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PAUL A. ENGELMAYER, District Judge:

This appeafrom a Bankruptcy Court decision arises out of the infamous Ponzi scheme
carried out by Bernard L. Madofit addressethe latest in a series ohallengego decisions by
the court-appointed fiustee administering the estate of Bernard L. Madoff Investment Sesuriti
LLC ("BLMIS”) as to the mechanics hich funds in the BLMISustomeipropertyestate are
to be allocated among BLMIS’s customers.

In 2011, theJnited States Catiof Appeals for th&second Circuit approved the “Net
Investment Method” for calculatingBlLMIS customer’s’net equity”—the touchstone by which
the customer’s right to share ratably in distributions fronBihe IS estate id0 bemeasured
See In re BLNB, 654 F.3d 229 (2d. Cir. 2011)Nét Equity Decisiof), cert. denied133 S. Ct.

24 & 25 (2012).The Circuit rejected the alternative “Last Statement Method,” under which a
customer’'set equitywould havebeen determined based on the value listed castomer’s last
account statememgsued byBLMIS.

As the Circuit recognizedthat method was flawedoecausdLMIS’s accountstatements
reflectedthe makebelieveinvestment profitsnvented by Madoff to perpetuate hcheme
Instead under theNet Investment Method approved by the Circaf equityis determined by

calculating the total amount of principal that was invested in a customer'sha¢cash in)

minus the total amount of money withdrawn frorattliccount (cash out). Thufa custome



duringthe life of an accounthad withdrawn more money than she had investedidbeunt
would have zero net equity, even if BBEMIS statement$or the accounteporteda positive
balance reflectingstensible investmefiprofit” that BLMIS falsely claimed to have mader
the account.
This appeal addressasorollary issue: howhe Net Investment Methad to be applied
in the context of transfers of funtdstween BLMIScustomeiaccountg“inter-account
transfers”) Judge Bernstein of thénited States Bankruptcy Court for the Southern District of
New Yorkresolved that issu@ia December 8, 2014 memorandum decisionédf-Account
Bankruptcy Decisiol ! and a December 22, 20iMplementingorder(“Order”).? These rulings
granted the Trusteetsotionto approve his proposégatment ouchinter-accountransfers®
Concretely theissuepresenteds how to calculatéhe net equity in an account when
somefunds init came notfrom adeposit ofrealmoney from the outside world, biuom a
tranger from anotheBLMIS account before Madoff's fraud came to lighT.he potential
problemraised bysucha transfer is that the monewntering the transferee (recipieatjcount
mayor maynot be supported kgctual principal invested itme transferor (source) account. It
may instead refledtctitious profitsin the transferoaccount TheTrustee’s chosen method, the

“Inter-Account Method,” addresses this problem by crediting the transfer as cashan to t

! Seeln re BLMIS Adv. Pro. No. 08-01789, Dkt. 8680.
21d., Dkt. 8857.
31d., Dkt. 6084,

4 Like the Bankruptcy Court in its decision below and the parties in their briefSotiné here
uses terms such as “transfer,” “transferor,” and “transferee” for convenierasdadgbe in
accessible lay terms the movementwfds from one account to another. The Court does not
use these terms as legal terms ofead, so as to carry the meanings assignetiemtwithin the
Bankruptcy CodeSeell U.S.C. § 101(54).



transferee account only to the extent that, at the time of the trahsféransferor account had a
surplus of cash deposits excess ofvithdrawalsin it—i.e., net equityas calculated by the Net
Investment Method.

