ ned by val uing the dollar anpount of
the custoner's account by cal cul ati ng what woul d
have been owed by the broker had the custoners'
securities positions been |liquidated on the filing
dat e.

JUDGE JACOBS: O course if the
positions had actually been liquidated on the filing
date, there would have been nothing there.

MR, LAX: | wunderstand that, Your
Honor, but whether or not there are security
positions in a custoner's account is irrel evant.

And that's what the statute says. The statute says
when there's no securities positions in a custoner's
account, the Trustee is obligated to go into the
market to try to purchase those securities. And
that's what nmakes sense, to use a custoner's account
statenents. The custoner account statement is the
begi nning and the end of the inquiry.

JUDGE JACOBS: Let ne give you a
hypothetical. Let's say that a custoner invests
with a faithless fiduciary $10,000. Wthin a nonth,
wonderfully, it doubles. The broker takes half the
gai ns, $5,000, and spends it on wi ne and ci gars.

And then the conpany goes bust. The account

statement would list only 15,000 and not 20, 000.
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011

Are you sayi ng that under those circunstances the
custoner would only be entitled to 15,000 because
that's what's on the account statenent, fraudulently
wor ked up by the broker, or would the custonmer be
entitled to the full 20,0007

MR LAX: The custoner woul d be
entitled to the full 20,000 in that scenari o.

JUDGE JACOBS: Ckay, that's not
what's on the account statement. You just said the
account statenent is the beginning and the end of
it.

MR LAX: Well, the account statenent
controls, Your Honor. But what you woul d have to do
is value what the broker owes the custoner on the
filing date, so in your scenario that's what the
br oker would owe the custonmer on the filing date.

JUDGE JACOBS: So, but that woul dn't
be determ ned by reference only to the account
st at enent .

MR LAX: Well, when you can work
i nside the statutory franework.

JUDGE JACOBS: Well, wouldn't you
have to | ook then at books and records and at the
mar ket prices?

MR LAX: Wl l, the account
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011

statenents and confirns are books and records.
They're actually the only books and records that
custoners have access to and the only ones that are
del i vered to custoners.

JUDGE JACOBS: Yes, but in ny
hypot heti cal you wouldn't rely on the account
statenments, you would | ook behind them

MR. LAX: There are certain
ci rcunmst ances where you coul d | ook behi nd account
statenents and confirns and that's what the statute
provides. But that's when the statutory franework
doesn't work, but the statutory franmework works for
Madoff victins. Madoff victins received account
statenments and confirns for the purchase of real
securities. And I'd like the Court to notice when
they do their -- when they render their decision, if
they | ook at volune 3, page 792 to 799, you'l
recogni ze all of the securities that are contai ned
on those custoner account statenents. It goes from
Wells Fargo to Wal -Mart to Merck to Mcrosoft to
Apple, all of these securities are going to be
conpl etely known by the Court.

JUDGE RAGE : Though none of these
were orders placed by the custoners, if | understand

it, right? There was conplete discretion as to what
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011

woul d be purchased.

MR LAX: But there is no difference,
Your Honor, between giving --

JUDGE RAGE : But am |l right in that
assunption?

MR LAX: Correct, Your Honor, but
br oker - deal ers get discretion either when the
account's opened or m dway through --

JUDGE RAGE: To a large part the
basis for the bankruptcy judge's decision was the
determ nation that net equity has to be -- doesn't
bear a particular statutory definition, rather that
it's to be determined by |looking to the totality of
the circunstances of the conduct that brings
everyone before the Court. And it was that
assunption that inforned this choice. 1Is that a
flawed assunption or is it just that it was applied
incorrectly? | want to know where you think the
error originates.

MR LAX: That's a flawed assunpti on,
Your Honor.

JUDGE RAGE : Tell ne why you think
so.

MR. LAX: Because there is no

exception for Ponzi schenes in the statute, there is
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011

no exceptions for the size or the nature or the
ef fect.

JUDGE RAGE : Nevertheless we saw
wher e the bankruptcy judge cited to portions of the
statute to support his conclusion that it was
appropriately viewed in the context of the
particul ar conduct at issue in the case.

MR LAX: Well, | saw and that was
just error, Your Honor.

JUDGE RAGE : Wy?

MR LAX: Because the statute doesn't
provi de for any exceptions to those kinds of
consi derations. Those factors are conpletely
irrelevant. The |lone issue is can you follow the
definition of net equity, which this SIPC Trustee
could have. Al he had to do was go into the narket

and purchase those real securities, which he could

have.

JUDGE RAGE : But the bankruptcy
judge cites to different hypotheticals that | assune
were supplied by the parties, but no natter. In

whi ch what you're urging could yield absurd results,
nanely the individuals who had w t hdrawn sone noney
but whose account statenents indicated a certain

hol di ng, m ght be recovering nore under this
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011

val uati on nmet hod than counterparts who had never
W t hdrawn any noney.

MR. LAX: | wunderstand that, Your
Honor, but --

JUDGE RAGE : For the sane
i nvestnent. And, you know, the | aw abhors an absurd
result.

MR LAX: | wunderstand that, Your
Honor, but in this statute there is no absurd result
test. Wiat | believe is absurd is that half of the
Madoff victins of the worst SIPC |iquidation in
history didn't receive SIPC protection.

JUDGE RAGA: Well, you know, you
suggest that the | aw does not tol erate any
exceptions, and yet our decision in New Tinmes did
treat two different forms of investnents
differently. So that seens to ne to run counter to
your argunent that the law admts no flexibility.
The only question is whether these facts warrant one
treatnent or the other, but |I'mnot sure your
argunent that the | aw does not permt different
treatnments can be maintained after our New Tines
deci si on.

MR, LAX: But it can, Your Honor,

because these custoners, the Madoff custoners are in
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the exact sane situation as those New Ti nes
custoners that received account statenents and
confirms --

JUDGE RAGE : That suggests that they
fall on one side, but it doesn't suggest that there
isn't another side to how net equity can be
cal cul at ed.

MR LAX: Right. But in that very,
in that exanpl e which was a departure fromthe
statutory framework, the SIPC Trustee could not go
out and purchase the New Age Fund securities. There
was no |legitinmate expectati on on behalf of the
custoners that they actually own those securities.
No one had any idea what the New Age mutual fund was
invested in. And the Trustee couldn't go out and
buy those securities.

But in this case the SIPC Trustee
could go out and buy I BM Google, Mcrosoft, all
t hose types of securities.

JUDGE RAGE : What | understand to be
at | east one of the differences here is that those
pur chases are not necessarily reflective of what
your clients may have invested because their total
portfolio is a function of all these fraudul ent

trades usual ly done in hindsight that were brought
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011 H
to create that figure. So it's not |ike purchasing
as occurred in New Tines, what the client had
basically invested.

MR LAX: But that's really a
di stinction without a difference because when you
gi ve a broker-deal er discretion or when you get on
t he phone wth your broker and say, okay, | want to
buy that security, there's no difference. The only
thing that it establishes nore by giving the
br oker -deal er discretion is you give the
br oker-deal er a fiduciary responsibility to increase
t he burden.

JUDGE RAGA : Perhaps | wasn't clear.
To use snmall nunbers so as not to get conplicated,
if one invests $1,000 and the broker, in order to
get you to keep that noney in the schene keeps
sendi ng you reports that now you have $1500, now you
have 2, 000, now you have 2500, and here's what it's
being invested in, well, you've never put in that
extra noney and nothing ever, no maturity ever
yi el ded that result, the market coul d not have
yielded it. | don't know how you have a cl ai mthat
you're entitled to the 2500 afterwards.

MR LAX: Wll, if you can go and

| ook and see if your security increased in val ue,

BENDISH REPORTING, INC.
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011 L2
then you woul d have legitinate expectations in that
increase in value. But if you went and checked the
mar ket and you | ooked and your security is not
i ncreasing in value, but yet on your account
statenents it is increasing in value, that mght be
an exception to the statutory framework, where a
|l egitimate custoner's expectations are not net.

JUDGE JACOBS: Thank you.

MR LAX: Thank you very nuch.

MS. WAGNER: Good nor ni ng, Your
Honors. May it please the Court, ny nane is Karen
Wagner and |'ma nmenber of the firmof Davis Polk &
Wardwel | , representing Sterling Equities and
associ ated entities in this matter.

Your Honors, it is our position that
t he custoners' account statenent should control in
this case. Now obviously there are situations where
a custoner --

JUDGE LEVAL: You're relying on the
provi sion of the SIPA which requires the Trustee to
di scharge obligations insofar as such obligations
are ascertainable fromthe books and records of the
debtor? That's the | anguage that you rely on?

M5. WAGNER:  Your Honor, |'mrelying

on the net equity definition, which I think is
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011 L
conpletely consistent wth the | anguage that Your
Honor has just recited. The way that we understand
the statute to work is this:

Cut si de of SIPA, before SIPA ever
conmes into place, you engage in a transaction with
your broker. Your broker issues you a statenent
sayi ng you own ten shares of IBM Under all the | aw
that's applicable prior to the SIPA filing, if you
go to your broker and you say | want ny ten shares
now and the broker says, sorry, | don't have it, you
can sue himand you can get a judgnent and you wil |
be entitled to your ten shares of |BM

So then the question is, when SIPA
cones into play, does sonething change? Does the
broker now have a defense? Especially a defense
based on, sorry, | didn't buy your securities and
" mengaging in a fraud, so actually | don't owe
this to you anynore? Cbviously that doesn't make
t oo nmuch sense.

JUDGE LEVAL: So if the broker took
your noney, if the noney cones in and the broker,

i nstead of investing it, pockets a | arge percent of
it and sends you a statenent saying that you
invested, a fictitious investnent, he selects an

i nvest nent that went plungi ng down, sorry, |

BENDISH REPORTING, INC.
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011

invested for you in this at 100 and it's now worth
40, so you're saying that the appropriate debt is
the 40 because that's the statenent that you
recei ved?

M5. WAGNER: No, Your Honor. \What
| ' msaying actually is nornally your statenents
control and in this case we believe they control.

Now, it certainly is the case in the

14

| anguage Your Honor read, permts the custoner, when

it's clear that the broker has defrauded the
custoner and has issued a statenent that is
I nconsi stent with what the custoner thought he was
investing in, the custoner can go to the broker and
to the SIPC Trustee and say, |look, | actually
i nvested $10, 000, not $5,000, so ny claimis bigger.
And section 8B, the provision that Your Honor is
reflecting on, permts the custoner's claimto be
enlarged if the Trustee considers that whatever
records the custonmer has reflect that transfer of
f unds.

JUDGE LEVAL: Let ne give you anot her
hypot hetical. Supposing that it happens to be a
week before the whole thing, the Ponzi schene is
exposed, that a week before, a nonth before, two

peopl e cone in on the sane day and one of them says,

BENDISH REPORTING, INC.
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011 o
he's an old friend of M. Mdoff and he says,
Bernie, I"'min a terrible situation, | have a
desperate need for noney for this, that and the
other thing, | hope you can do good by ny account.
And the other one M. WNMadoff decides he doesn't |ike
at all, he's always hated him And for his friend,
they both cone in with a mllion dollars on the sane
day, and for his friend, he received statenents of
spectacul arly successful trades and the mllion
becones two mllion, 2-1/2 mllion in the space of
t hat week. And the other one, who M. Madoff didn't
li ke, his equity that he engaged in, distinctly
unspect acul ar trades, and his investnent drops and
it's practically all |ost.

So you're saying to ne that when the
whol e thing cones apart a week later, the proper way
to measure what is owed to the two of themis that
the one who received notice of entirely fictitious,
spectacul arly successful trades is 2-1/2 mllion
where the other only gets $50, 000?

M5. WAGNER:  Your Honor, two
responses to that. First of all, that is not the
situation that is presented to you today. Today the
record is clear that --

JUDGE LEVAL: The situation that's

BENDISH REPORTING, INC.
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011 o
presented to us today is whether peoples' accounts
shoul d be val ued on the basis of fictitious trades
t hat never occurred, on the basis of statenents that
were sinply fignents of the imagi nati on and never
i nvol ved any real securities whatsoever.

M5. WAGNER:  Your Honor, the
securities on people's statenents, and this is what
is in the record before you today, they were
securities that do exist in the market.

JUDGE LEVAL: OCh, | know the
securities exist, but the ownership of those
securities by those persons was entirely fictitious.

M5. WAGNER: Absol utely correct.
Absol utely correct. They were not owned by M.
Madof f - -

JUDGE LEVAL: As in ny exanple that |
gave you.

M5. WAGNER:  Yes. M. Madof f
breached his obligations to his custoners to buy any
securities. But the custoners received statenents
t hat show ownershi p of these securities --

JUDGE LEVAL: As in ny exanpl e.

M5. WAGNER: And under al
nonbankruptcy | aw those statenents give them

ownership rights and I think SIPA al so gives them
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011 H

ownership rights.

Now, your question | think goes to
t he questi on of whether sonebody is a custoner. |If
sonebody knowi ngly invests in -- gives noney to
M. Madoff, knowing that M. Madoff is engaged in a
Ponzi schene --

JUDGE LEVAL: No, | didn't say they
know ngly knew.

M5. WAGNER:  Well, I'mgetting there.
If you know it, if they knowit, then I think they
may not be a custoner and then nmaybe none of this
protection works for them But if they don't know
it and if they get a statenent that appears
consistent with the market, which is what happened
here, | would suggest to you all the | aw says they
are entitled to rely on that statenent.

JUDGE LEVAL: That was ny
hypot hetical to you. These peopl e gave noney to
Madoff in good faith and they received statenents
whi ch they believed to be accurate. One of them was
di sappoi nted and one of them was very, very happy.

M5. WAGNER: | think the statenent
controls, Your Honor, when the custoner believes
rationally that the statenents that they're getting

are consistent wwth what they own. And the reason,
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011 18
Your Honor, is because you never know when your
broker is engaged in a Ponzi schene or sone other
nontradi ng of securities. You don't have any
physi cal securities anynbre in your possession. You
have no idea what's going on behind the scenes. You
must rely on your statenent.

JUDGE JACOBS: What | hear you
arguing is that the fund should pay out in respect
of each investor whatever anount Madoff made up
chewi ng on his pencil and | ooking at the ceiling.

M5. WAGNER:  Your Honor, custoners
are entitled to rely on their statenents and |
believe the fund is obliged to honor their
expectations, unless it can be shown that they are
not custoners because they actually knew sonet hi ng
was going on. | do believe that. | also believe
that it's consistent with the New Ti nes deci si on.

JUDGE JACOBS: Well, your reference
to expectations, which of course are legitimte
expectations, is a reference to wording in New Tines
that deals with whether the account will be
classified as one for cash or as an investnent in
securities. Every one of the claimnts here has
al ready gotten the benefit of that classification.

That nmeans that they have, as it were coverage, up
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011 o
to half a mllion instead of 100, 000. But |'m not
sure legitimte expectations governs what the
preci se anount of noney that they get, within that
limt.

M5. WAGNER:  Your Honor, |'mnot sure
it's legitimate expectations exactly, either. I'm
sayi ng that outside of SIPA the statenent controls
unl ess you can conclude that there is sone reason
why it would not. And |I'm saying inside of SIPA the
statenent al so controls subject to, you know, if the
br oker doesn't --

JUDGE JACOBS: What | don't
understand is you' re saying controls unless there's
sone reason why not. And the question is --

MS. WAGNER: The reason why not is
the custoner is conplicit. Oherwise it controls.
That is our position.

JUDGE JACOBS: So you're saying
that's the only reason?

M5. WAGNER: Yes, | am Your Honor.
The custoners are entitled to this protection, and
the reason is they have no other way -- the whole
system i s dependent upon the custoners' statenents,
the statenents issued by the broker saying this is

what you own.
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JUDGE LEVAL: In New Tines was there
a challenge in this Court to the valuation by the
custoners who had fictitious nonexisting securities
on their statenents? |I'msorry. Wth respect to
t he custoners who had actual securities, true
securities?

M5. WAGNER:  Your Honor, there was no
chal | enge.

JUDGE LEVAL: There was no chal | enge
to that.

M5. WAGNER: That's correct. The
only issue before your Court in that case was when
you cannot value the securities because they never
exi sted, that's when you conme into a situation where
SIPC i s exposed to an unreasonabl e result because
there is no way of know ng --

JUDGE LEVAL: So our Court deci sion
in that case does not represent a precedent for
usi ng the account statenent on the other securities
if it wasn't challenged, it wasn't the subject of
di sput e.

M5. WAGNER: | think that's correct,
Your Honor, but | think the analysis in that
deci sion, which is that if the statute can be

followed, it nust be followed, but if it cannot be
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U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011 2t
foll owed, then sonme ot her approach is needed, is
directly applicable to this case because in this
case the statute can be foll owed.

JUDGE JACOBS: In that case the
requi site analysis was frustrated. It was
i nmpossi ble to figure out what the real value is of
securities issues that never existed of conpanies
that were just fignents of the inmagi nati on and
therefore people were limted to what they had paid
in, less what they took out. Wiy is this not an
anal ogous situation in the sense that the securities
may have real nanes, but the transactions that
generated the upside were just as fictitious as the
stock issues in New Tines?

M5. WAGNER:  Your Honor, the whole
systemis set up to protect the custonmer, so | think
you need to look at it fromthe custoner's
perspective and fromthe custoner's perspective the
transaction is not fictitious. The custoner
provided funds to a broker and said, please invest
this, it's your discretion, you invest it. The
br oker kept issuing statenents that | ooked |ike they
were consistent with the market, that told the
custoner this is what you own. This went on for 30

years, it seened to work pretty well for a pretty
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|l ong tine.

The custoner had every reason to
assune that the protections of the securities |aws
of Article 8 and finally of SIPA would govern in
this case.

JUDGE JACOBS: Well, then it does
seemawfully unfair to the people who were credited
w th having fake securities in New Tines that they
shoul dn't get the benefit of exactly the sane
expectations. After all, ordinary investors don't
really have the ability to go out and find out
whet her, you know, Bl ue Sky Corporation actually
exists or has a certain capitalization or is traded
here or there.

It just seens, under your argument,
it seens to prove too nuch because then New Tines is
wong. Al of those people were unfairly treated,
according to you. And they nay indeed have been
unfairly treated in the overall schene of things.
The question is were they unfairly treated under the
statute?

M5. WAGNER:  Your Honor, | think
t hose custoners were entitled to what was on their
statenments and | think that's what the statute would

control. The problemis no one could give them what

BENDISH REPORTING, INC.
973.244.1911




© 00 ~N oo o b~ w N P

N RN N NN R R R R R R R R R
g N W N P O © O N o 00 M W N Rk O

23
U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011

was on their statenments, it didn't exist. So in
that circunmstance sonething --

JUDGE RAGE : Well, no one is going
to give your clients 20 shares of AT&T. Al of this
is noney. So the question is why does this noney,
which refl ects thousands, if not mllions of
transactions that are entirely fictitious, yield a
dollar figure that is nore worthy of SIPA protection
than the dollar figure that was reached by purported
pur chases of nonexi sting conpanies in New Tines.