For the reasonthat follow,the Court affirms th&ankruptcy Cou’s Orderapproving
the Inter-rAccount Method.Rejecting claims made by four appellants or groups thette®f
Court holds that this approach is the only method of calculating net equity in the cormést of
account transferthat is consistent with the Second Circulst Equity Decisionand thatt is
not prohibitedoy law.
l. Background®

A. Factual Background and Relevant MadoffCaselaw

The infamousnultibillion-dollar Madoff Ponzi scheme has been chroniatedetail in
prior decisions of courts in this CircuiSee, e.gln re BLMIS 424 B.R. 122, 125-32 (Bankr.
S.D.N.Y. 2010)“Net Equity Bankruptcecisiori), aff'd, 654 F.3d 2292d Cir. 2011);Picard
v. lda Fishman Revocable Trust (In re BLMIBJ3 F.3d 411, 415-17 (2d Cir. 2014546(e)

Decisiorl), cert. deniegd135 S. Ct. 2858 & 2859 (2015IPC v. BLMISIn re BLMIS), 499

® This decision resolves four appeals: by (1) the Diana Melton Trust, Dated 12/05/0%, 15 Ci
1151; (2) Edward A. Zraick, Jet al, 15 Civ. 1195(3) Aaron Bleckeet al, 15 Civ. 1236; and

(4) Elliot G. Sagor, 15 Civ. 1263. (A fifth appellant, Michael Most, withdrew his appeal on
November 20, 2015. 15 Civ. 1223, Dkt. 32.) Helpfully, the first three appellants filed joint
briefs, 15 Civ. 1151, Dkts. 12 (“Appellants’ Br.”), 24 (“Appellants’ Replyihdan

accompanying appendig5 Civ. 1151, Dkt. 12, Exs. (“Appellants’ App’x")Jnless otherwise
specified, references here to arguments madagpellants” will be used to refer those made

in these joint briefs. Appellant Sagor submitted separate briefs, 15 Civ. 1263, Dktsad@ (“S
Br.”), 29 (“Sagor Reply”), and an accompanying appendix, 15 Civ. 1263, Dkt. 13, Exs. (“Sagor
App’x”), and made arguments distinct to his circumstances, while also add@iagguments

by the other appellants, including Most, 15 Civ. 1223, Dkts. 11 (“Most Br.”), 23 (“Most Reply”).
Appellees]rving H. Picard as Trustee fothe liquidation of BLMIS, andhe Securities Investor
Protection Corporation (“SIPC"gach filed a brief addressing all appellants’ argumést€iv.
1151, Dkts. 20 (“SIPC Br.”), 21 (“Tr. Br.”), and an accompanying appendix, 15 Civ. 1151, Dkt.
21, Ex. (“Tr. App’x").



B.R. 416, 419 (S.D.N.Y. 2013)Ahtecedent Debt Decisiin certfication for interlocutory
appeal denied987 F. Supp. 2d 309 (S.D.N.Y. 2013). The Casdumes familiarity with those
facts and decisions aiseéts out here only the facts most germane to this appeal.

1. The Madoff Ponzi Scheme

BLMIS was an investment firm that collected investéwads and purported to invest
themin securities according to a “sp#itrike conversion strategy” that was ostensibly designed
to produce consistently high rates of return on investments, althotttthe “rates of return
Madoff assigned to different customers’ accounts varied stgnifiy and arbitrarily.”Net
Equity Decision654 F.3d at 231-3@nternal quotation marks omittedMadoff neve actually
invested investors’ moneyinstead, BLMIS'generatedictitious paper account statements and
trading records” to conceal his fraultl. at 231. Thus, Madoff produced no actual profits for his
clients, insteadperating a classic Ponzi schemeavhich he usd newprincipal infusedy “new
and existing customers to fund withdrawals of principal and supposed profit maderby othe
customers.”ld. at 22.

In 2008,Madoff’'s scheme collapseavhen the money coming in from new investments
no longer could support the redemptions sought by his customdetsin the end the “final
customer statements issued by BLMIS falsely recorded nearly $64.8 billionin¥estments
and related fictitious gains.Id.

2. The SIPA Trustee and theStatutory Framework

After Madoffs arrestfor securities frauda court in this District granted an application by

the Securities Investor Protection Corporation (“SIPC”), issuing a protexties under the

® SeeAmir Efrati et al., Top Broker Accused of $50 Billion Frau/all St. J., Dec. 12, 2008,
available athttp://www.wsj.com/articles/SB122903010173099377.