M5. WAGNER:  Your Honor, | think the
issue is sinply that the fictitious securities in
New Ti nes coul d not be valued. They certainly
coul dn't be bought but they also for the sane reason
coul d not be valued and, therefore, SIPC would be
exposed to risk which there was no way to tether in
any way to the nmarket.

Here, what is before you today, the
statenments custoners received all reflect real
securities that were traded, according to the
statenents, at prices you woul d expect in the
mar ket. Here you can determ ne --

JUDGE RAGE : But that assunes that
t he custoner took risks in the market. And these

custoners, as | understand it, were never at risk
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because they were never in the nmarket, but nore to
the point, even their statenents were concocted
after the fact, always to show gains. So there was
never the risk. And that suggests to ne that the
distinction you're drawing isn't one that's
particul arly persuasive. Wat have | m ssed,
per haps?

M5. WAGNER:  Your Honor, | think the
point again is this has to be regarded fromthe
per spective of the custoner. The custoner has no
i nformati on about what the broker is doing except
what the broker tells the custoner. The custoner is
relying on that informati on and nonth after nonth
after nonth when the custoners received the
statenents, they relied on that information and they
acted as if --

JUDGE RAGE : That's the sane in both
t he circunstance of the fraudul ent stock and the
fraudul ent transactions. | need to know how we
di sti ngui sh t hose.

M5. WAGNER: The distinction is
sinply can the statute be applied or can it not. |If
it can be applied because, | agree that SIPC is not
going to go out and buy the AT&T, but SIPC can tell

you how nuch the AT&T was worth on the filing date.
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You could not tell in the New Times case how nuch
the securities were worth because they never
exi sted, they were never traded, as the decision

says, there were no prospectuses, there were no

25

financials, you had no idea what the securities were

worth, so there was just no way to do what the
statute told you to do.
JUDGE LEVAL: Can you clarify for ne

sonet hi ng, which is to what extent are we tal king

about an issue of dividing up a pie of predeterm ned

size? |In other words, how large is each of the
former custoners' size of participation, slice of a
pie of a predeterm ned set of assets, what renai ned
after the debacle. And to what extent are we
tal ki ng about a distinction that woul d change the
size of the overall pie as a result of bringing in
new funds from SI PC?

MS5. WAGNER:  Your Honor, there are,
as you note, conceptually at least, two pies. One
is the SI PC advance, which is there for every
custoner, whether or not another custoner gets it,
every custoner is entitled toit. So in that sense,
what ever the custoner's claimis, it's not going to
reduce the next custoner's claim

Utinately there wll also be, of
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course, an estate, the Madoff estate once the
Trustee has done all his litigation, and in that
case the relative recovery on clains wll be
affected by how nany clains there are. But not in
the first instance.

JUDGE LEVAL: And so you're saying
that there are two different pies, one of which is
of a predeterm ned size, and that's the estate, and
the other is the pie that is created by the SIPC
contributions, and that's, the size of that pie wll
vary according to how this question is determ ned?

M5. WAGNER: That's correct, Your
Honor. One custoner's recovery fromthe fund w |
not affect another custoner's recovery fromthe
f und.

JUDGE LEVAL: And how do the size of
those two pies conpare to one another? Wich is the
bi gger pie and by how much?

M5. WAGNER: | can't answer that
question, Your Honor. The SIPC fund, to the best of
ny know edge, although you can certainly ask SIPC,
i's enough to cover everybody who's invol ved here
today. The Madoff estate --

JUDGE LEVAL: Enough to cover thent

You nean to nmake t hem whol e?
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M5. WAGNER: No. Enough to give
them-- the only thing SIPCis liable for is
$500, 000 per claim So there is enough for that.

The Madoff estate | don't think we

know yet what exactly the size of that estate is.

The Trustee is still engaged in litigation. | think
right nowit's seven or eight billion or sonething
i ke that.

JUDGE LEVAL: It seens to ne that the
argunent that you' re nmaki ng nakes better sense in
the SIPC application than it does in the division of
the pie. As to the division of the estate pie, who
gets nore and who gets |l ess would be entirely a
function of, as Judge Jacobs was sayi ng,

M. Madoff's imagination.

M5. WAGNER:  Your Honor, the question
of who gets nore and who gets less, and that is |
think the notivating factor here in what the Trustee
is doing, you have to go and figure out, well, what
body of law is going to govern that question. Wo
decides -- where is it comng fromthat who gets
nore and who gets less is the controlling issue in
this case. And | would suggest to you that is not
sonet hi ng that appears in SIPA except to the extent

that SI PA does give the Trustee the authority to
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avoi d preferences. Preference is the concept that
you use when you want to equalize recoveries across
all creditors. And that is a fine and inportant
bankruptcy principle, but it's a 90-day principle.
It is not one that goes across 35 years. It's a
90-day principle. And that | think is conpletely
consistent with the net equity recovery.

JUDGE LEVAL: So | ooking at the part
that cones from SIPA, are any of the Madoff
custoners harmed by the application of the | ast
st at enent approach?

M5. WAGNER: Yes, they are, Your
Honor .

JUDGE LEVAL: They definitely are
harmed in the division of the estate pie, the ones
who are nore recent investors are harned because a
| arger percentage goes to the earlier investors
whose accounts built up and built up over the years.
But how are custoners harned with respect to the
part that cones from Sl PA?

MS. WAGNER: Your Honor, they are
har ned because the result of the, what is called the
cash-in/cash-out approach here, is that customers
who woul d ot herwi se get nore from SI PA are going to

get | ess because this wll reduce their clains.
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Because the effect of what the Trustee is doing, he
takes the | ast statenent and then he says all your
prior statenments were invalid, just like this one,
so we're going to deduct from what the broker should
owe you, we're going to deduct those valid paynments
that you got in the past and, therefore, your claim
is going to be | ower.

So, for exanple, if you had a claim
for -- if your custoner statement says you are owed
a mllion dollars and the Trustee goes through his
anal ysis and finds out that you're owed $200, 000,
then the SIPC recovery is $200, 000 rather than
$500, 000. And that is how people are being harned
by this, even as to the SIPC fund.

JUDGE RAGE : May | be certain
under stand why you think that the Trustee did not
have the discretion to proceed as he did under
78fff-2B. That's the section that says that he's
obliged to discharge net equity clains only insofar
as such obligations are ascertai nable fromthe books
and records of the debtor or are otherw se
established to the satisfaction of the Trustee. |
just want to be sure | understand your position.

M5. WAGNER:  Surely, Your Honor.

The statutory context is that you
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have a net equity claimand once the Trustee

under stands what that is, then he has to di scharge
it, 8B, your statutory franework here, you have to
t hen di scharge it.

The custoner statenent is a record
whi ch brokers are required to maintain and to give
their custoners.

JUDGE RAGE : But that's not talked
about in the statute as the docunent that the
Trustee has to rely on.

M5. WAGNER: None of themis tal ked
about specifically.

JUDGE RAGA: So, what it says is
he's obliged to discharge theminsofar as such
obligations are ascertai nable fromthe books and
records of the debtor or are otherw se established

to the satisfaction of the Trustee. That's the

30

statutory | anguage. Do you agree that that controls

his determ nation here, that that is the rel evant
section, or not?

MS. WAGNER: No, | do not agree, but

| don't think it's inconsistent with what | think is

t he governi ng provision. The governing provision is

the net equity definition. And | believe the net

equity definition says that you nust give the
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custoner what the broker owes the custonmer on the
date of filing. | think you determ ne that by

| ooki ng at the statenents, generally speaking.
There may be tinmes when you have to see if there's
been sonme intervening event, but generally speaking
you | ook at the statenent.

Once you | ook at the statenent, then
8B says to the Trustee, now you've got to go and
del i ver securities or cash consistent with that. |If
the custoner, for exanple, doesn't have a statenent
because the customer just isn't too good at keeping
records, the custoner can go to the Trustee and say,
you know, he owed ne ten shares of AT&T and the

Trustee says, prove it, and if there is sone way to

31

prove it the Trustee is enabled by that provision to

take other information in order to prove the

Trustee's claim But | don't think that provision

governs in the first instance and there is certainly

nothing in that provision that says do not | ook at
the statenents. The statenents on their face woul d
have to be --

JUDGE RAGE: But it says you pay
obligations only insofar as they are ascertai nabl e
fromthe books and records of the debtor. M

under standi ng was that the Trustee's position is
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t hat when you | ook at the books and records of the
debtor, the purchases on particul ar days that were
ascribed to particular accounts never occurred.
And, indeed, were not identified for anyone until
after the fact, when it was clear that they had been
profitable.

And given that that was the schene,
the Trustee concluded that you couldn't ascertain
that these profitable transacti ons had taken pl ace
fromthe books and records and, therefore, that that
woul d not be a reliable way to cal cul ate the net
equity that was appropriately discharged. And
just need to understand why you don't think that
that is a decision that that statutory section
affords the Trustee the discretion to nake.

MS. WAGNER:  Your Honor, again, to go
back to ny first principle here, this shoul d protect
custoners. That's the nane of the statute and the
custoner should be the focus.

JUDGE RAGE : | understand that we're
all interested in statutory purpose, but we are
limted by statutory | anguage.

M5. WAGNER: Absol utely, absolutely.

JUDGE RAGA: So |I'm asking you again

why that statutory | anguage did not afford the
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Trustee the discretion he exercised here.

MS5. WAGNER: Because he's not
permtted under that section to ignore the
statenents. The statenents are mandatory records of
the broker and if you look at it fromthe custoner's
perspective and if you analyze it fromthe day
before the filing, before SIPA cones into place
under Article 8 of the UCC and under the federal
securities laws, the custoner can sue the broker on
the day before the filing based on the statenent.

JUDGE RAGE : |I'msure |I'm not naking
nyself clear, but the totality of the books and
records show why those statenents are totally
fraudulent. Nanely, there is no book or record that
even shows a fal se transaction on the day it's
supposed to have happened. Rather, the transaction
is identified sonetinme down the road when it's clear
it was profitable.

So, to that extent, the Trustee
didn't think there ever was a transaction. |It's not
li ke M. Madoff's told soneone today that he
purchased AT&T for him Rather he tells himnext
week that today he purchased AT&T for him when he
can assure himthat it was a profitable transaction,

and that the Trustee was not prepared to accept as a
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way of cal cul ati ng di schargeable net equity. Wat
am| mssing here in your argunent?

M5. WAGNER:  Your Honor, under
nonSI PA | aw the custoner's rights derive fromthe

st at enent . It does not matter whether the broker

34

buys or doesn't buy the security. Under the |aw the

right of the custoner derives --
JUDGE RAGE : Under all kinds of
ot her | aws that would be where liability would

attach, | understand that.

MS. WAGNER: Fine. So then you go to

SI PA, which is supposed to protect the custoner.

JUDGE RAGE :  Yes.

M5. WAGNER: Now, does that change
everything? | would argue it doesn't change
anything. | would argue that the custoner is still
entitled to rely on his statenment, does not nmatter
whet her the broker did or didn't buy the security,
the net equity definition is definitely conditional,
what woul d have been the value if the securities
positions had been liquidated, and the SIPC fund is
there precisely for a situation in which the broker
did not buy the securities he was supposed to buy.

So | would argue, Your Honor, that

the two situations, the Securities |Investor
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Protection Act continues the protection that was
avai l able to the custoner prior to the filing. 1In
which manner it is entirely consistent with other
forns of insolvency | aw where the custoner's claim
remai ns the sane inside or outside of bankruptcy.
The recovery of course is different, but there is no
reason why the Securities Investor Protection Act
woul d suddenly reduce the custonmer's cl ai magai nst
t he broker, just because the broker breached his
obligation to the custoner. That doesn't nake
sense. |t makes sense that the Securities |Investor
Protection Act should be read consistently with the
whol e framework of the securities |aws.

That woul d be ny argunent.

JUDGE JACOBS: Let ne nake one
clarification. Al of the claimants in this suit
are split strike custoners? None of themare in the
nonsplit strike customer category?

M5. WAGNER:  Your Honor, that is
ny -- yes. That's the case.

JUDGE JACOBS: Thank you very rmuch.

M5. WAGNER: Thank you, Your Honors.

JUDGE JACOBS: There will be
rebuttal .

M5. WAGNER: Yes, thank you.
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JUDGE JACOBS: In the neantine, we'll
hear from the others.

MS. WANG May it please the Court,
my nane i s Josephine Wang, | represent the
Securities I nvestor Protection Corporation or SlIPC
S-1-P-C

The Court in these appeals is being
asked to decide what custoners are owed in the
Madof f |iqui dati on proceeding. The appell ants
contend that the Court nust be guided by the | ast
account statenents that were issued to them by the
br oker -deal er. However, those statenents are
fictitious. They reflect trades --

JUDGE RAGA: But if they were to sue
M. Madoff, that wouldn't be a defense for him He
woul d be obligated to pay them what the statenents
he sent them wouldn't he?

M5. WANG That's absolutely correct.

JUDGE RAGA: Al right. So why
shoul d --

M5. WANG That's absolutely correct,
if the firmhad remained in business, Your Honor.

| beg your pardon?

JUDGE RAGA : Wiy should SIPC s

cal cul ati on be different?
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M5. WANG' Because we're bound by a
federal statute and that statute does not authorize
a trustee to benefit certain custoners at the
expense of other custoners; because the prices on
t he statenents were back-dated; because the profits
or so-called profits were fictitious.

JUDGE LEVAL: Howis it at the
expense of other custoners when you're tal ki ng about
the SIPC, the funds com ng from SI PC t hat neasure
for each custoner independently how nuch t hat
custoner is entitled to?

M5. WANG Well, first of all, we're
not only tal king about the funds that cone from
SIPC. W're tal king about custoners who are all
eligible to share pro rata in a fund of custoner
property.

What you have here are at |east two
types of custoners. You have custoners who, while
the firmwas in business, wthdrew their principal,
per haps conpl etely innocently, and al so received
what they believed to be profits. However, those
profits consi sted of other investors' nonies because
no trades were actually nade. This was a Ponzi
schene.

And then you have a second group of
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i nvestors and those are people who never -- who did
not wthdraw their principal, whose noney is m ssing
because it was used to pay the earlier investors.

JUDGE RAGE : So where is this
custoner property comng fromthat you say that in
addition to the SIPA naxi mum of $500, 000, where is
t he custonmer property com ng fronf

M5. WANG  Customer property is a
termthat's defined under the statute and it's all
property that was held by the broker-deal er for
custoners. It's property that bel onged to customers
that the Trustee finds when it takes possession of a
broker-dealer, but it's also customer property that
the Trustee recovers during the |iquidation perhaps
by bringing third-party actions.

JUDGE RAGE: So is this any npbney in
M. Madoff's possession and then cl awback?

M5. WANG It could be. It could be.

But returning to Your Honor's
question, all customer property is shared pro rata
anong custoners. So if you rely on the | ast account
statenent, that neans that people who are owed
sinply fake profit will be sharing with other
custoners who are actually owed their principal

And, once again, those profits wll be paid out of
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ot her custoners' noney, and that is sinply unfair.

JUDGE LEVAL: That part is very
clear. But it's the part that relates to the noney
com ng from Sl PC.

MS. WANG It also inplicates the
SI PC fund because obviously the exposure will be
much, nuch greater. W believe there to be an
actual exposure of approximately 17 to 20 billion.

If you rely on the | ast account statenent, obviously
t he exposure becones much greater, roughly 64
billion or thereabouts.

So you now have peopl e who are owed
fake profit who will be eligible for SIPC
protection, which neans that SIPC would of course
have to advance that nuch nore.

JUDGE JACOBS: I'ma little confused.
| had thought that your argunent would be that if
SI PC pai d out $500,000 to any given investor, SIPC
woul d then be subrogated to a 500, 000-dollar claim
agai nst the estate.

MS. WANG That's absolutely correct.
Agai nst the fund of customer property. To the
extent that any single custoner has been fully
satisfied out of a SIPC advance, SIPC steps into the

shoes of that custoner and takes his share or his or
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her share of custoner property. So that there is no
doubl e recovery by that custoner.

JUDGE JACOBS: And that does seemto
me to suggest that a 500 naxi num paynent by SIPC
coul d have sone inpact on other investors in the
bankruptcy proceedi ng sinply because of the clains
that SI PC woul d have by virtue of having paid that
claimant in the SIPC process.

M5. WANG |I'mnot sure that |I'm
foll owi ng Your Honor.

JUDGE JACOBS: If SIPC is subrogated
to the claim then having paid out the $500, 000,

SI PC has a 500, 000-dol l ar cl ai magai nst the --

M5. WANG.  Fund of custoner property,
yes, standing issues of the custoner.

Theoretically what shoul d happen or
what happens is that the Trustee accunul ates the
fund of custoner property, that fund is distributed
pro rata anong custoners and then to the extent that
there is any shortfall, the SIPC protection is
avai | abl e.

JUDGE JACOBS: Let nme see if |
understand -- |'msorry.

JUDGE RAGA: | was going to say, but

it all relates to how the custoner property is
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divided up. |If the only way anyone were to be
conpensat ed was through SIPC, one custoner's receipt
of $500, 000 does not affect whether another custoner
will receive an anount up to $500,000. That's what
the |l aw provides, right, each of them can receive
t hat, depending on how net equity is cal cul at ed.

M5. WANG Well, yes, that's true,
Your Honor --

JUDGE RAGE : And dollars given to
one person will not take it away from anot her.

MS. WANG That's true, Your Honor,
but that's not how the statute works because it does
affect or inplicate the fund of custoner property
because --

JUDGE RAGE : Right.

M5. WANG -- as your Honor pointed
out, there is a SPIC subrogation right.

JUDGE LEVAL: So if | wunderstand
correctly then, when -- if SIPCis subrogated to the
custoners' position with respect to cl ai s agai nst
the estate --

M5. WANG  Agai nst the fund of
cust oner property, yes.

JUDGE LEVAL: Then to the extent that

SI PC pays one customer based on that custoner's
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inflated long-term position that grew nuch, nuch
| arger than the custonmer's initial investnent,
notw t hstandi ng wi t hdrawal s, SIPC s paynent of the
full $500,000 to that custoner will reduce another
custoner's entitlenment because SIPC then becones a
cl ai mant agai nst the estate.

M5. WANG That's correct, Your
Honor .

JUDGE JACOBS: Now, if SIPC becones a
cl ai mant agai nst the estate, asserting a
500, 000-dol lar claim that doesn't nean that SIPC
will recover $500,000 even if there is sufficient
funds. It may well be that SIPC wll have paid out
nore noney under the governing statute than gives it
the ability to recover that whole anobunt in the
bankruptcy.