Securities Investor Protection Aat 1970 (“SIPA”), 15 U.S.C. §8aacet seq.and appointing
Irving H. Picard as Trustee fBLMIS’s liquidation. Net Equity Decision654 F.3d at 233.

“In a SIPA liquidation, a fund of ‘customer propertgparate from the general estate of
the failed brokedealer, is established for priority distribution exclusively among cussomer
The aistomer property fund consists of cash and securities received or held by thedead&er
on behalf of customers, except securities registered in the name of individoatersst Net
EquityDecision, 654 F.3d at 238iting 15 U.S.C. § 78l1I(4)).

Unde SIPA, aistomers of the failed brokekealer are to “share ratably in such customer
property on the basis and to the extent of their respective net equities.” 15 U.S.C. § 78fff—
2(c)(1)(B). “Net equity under SIPA is defined as:

the dollar amount of the account or accounts of a customer, to be determined by—

(A) calculating the sum which would have been owed by the debtor to such

customer if the debtor had liquidated, by sale or purchase on the filing-@gaéd

securitiespositions of such customer . ; minus (B) any indebtedness of such
customer to the debtor on the filing date . . . .

Id. 8 78llI(11). SIPA provides that the Trustsleall payits obligations tocustomersincluding
thosebased on their net equjtimsofar as such obligations are ascertainable from the books and
records of the debtor or are otherwise established to the satisfactiontiofstee”. 1d. § 78fff—
2(b).

Frequentlyin SIPA liquidations—and as isll butcertain to behe case with reget to

BLMIS—"the assets in the customer property fund are insufficient to satisfy@wdomer’'s

" SIPC is “a nonprofit corporation consisting of registered broker-dealers and raehbe
national securities exchanges that supports a fund used to advance money to a e¥Adands
BLMIS, “[b]y virtue of its registration with the SEC as a brokieale, . . . is a member of
SIPC.” Net Equity Decision654 F.3d at 232—-33 & n.3.



‘net equity’ claim.” Net Equity Decision54 F.3d at 238.“In such a case, SIPC advances
money to the SIPA trustee to satisfy promptly each customer’s valid ‘ney’edaiin,” Net
Equity Decision654 F.3d at 233, up to a maximum of $500,000 per customelafors for
securities, and up to $250,000 per customer for claims for cash, 15 U.S&ff§§(a), (d).

In addition to the specific duties agsed to a SIPA trustee specified by the Act, SIPA
trustees also have “tlieeneral powers of a bankruptcy trusteBlét Equity Decision654 F.3d
at 231 (citing 15 U.S.C. § 78ffh). SIPA trustees are @owered under the Bankruptcy Code to
avoid fraudulentransfers to reclaim additional funds for the custorfeebsent the transfer, the
funds would have been customer propege 546(e) Decisipi 73 F.3d at 414 (citing 15
U.S.C. 8§78 fff2(c)(3));see alsdl1 U.S.C. § 548(a)(1Net Equity Decision654 F.3d at 242 &
n.10. Significantly, howeveryaidance actionmay only be taken to recerfunds transferred
within two years of the date of the filing of the petition (the “rebabk period”). 11 U.S.C. §
548(a)(1);see also 546(e) Decisipri73 F.3d at 415-16.

3. The Net Equity Decision

In its 2011 Net Equity Decisionthe Second Circuit affirmed the Bankruptoyu®t’s
decision upholding the Trustee’s use of the Net Investment MébhzadculateBLMIS
customersnet equity. Net Equity Decision654 F.3d at 231. The Net Investment Method
calculated net equity by “crediting the amount of cash deposited by the cusitortes or her

BLMIS account, less any amounts withdrawn from it. The use of the Net Investatmid