MS. WANG Well, again, SIPC stands
in the shoes of the custoner, so SIPC won't receive
anyt hing nore or anything | ess than the custoner
woul d be entitled to.

JUDGE JACOBS: Let ne give you this
hypot heti cal, because | just would like to
under st and what your position is.

Assune that a custoner gives the

broker, a faithless broker $100 to buy 100 shares of
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a blue chip stock, blue chip corporation. The

br oker takes $80 and blows it on cigars. The stock
doubl es in value, on the market. The conpany, the
br okerage then goes bust. It seens to ne there are
t hree possible options. Either, according to SIPC
t he custoner gets the $20, which is the value of 20
shares on the account statenent, or the custoner
gets $100, which was what was i nvested, or the

cust oner gets $200, which is the val ue of what
shoul d have been on the account statenent.

VWhat's SIPC s position?

M5. WANG Well, there are a nunber
of variables. W're assumng that the custoner has
recei ved an account statenent? Are we assum ng t hat
the account statenent reflected in all respects
mar ket reality?

JUDGE JACOBS: No, it doesn't reflect
mar ket reality.

M5. WANG It does not.

JUDGE JACOBS: We're assum ng the
custoner paid $100 for 100 shares, $80 was taken by
t he broker and wasted, and the broker just reflected
a transaction for the purchase of 20 shares worth
$20.

MS. WANG | f the account statenent
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does not reflect market reality so that we're
dealing with artificial nunmbers, then what the
custoner is entitled to is the $100 back.

JUDGE JACOBS: But the market reality
is that the stock doubl ed.

M5. WANG Then i s Your Honor sayi ng
t hat even though the trade was not actually pl aced,
what was reflected --

JUDGE JACOBS: |'m asking you what
woul d SIPC pay. |'mnot saying anything. |'m not
pl anni ng to pay anyt hi ng.

M5. WANG |'mtrying to understand
what the hypothetical is, Your Honor.

JUDGE JACOBS: The hypothetical is
$100 is invested to buy 100 shares, the broker is
faithl ess, eats up $80 worth, buys only $20. 20
shares appears on the account statenent, the conpany
goes bust and the stock has doubled in value on the
mar ket .

M5. WANG Right. So, if the
statenent reflects nmarket reality in the sense
that -- whether or not the securities have actually
been bought, then what the custoner is owed is in
fact what his account statenent shows and he is in

the sane situation as that first group of clainmants
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in the New Ti nes case.

JUDGE RAGH : $40, so the 20-doll ar
i nvest nent doubled and is worth $40. Even though he
gave the fellow 100, you're saying that's all he's
entitled to?

M5. WANG No. I|I'msaying that he is
entitled to the shares at whatever the stock is
trading on that particul ar date.

JUDGE RAGE : Even though they were
not reported on his statenent?

M5. WANG | nmay have m sunder st ood
Your Honor's question. But as | understood it, the
custoner has received an account statenment which
reflects the purchase of 100 shares of stock, and
t hat trade --

JUDGE JACOBS: No. It reflects the
purchase of 20 shares of stock.

M5. WANG' 20 shares of stock

JUDGE JACOBS: R ght. At a dollar
each. But the customer gave $100 to purchase 100
shar es.

M5. WANG | see. I'msorry, |
m sunder st ood your questi on.

JUDGE JACOBS: By the tinme everything

went bust, the conmpany doubled in value. So what
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does SI PC pay or what does SIPC argue that it should
pay?

M5. WANG A customer is protected --
a custoner by definition is protected agai nst the
| oss of cash for securities that have been converted
by the broker. That's in the definition of
cust oner.

JUDGE JACOBS: So the custoner gets
$2007

MS. WANG.  The custonmer gets what ever
hi s account statement shows that reflects narket
reality. But to the extent that the entire sum was
not invested and doesn't appear on that statenent,
then he gets the bal ance in cash.

JUDGE JACOBS: Gkay. | think I
under st and your position.

M5. WANG | hope | understood Your
Honor's question. | apologize if |I confused you.

JUDGE JACOBS: No, | wunderstand.

JUDGE RAGE : To the extent we have a
fraud here in which individuals invested noney and
were repeatedly told through their account
statenents that they were now, they now had hol di ngs
of several nultiples of their original investnents,

and to the extent you al so agree that the
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perpetrator of the fraud would be liable to them for
t he account statement anmount, |'m not sure why you
want a different calculation for SIPA. After all,
you're not going to have to pay anyone full dollar
it's going to be $500, 000 plus whatever customner
noni es were recounted. Wiy should there be
differing ways of assessing the custoner's net
equity, dependi ng on who's bei ng sued or who's goi ng
to be giving the noney?

M5. WANG It depends on the facts of
t he case, Your Honor. And our obligation is to nake
sure that the statute is correctly enforced. W are
not just looking at SIPC s liability here. That's
probably the |ast of our concerns.

JUDGE RAGE : Have you taken the view
that it would have been error for the Trustee to
have treated net equity by reference to the account
statenments, that he woul d have been precluded by the
statute from doi ng so?

M5. WANG.  Yes, Your Honor.

JUDGE RAGE : And where in the
statute is the | anguage that woul d have precl uded
himfrom | ooking to the account statement for the
net equity?

M5. WANG It's the | anguage that was
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di scussed earlier, section 78fff-2B, where the
Trustee can only honor obligations to the extent
that they' re supported by the books and records or
ot herwi se established to the satisfaction of the
Tr ust ee.

JUDGE RAGE : Well, how do the books
and records of the debtor ever establish
transactions that never take place? And I'm
t hi nki ng of sonething very basic so that we avoid
any ki nd of conplicated hypothetical.

The custoner calls the deal er and
says, buy 100 shares of AT&T today and the broker
says, fine, and never does it. | nean, that doesn't
appear on his books and records, and yet | don't
think you woul d argue that the custoner woul dn't
have a claimfor that, especially if it appears on
hi s account statenent, that 100 shares were bought.

M5. WANG Well, 1'd |ike to answer
Your Honor's question in the context of this case.

JUDGE RAGE : Pl ease.

M5. WANG  Because the books and

48

records in fact show that no trades had occurred and

undoubtedly --
JUDGE RAGA: As in ny hypothetical

no trades occurred.

BENDISH REPORTING, INC.
973.244.1911




© 00 ~N oo o b~ w N P

N RN N NN R R R R R R R R R
g N W N P O © O N o 00 M W N Rk O

49

U.S. COURT OF APPEALS - SECOND CIRCUIT - March 3, 2011

M5. WANG Yes. But they showed
it because the volune --

JUDGE RAGE : As in New Tines no
trades had occurred in the established stocks.

M5. WANG Right. But | think, as |
under st ood Your Honor's question, the question is
how can the books and records show a nonevent ?

Well, for exanple, the books and records showed
confirmation of a certain nunber of trades and yet

t he vol une of trades being put on on that particul ar
day, or actually the anount of fictitious trades
that were being confirned far exceeded the vol une of
actual trades.

JUDGE RAGE : You nean that the
mar ket .

M5. WANG.  Correct.

Prices. The prices that were
confirmed were outside of the range of real prices
on that particul ar day.

JUDGE LEVAL: What you're saying is
t hat the books and records, as understood in the
statute, neans the truth that can be determ ned from
t he books and records as opposed to the ostensible
fal se statenent nade?

M5. WANG It neans nore than just
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one component of the books and records. Certainly
the account statements are part of the books and
records. But under the federal securities laws a
br oker-deal er has to naintain nany types of books
and records. | think under rule 17A there are
probably nore than 20 categories of them And yet
t he books and records aren't always necessarily
di spositive by thensel ves, because they may be
m ssing, they may be inconplete, they may have fal se
i nformati on, and Congress recogni zed that and so it
said that alternatively the clains have to be
established to the satisfaction of the Trustee.

| see that nmy tine is up. Thank you,
Your Honors.

JUDGE LEVAL: It says insofar as
ascertai nable fromthe books and records.

M5. WANG  Correct, Your Honor.

JUDGE LEVAL: And that supports the
inmplication that you're arguing, that one just
doesn't take what is stated on the ostensi bl e books
and records and treat it as fact. You have to see
what can be ascertained froma study of the entirety
of the books and records.

M5. WANG  Absol utely, Your Honor.

JUDGE LEVAL: VWhich in this case
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denonstrates a Ponzi schene whi ch nobody ever had
any i nvestnent nade.

M5. WANG That's absolutely correct,
Your Honor. Thank you.

MR. SHEEHAN. Good norni ng, Your
Honors. David Sheehan, Baker Hostetler, attorney
for the Trustee.

| would submit that the Trustee in

this case has not only foll owed reasonably the

51

statutory construction, by doing what he did, but he

did so in a reasonabl e exercise of his discretion.

This is a Ponzi schene. It's a zero-
sum gane. The custoner fund is the noney that went
in. W can't talk about anything else. Can't talk
about profits. Can't tal k about stocks.

JUDGE JACOBS: The SIPC fund is not
t he custoner fund.

MR, SHEEHAN: No. | said the
custonmer fund -- if | said SIPC fund I m sspoke.

JUDGE JACCBS: No, no. But the SIPC
fund is what we're tal ki ng about here today.

MR, SHEEHAN. There is no SIPC fund
W thout a net equity claim Your Honor.

JUDGE JACOBS: Well, that nay be.

MR. SHEEHAN: The way the statute
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reads is this: You get an advance from SIPC if you
have a positive net equity claim In a zero-sum
game the only person that coul d possibly have that,
only person, is the person who didn't get his noney
out. There can't be anybody el se who has a claim
for a SIPC advance. |It's an advance. [It's an
advance agai nst the noney owed to you by the broker.
| f the broker doesn't owe you any noney, he gave it
all back and then some, there is no SIPC advance.
There is no $500, 000.

JUDGE RAGE : Well, you don't think
t he broker who told people over the course of 30
years that they had a statenent that increased at
the rate of 15 percent a year or whatever owes them
only what they put in at the start of the 30-year
investnment? You think that's all the broker owes
t hese peopl e?

MR. SHEEHAN: I n a Ponzi schene, yes.
Absolutely. Wy would he owe them anyt hi ng nore?
The statute --

JUDGE RAGE : But fraud.

MR. SHEEHAN. Fraud is a general
creditor claim That's what's getting confused
here. W're tal king about two funds. The custoner

fund of property is the cash and securities
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deposited wwth the broker. The broker has an
obligation to pay that --

JUDGE RAGE : Even the governnent of
the United States, the SEC thinks it's the current
val ue of the nopney, not just what they put in 30
years ago.

MR. SHEEHAN: | don't know if | agree
wth that. | think it's only what they put in. |If
in fact it was never invested, if in fact there's no
profits, no transaction, how did the fund grow?
Where does it cone fronf

JUDGE RAGA: That's the injury from
the fraud, is that if the individuals had known it
wasn't going to be invested, they would have put it
somewhere el se and hoped to profit fromit.

MR SHEEHAN: Absolutely. And when
t hey have a general creditor claim then they get
that access to those funds. Let ne explain just
what | nean by that.

What we're trying to do here, what
we're trying to do is to recover the nonies that
bel ong in the fund. Because it's a Ponzi schene,
there's only one thing those can be. That's other
peopl e' s noney.

By way of exanple, when we recently
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settled the Picowers and got $5 billion and put it
into the fund, that wasn't profits, that wasn't
stock. M. Picower had $5 billion of other
custoner's noney, and he gave it back. Wo shoul d
get that? Who should get that out of that fund?
Those people who did not get their noney out. It's
as sinple as that.

Now, once all of those people, we

estimate that to be around $20 billion, give or
take. It may be less, may be a little bit nore.
W'll see. W're hal fway home, we've collected 10.

G ve us an opportunity to go get the rest and it's a
great aspiration that we'll get there, that this
Trustee is seeking to obtain $20 billion.

He then pays the $20 billion. Now
the two custoners are on equal footing. Those who
got their noney out and got sonme on top of that are
now equal to those who got their noney out of the
fund of custoner property. That's the goal, the
priority of the statute. That's what the statute is
all about, is that these who did not get their noney
out get the opportunity, through the customer fund,
that priority. Once that priority is satisfied,
then all of themare on equal footing and they all

have a fraud claim You're absolutely right, Your
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Honor. At the end of the day all of them | ook and
say to us, to the Trustee, | have a claimhere. |
t hought I had 30 years worth of profits. | don't
have them now. Wat are you going to do about that?

Well, what this Trustee is doing and
what we have done is instituted suits, suits to
recover not just the $20 billion but the danages
that were inflicted by those who partici pated and
perpetuated this fraud. At the end of the day our
hope is that there will be a second fund, there wll
i ndeed be a general creditor fund, and all of these
appell ants here wll have the opportunity then, but
only then, to participate.

| magi ne, would it be fair to adopt
t heir approach and suggest that | take the $5
billion or, nmore accurately, this Trustee, and give
half of it to people who already got all of their
noney back and tell the people who didn't get their
noney back, you're not getting half of this, we're
giving it over here because we're using the | ast
stat ement ?

The Trustee's approach here is the
only reasonabl e construction of the statute, it's
the only reasonabl e exerci se of discretion.

Anyt hi ng short of that, anything short of what |'ve
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just described |leads to the absurd result, Your
Honor, that you alluded to when you said the | aw
does not countenance absurd results, the absurd
result that we would be giving other people's
noney - -

JUDGE LEVAL: May | ask you a
questi on?

MR, SHEEHAN:  Yes, Your Honor.

JUDGE LEVAL: A sonewhat different
hypot heti cal .

Supposing that this were not a total
Ponzi schene but a partial Ponzi scheme, supposing
that the investnent nanager actually managed
i nvestnents very successfully, producing extrenely
good results, perhaps not quite as good as the ones
Madof f purported to obtain, but good results so that
year after year on bal ance there were very
substantial profits but that as to sone of the
clients -- let's say it's a common fund or funds
invested virtually identically for all investors,
and as to a certain nunber of the investors it was

fictitious because the manager, the investnent

56

manager was pocketing those nonies or using themfor

ot her purposes, to ganble, whatever, cigars, so that

everybody, all the custoners had identica
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statenments, all of the custoners showed gradual
increases in profits until the day of reckoning,
when t he whol e house of cards came down. But on
that day it's ascertained that sone of the
custoners' statenents represent entirely fictitious
anounts, whereas others actually have the securities
actually purchased for their account.

So, on that day, how do you account
to the different custoners? There isn't enough to
go around. Do you give full value to some and only
the cash that they put in to the others? O do you
treat themidentically so that the ones who actually
had the securities in their accounts get |ess than
what their accounts actually had in then? How do
you deal with that?

MR SHEEHAN: | think the answer is
just as Your Honor suggested at the very end of your
hypothetical. SIPC protects the custoner for the
cash and securities they put into the hands of that
broker. And if it's converted by the broker, then
t hey get their noney back.

So in this hypothetical that you
have, the cash and securities of one set of
custoners is there, and they get that back, and they

should and that's what the statute nandates. But
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what has happened to the other custoners is that
unfortunately for themtheir noney has been
absconded with. That doesn't nean at the end of the
day that all they get back is the cash that they put
in, but the fund doesn't have any additi onal
dollars, can't nanufacture that, but they woul d be
entitled to, | believe, in that particul ar instance,
t hough, woul d be an advance. Unli ke because | think
t hey had noney in --

JUDGE LEVAL: Sl PC.

MR, SHEEHAN: Yes, | think that would
be so. But that's not true when you're dealing wth
an entire Ponzi scheme, and the only peopl e that
could participate within that would be as we're
dealing with here.

For exanpl e, what has happened here
is those people who didn't get their noney out,
whi ch we deened priority claimants, that are getting
the benefit of the fund, have already received over
$700 million fromthe SIPC fund and they will then
receive, on top of that, the npbnies fromthe
custoner fund that we accunul ate. That makes sense.
They didn't have their noney back so therefore they
get the advance and we try, through the $700

mllion, et cetera, to pay themthose nonies. But
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other than that, to give advances to peopl e that

al ready got their noney out doesn't fit under the
statutory schene of trying to, going all the way
back to the idea, what are we trying to do here.
W're trying to take a specific class of custoners
and give thempriority. That's not going to work if
you start giving that noney, the noney of other

people. And | think that really is what determ nes

this. | really think it's so controlling here. |
don't think it's alien to the schene at all. I n
fact, | think this Trustee has enbraced it.

JUDGE LEVAL: How do you reconcile it
wth the obligation of the debtor, if the, as was
stated earlier, if the debtor owes each custoner
what is on their statenent, what the SIPA statute

speaks of is the obligation of the debtor, that the

59

Trustee shall pronptly discharge all the obligations

of the debtor?

MR. SHEEHAN: VWhich is why we --

JUDGE LEVAL: [|I'msorry, the --

MR SHEEHAN: ' msorry, Your Honor
| apol ogi ze.

That's exactly why we have 78fff-2B
You can't just use the statenent.

Below | made a statenent that caused
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sone concern anpong sone of the appellants and that
is that who in their right mnd would rely upon
t hese statenents. That caused some concern.

JUDGE LEVAL: But you don't dispute
that those statenents represent the obligation of
t he debtor?

MR. SHEEHAN: No, | do dispute that.
| think they are one piece of evidence that
evi dences the obligation of the debtor. That's it,
one pi ece, one of nmany, all of which we have to | ook
at. We have to | ook at the entire books and
records.

This Trustee is mandated by this
statute to do a conpl ete and thorough i nvestigation.
That's what he's done. And that conplete and
t horough i nvestigation yielded the truth that what
we have here is no trades, no profits.

JUDGE JACOBS: |I'mnot sure |
under stand how t he statenent doesn't represent the
obligation of the debtor assum ng, under the facts
t hat we have here, that people were permtted to
rely upon this and a defrauder undertook to pay them
that and in reliance they left their noney in his
hands.

MR SHEEHAN: | didn't say it didn't
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represent it. | said standing alone it's not
determ native. You cannot just take, as Your Honor
said earlier --

JUDGE JACOBS: Standing alone it
would work fine at a fraud trial, it seens to ne.

MR, SHEEHAN: At a fraud trial that's
true.

JUDGE JACOBS: Well, that's -- the
debt or woul d be Madoff Securities and at a fraud
trial they would be a defendant and they woul d owe
t hat .

MR. SHEEHAN. And they sure as heck
woul d and they wouldn't get any of it, because
Berni e woul d have spent it all.

JUDGE RAGE : No, no, but that's a
separ at e questi on.

MR SHEEHAN: | know t hat.

JUDGE RAGE : And avoids or doesn't
address our concern, that you are asking us to
conclude that the obligation for SIPA purposes is
different fromthe debtor's obligation. And | speak
only for nyself, |I'm having sonme trouble
under st andi ng why you think that that is a different
obl i gati on.

MR, SHEEHAN: |'m not suggesti ng
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that -- if you ook at Article 8 that ny adversary
relies upon, fromwhich | think this question is
emanating, it says that once you have a SI PA
proceedi ng, these rules go by the board, and the
reason i s because the SIPA rules dom nate that.

They have to. It's a salutary statute designed to
provide certain relief under certain dire
circunstances. It isn't business as usual, it isn't
dealing with your broker on a daily basis. This is
a catastrophe and it's only in that catastrophe that
the Trustee can operate the way he does, by not
bei ng bound by sinply the statenent itself, but by
what the statute suggests, you | ook beyond that to
t he books and the records.

JUDGE JACOBS: Thank you.

MR. SHEEHAN:. Thank you.

MR CONLEY: Good norning. My it
pl ease the Court -- it's still nmorning? 1It's
afternoon, actually. M chael Conley for the SEC.

| would |ike to address this norning
briefly why the Bankruptcy Court's ruling in this
case is entirely consistent with what SIPA provides
about how net equity clains are to be determ ned.

JUDGE JACOBS: It would help ne at

| east if you started out distinguishing your
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position, to the extent it is distinguished, from
that of SIPC and/or the Trustee.

MR CONLEY: Yes, Your Honor.

Wth respect to the issue that's
squarely presented here today, which is how is net
equity cal cul ated under the statute, and whet her you
woul d | ook solely to the final account statenments as
the claimants are arguing, or if you look to the
final account statenents anong ot her books and
records in evidence, we are in agreenment with the
position of SIPC and the Trustee.

There is a separate issue, a distinct
i ssue, which relates to whether the net equity
clainms should be valued in constant dollars, which
is a position that the Conm ssion took, does take;
however, the Bankruptcy Court decided in a
schedul i ng order to set that aside and to consider
that only after this initial determ nation is nade.

And so returning to the statute, in
our view the Bankruptcy Court correctly rejected two
arguments - -

JUDGE LEVAL: So that issue of the
constant dollars or the inflation-adjusted dollars
Is not before us now?

MR, CONLEY: It's not, Your Honor.
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JUDGE LEVAL: You say it hasn't been
deci ded at the Bankruptcy Court | evel.

MR CONLEY: It has not been deci ded,
it's not been briefed and so that issue, depending
of course on how this Court rules, will ultimately
be sonething that woul d be deci ded.

JUDGE JACOBS: Are we called upon to
rule on that?

MR CONLEY: No, you're not. And
again, returning to the two argunents that the
Bankruptcy Court rejected, | believe appropriately,
wth respect to how SIPA wrks in this context, one
relates to that the only provision of SIPA that's
relevant to the net equity calculation is the
definition of net equity in section 16 paragraph 11,
and, two, that under that definition custoners' net
equity is conclusively established sinply by
reference to the final account statenments. |n our
vi ew both of those contentions are wong, and the
Bankruptcy Court correctly rul ed so.

Section 1611 essentially defines net
equity by describing a fornmula for calculating it.
It says, in essence, that the net equity is equal to
what the broker owes or the broker's obligations to

t he custoner, or X, m nus what the custoner's
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obligations are to the broker, or Y.

But what section 1611 does not do is
say how the broker determ nes what X and Y are. And
in order to that you | ook to section 8B of the
statute or 78fff-2B, which | refer to as 8B. And
that brings us back to the | anguage that the Court
has spent sone tine focusing on.

It says that the Trustee is to
di scharge all obligations of a debtor to a custoner
relating to, or net equity clains based upon
securities or cash, and then the critical words,

i nsofar as such obligations, one, are ascertainable
fromthe books and records of the debtor, broker,
or, two, are otherw se established to the
satisfaction of the Trustee.

I n our view what that neans basically
is that under 8B the only way that a Trustee can
satisfy these clainms, these net equity clains which
are based on obligations that the broker has, is if
the broker -- is if the Trustee is able to concl ude
that they are ascertainable in either of those two
ways. And that's exactly what the Trustee did in
this case, he | ooked at the books and records and he
| ooked at the ot her evidence, after having conducted

an extensive investigation, which is also required
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by the statute under section 7D, and found what we
all know to be true now.

JUDGE RAGA : Let ne ask you a
concern | have. Because there are the two different
maxi munms t hat can be provided, the 100,000 for cash
and 500, 000 for securities positions, everyone -- no
one is disputing that what we've got here is
securities positions. And yet it seens to ne that
net equity is being calculated in ternms of cash.

MR CONLEY: Net equity is being
calculated in terns of cash here, Your Honor,
because the Trustee concluded that that was the only
thing at the end of the day that was evident --

JUDGE RAGE : | don't nean to scare
anyone by suggesting that this should be treated as
cash, but on the one hand that does seemto be what
you' re cal cul ati ng and concl udi ng that you can't
deci de what the value of the security positions is.
All you can decide is what's the cash they put in
and took out. Then why isn't this a cash position?

MR CONLEY: Well, it's not a cash
position, Your Honor, because of what this Court
held in New Tines. And in New Tines the Court held
t hat when a customer gives cash for the purpose of

buyi ng securities and then receives confirnmations
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and account statenents that suggest that that's what
happened, the custoner has a legitimte obligation
to believe that that's how the cash was being
i nvest ed.

JUDGE RAGE : If that's the case, why
isn't the recei pt of each account st atenent
sonet hing that the custonmer could reasonably rely
on? | nean, to use the old maxim a decision to
hold is a decision to buy. So, you know, if you get
told you hold X nunber of shares in this account
statenment worth such and such and you don't tell the
broker to do anything, you ve got that reasonabl e
expectation. Wiy isn't that this case?

MR. CONLEY: | think for precisely
the reason that the Court ultimately, or the result
that the Court ultimately determ ned was appropriate
in New Ti nes.

Remenber, with respect to the
custoners in New Tines, the ones who were actually
t he subject of the appeal, the ones who invested in
t he bogus nmutual funds, the Court determ ned two
things. First, that those fol ks had clains for
securities based upon their having paid noney for
securities and gotten confirmations and statenments

and so on. But then when it cane tine to cal cul at e,
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well, what's the net equity, that's a different
matter. The clains for securities relates to
section 9A under the statute and what the maxi mnum
is, as Your Honor noted, under the SIPC fund to
whi ch they woul d be entitl ed.

The net equity calculation is
controlled by different provisions in the statute
and this Court concluded that with respect to these
bogus securities, you sinply couldn't say that they
provi ded a basis for valuing, a basis for, that
could be liquidated or that there was any kind of
evidence that the Trustee could | ook at to say what
these were wort h.

Li kew se here, the Trustee, through
t he extensive investigation and for precisely the
reason that Your Honor noted earlier, the sort of
series of historical fraud upon fraud upon fraud,
there was nothing there in these statenments that
coul d be val ued.

JUDGE RAGE : But the victimof that
fraud is the account hol der and, as | understand it,
you' re not suggesting that any account holder didn't
rely in good faith on what the statenent said.

So to that extent, the | ast statenent

says that instead of holding the ten shares of AT&T
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he started wth, he now owns 200 shares. Wy isn't
that a securities position that can be val ued?

MR CONLEY: It's not a securities
position that can be val ued because it's conpletely
detached fromany reality of market trading. The
only way that you get to the nunber that's next to
the real security nane is through the series of
transacti ons, none of which actually took place or
reasonably coul d have, because renenber at each
stage you're conmng up with fictitious profits that
are being used and purportedly reinvested to expand
t he nunber of these real shares that you purportedly
own.

JUDGE RAGA: Wiat if the arrangenent
wth the client, instead of it being buy whatever
you think is in ny best interest, had been in one
stock, buy it and use all dividends and whatever to
buy nore, over a 30-year period. Wuld the custoner
not have a position equal to the |ast statenent in
that security?

MR. CONLEY: | think what you're
t al ki ng about here, Your Honor, is sonething that's
quite akin to the folks in New Tines who weren't the
subj ect of the case, the ones who had a specific

i nvestnent that they believed they were bei ng put
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into, which were the real nutual funds.

JUDGE RAGE : But with a direction
for constant repurchase --

MR CONLEY: Exactly. And it's a buy
and hold kind of a situation. And | think that's
exactly what transpired there. And al though the
Court didn't have to speak to it, SIPC and the
Trustee in that case saw that, yes, in that
circunstance | understood that ny noney was being
invested in a specific security, | received
confirmati ons and account statenents which indicated
that, and | amentitled to the additional
rei nvestnment credits over tine, and | woul d have the
value, | would be entitled on the filing date of the
| i qui dati on proceeding to the value of that security
or those securities on that date. And that's
exactly what happened in New Tines. Although as |
say, not the subject of appeal.

JUDGE JACOBS: So the distinction you
draw between New Tinmes and the circunstances of this
case is in New Tines with respect to sone of the
peopl e who were put into real stocks, you can,
| ooki ng at fol ks' records, account statenents and
mar ket prices, you can actually calculate --

MR. CONLEY: Precisely, Your Honor.
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JUDGE JACOBS: -- a real nunber for
t hem

MR CONLEY: That's right.

JUDGE JACOBS: \Wereas, if you have a
fake stock that never had any value, or if you had
real stock that's put through nachinati ons and
transactions that are inpossible, then you can't
cal cul ate that value, and you're in the sane
situation as the people in New Times who coul dn't
recover because they had -- their hol ding of
securities was i npossible to cal cul ate.

MR. CONLEY: That's exactly our
position in this case, Your Honor.

| see that ny tinme has expired.

JUDGE LEVAL: Furthernore, in New
Ti mes, when the people who received a statenent
showi ng real stocks, as to them their account
showed not retrospectively, but prospectively, that
they were invested in these real funds, and then
they stayed in those funds for the entire duration
of the -- they stayed ostensibly for the entire
duration of the fraud. So that there was no
mani pul ati on, there was no nani pul ati on by the fund
manager of their account values, giving them

imaginary profits on all these different days. They
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just were told as of the start you've invested in
this fund and what they end up with was what was the
performance of that fund over all the period that
they were in, which was not necessarily good or bad.
It didn't reflect inmaginary fluctuations of profit.

MR. CONLEY: That's exactly right,
Your Honor.

JUDGE JACOBS: Thank you.

MR. CONLEY: Thank you.

JUDGE JACOBS: Ms. Chaitman, we'l]l
hear rebuttal.

M5. CHAITMAN:. My nane is Helen Davis
Chaitman. 1I'mwth Becker & Poliakoff, and I
represent approxinmately 500 Madoff i nvestors.

Sone of ny clients began investing
wth M. Madoff in the 1960s. Sonme of them started
investing in the 1980s. Wat the Trustee has done
is taken the position that no statenment that ny
clients received over a period of up to 50 years is
bi ndi ng, because the Trustee, ignoring the Statute
of Limtations, is netting out deposits and
w t hdrawal s goi ng back 50 years. There is no basis
in the law to do that.

If you |l ook at this Court's decision

in New Tines the Court recogni zed that the purpose
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of SIPA was to provide insurance to investors who
were giving up the right to certificate its
securities. And that insurance is |limted to the
SI PC advance of up to $500, 000 per custoner.

You have from your questions
i ndi cated that you understand that that is different
fromthe fund of custoner property. It was Congress
that decided that a custoner's net equity claim
woul d be determ ned for both purposes in exactly the
same way.

Congress didn't say that any SIPC
Trustee has the right in his discretion to determ ne
whet her that's the fair way. It's not a question of
fair.

JUDGE JACOBS: Let ne ask you this.
Suppose you have a, not a securities claimunder
SIPA, but a cash claim |In that case wouldn't the
Trustee be able to go back 10, 20 or 30 years in
order to find out how nuch the proper anount of the
cash, this was deposited, that was wthdrawn, this
was deposited, that was withdrawn. |t could be for
20 years, couldn't it?

M5. CHAITMAN: | don't believe so,
Your Honor, because | think that the Trustee woul d

be bound by the last statenent. And |I'd like to
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just say that with respect to section 8B it doesn't
contradict the definition of net equity because 8B
doesn't ask the Trustee to determ ne whether the
securities were ever purchased. They weren't
purchased for the custoners in New Tines where the
SEC and SI PC both recogni zed that those custoners
were entitled to be paid the appreciated infl ated
val ue of the securities, regardless of the fact that
the broker didn't buy them It was never supposed
to be a test whether the broker purchased the
securities. This statute was enacted precisely for
a situation where the broker didn't purchase the
securities. That's why we have it.

JUDGE RAGE : The Trustee, though
takes the position with us that none of these cases
i nvol ved a Ponzi schene and that the reality of a
Ponzi schene, for purposes of a payout that's going
to be treating net equity the sanme whether it's the
cust oner account or the SIPA fund, is that one
custoner's profits can only be a function of anot her
custoner's loss. Do you want to respond to that
argunent and why you don't think it ought to inform
our decision here today?

M5. CHAITMAN: | think it can't

i nform your deci sion because we have a statute which
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defines net equity as what is owed to the custoner.
And 8B provides that the Trustee should | ook at the
books and records to determine what is owed to the
custoner. What is owed to the custoner is the
bal ance on the custoner's account.

M. Ponzi lived in the 1920s. He was
wel | known to Congress in 1970 when SI PA was
enacted. |If they had wanted to make a Ponzi schene
exception, they would have put it in the statute.
There is no exception for a broker who decides to
not buy securities for all of his custoners. There
I's no exception for a broker who buys and sells,
rat her than buys and holds. The contenpl ati on was
to provide a limted anount of protection to a
custonmer, just |like FDIC insurance.

When President N xon signed the
statute into law, he said, | amsigning a statute
which wll provide to securities custonmers the sane
kind of protection that the FDI C provides to bank
depositers. Can you inagine a |iquidator of a bank
comng into this Court and saying, |I'monly going to
pay up to $250, 000 based on the net investnent in a
bank deposit going back 50 years? |1'mgoing to
elimnate all interest on which that depositer has

paid taxes? That's the situation we have here.
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| would ask the Court to consider
what SIPC is really doing is saving approxinately $1
billion because the nunber of custoners whose cl ains
have not been all owed based on this net investnent
heari ng, who coincidentally are all the peopl e who
were the long-terminvestors, like ny 91-year-old
client who retired in 1970 and took nandatory | RA
W t hdrawal s out of his account for 21 years. O
course he took out nore noney than he put in. But
that's the purpose that people invest in the stock
mar ket .

JUDGE JACOBS: What do you say to
M. Sheehan's argunent, the Trustee's argunent that
SI PA just provides you an advance on what you wl |
be entitled to in the bankruptcy proceedi ngs, and
that in the bankruptcy proceedi ngs there's not going
to be any payday based on these hypot heti cal
I nvest ment s?

MS. CHAI TMAN:  The statute nandates
that SIPC pronptly replace the securities in a
custoner's account, not two years after $200 mllion
have been spent on forensic accountants. Pronptly
replace the securities. The legislative history
i ndi cates the purpose is, get that investor right

back i n the stock market. This is an i nvestor who
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gave up the right to certificated securities which
benefited the Wall Street firnms which were fundi ng
the SIPC i nsurance.

It's not a question that SIPC doesn't
have the obligation to nake the advance unl ess and
until it's satisfied that it will be repaid onits
subrogation claim That's nowhere in the statute.

It's sinply |Iike any other insurance conpany to the

77

extent that they pay, they stand in the shoes of the

i nsured, once the insured is paid in full. But that
S| PC advance has to be nade pronptly. That word is
t hroughout the statute. And this is what Congress
intended. This is a renedial statute to conpensate
victinse who rely upon a broker's obligation to
purchase securities reflected on his statenent.
JUDGE RAGE : Let ne ask you the
question that we've dealt with with other counsel,
too. 78fff-2B says that you pay those obligations
only to the extent they' re ascertainable fromthe
books and records of the debtor or otherw se
established to the satisfaction of the Trustee.
Wien the Trustee goes into these books and records
he finds out that there was never any transaction
done on a particular day. Rather, it was post hoc

representations that transacti ons had been done in
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order to relay profits that had never been realized,
and that that is not really a securities
transacti on.

So, to that extent it's not finding a
net equity position in that. Wy isn't that within
the Trustee's discretion?

MS. CHAI TMAN:  Because the Trustee
has an obligation to honor the net equity, which is
t he obligation of the broker --

JUDGE RAGA: But only insofar as
these two things are satisfied, that's statutory.

M5. CHAI TMAN: There's nothing in the
books and records of Madoff that indicates that he
doesn't owe to each investor the Novenber 30th, 2008
account bal ance.

JUDCGE RAGA : But what there is not,

t hough, is any transaction either conducted on that
day or even reported on that day. The transaction
is only reported after the fact and concocted
because it was profitable. That's different from
telling soneone today, | bought a particul ar stock
for you, because then the customer takes the risk.
Here, by telling it only after the fact, there was
never any ri sk.

MS. CHAI TMAN: Your Honor, in New
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Tinmes there was no evidence in the debtor's books
and records that the custoners whose statenent
showed exi sting securities, that the debtor had ever
pur chased those securities. It's exactly the sanme
thing here. And there is nothing in this record
whi ch i ndicates that any of the prices for the
securities were invalid. |If sonmeone in 1960 bought
| BM stock and sold it and then bought it again and
sold it and bought it again, it would have
appreciated in value. There is no reason to

di sal | ow - -

JUDGE RAGA: That's like ny telling
you today that ten years ago | bought Intel and then
| would have a huge profit init.

MS. CHAI TMAN: How can a custoner --
t he peopl e standi ng before you invested in Mdoff
t hrough seven investigations conducted by the SEC of
M. Madoff over an 18-year period. |If the SEC --

JUDGE RAGE : There's not a
suggestion that your clients are in any way cul pabl e
for this. The question, though, is whether or not
the Trustee in paying pursuant to this statute has
sonme di scretion about how to cal cul ate net equity.

MS. CHAI TMAN:  Not for purposes of
the SI PC paynent. The SIPC paynment has to be based
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upon the last statenent. There is a provision in
SI PA whi ch says that SIPC cannot change the
definition of net equity. That's how inportant this
definition was to Congress. In order to induce
confidence in the capital nmarket so that people
woul d gi ve up the requirenent of hol ding
certificated securities. And there is nothing in
the statute which says it only protects custoners
who have a buy and hol d strategy or custoners who
fail to delegate to their manager or their broker
the right to invest in his discretion. There is no
l[imtation in the statute. So it covers every one
of these Madoff investors who had a legitinate
expectation that they owned the securities on their
st at ement s.

JUDGE JACOBS: Thank you very much.

MS. CHAI TMAN:  Thank you.

JUDGE JACOBS: Thank you all. W
w ||l reserve deci sion.

Pl ease adj ourn Court.

COURT CLERK: The Court stands
adj our ned.

(Proceedi ngs adjourned 12:36 p.m)

- 00o0-
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