8 According to his latest Interim Report, the Trustee has “recovered or reagbedants to
recover” approximately $10.9 billion out of a total of $20 billion in lost customer princpél
customer claimants have filed claims seeking to recover $17.5 billion of thatilospal. See
Trusteés Fourteenth Interim Report for the Period April 1, 2015 ThroBghtembeB0, 2015,
at 1& n.3, Adv. Proc. No08-01789, Dkt. 11912At the time Madoff's scheme collapsed,
BLMIS’s fictitious account statements for customers recorded a totakd $dlion in customer
holdings. See Net Equity Decisip654 F.3d at 232.
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limits the class of customevgho have allowable claims against the customer property fund to
those customers who deposited more cash into their investment accounts than thewwithdr
because only those customers have positive ‘net equity’ under that melthoat'233(citation
omitted). Many objecting customers had advocatedHeralternatived.ast Statement Method,
under which net equity wouldhvebeendetermined by “the market value of the securities
reflected on their last BLMIS customer statementd.”

In approving the Net Investment Method, the Second Ciackibowledgedhat SIPA’s
text“does not prescribe a single means of calculating ‘net equity’” and thatféjajig fact
patterns will inevitably call for differing approaches to ascertainindaihest method for
approximating ‘net equity,” as defined by SIPAd. at235. But, it held, in the context of the
Madoff Ponzi scheme the Net Investment Metid . . .is superior to the Last Statement Method
as a matter of law,itl. at 238 n.7because the Net Investniéviethod was consistent with both
SIPA’s text and purposeisl. at 236407

As to SIPA's text, the Circuit explained, a Trustee’s methodology for calculatetg
equity must be assessed in conjunctiatih SIPA's requirementhatatrustee discharge any
obligations owed to customers, which includes nettgglaims, to the extent sh obligations
are “ascertainable from thmoks and recordsf the debtor or [are] otherwise established to the
satisfaction of the trustée Id. at 237(emphasis in origial) (quoting 15 U.S.C. § 78fff—2(b))

(internal quotation marks omittedAnd, the Circuit stated, for two reasons relatinth&eo

® Accordingly, the Second Circuit had no occasioaddress the circumstances under wihich
SIPA trustee would have discretion to select a different method for calguhet equity.ld. at

238 n.7. Howeverhe Circuitstated, it had “no reason to doubt that a reviewing court could and
should accord a degreeadference . .so long as the method chosen by the trustee allocates
‘net equity’ among the competing claimants in a manner that is not clearly irtteather

methods under considerationld.



“extraordinary facts” of the Madoff schembat SIPA provisionwas relevanto the means used
to calculate net equityld. at 238.

First, Madoffhadliterally never purchased any securities for his customers using their
funds. See idat 237-39.Thus, SIPA’s definition of “net equity,' which starts by “calculating
the sum whiclwould have been owed . to such customdrthe debtor had liquidated. .all
securities positionsf such customeéruneasily fit Madoff's circumstances, because there were
no such positionsld. at 237(emphasis in originaljguoting 15 U.S.C. 878lll(11)). Second, and
relatedly, Madoff’'sbooks and records were falsifidbecaus¢heyreflected imaginargecurities
trades constructed “aftéhefact. . .to reflect a steady and upward trajectory in good times and
bad, and were arbitrarily and unequally distributed among customdrat 238. Use ofthe
Net Investment Method, as opposedre Last Statement Methatthus better accded with
SIPA’s text the Circuit heldbecausehis method “relies solely on unmanipulated withdrawals
and deposits.”ld. at 238 (quotindNet EquityBankrupty Decision 424 B.R. at 140).

As to SIPA’s purposes, the Circuit identified two: “to protect investors, and to protect the
securities market as a wholdd. at 235(citing SIPC v. Barbour421 U.S. 412 (1975)). hE
Trustee’s use of the Net Investméméthod, the Circuit heldgdvancedoth, by preserving as
much of the pot of customer funds for distribution to “net los&imants whe—having
withdrawn less money than they had depositedd-not yet recovered their principal
investments.ld.; see alsad. at 240 (“[I]f customers receive SIPC advances based on property
that is a fiction, those advances will necessarily diminish the amount of cugiwperty
available to other investors, including those who have not recouped even their initial
investmen”). In contrast, the Circuit statej u]se ofthe Last Statement Methad this case

would have the absurd effect of treating fictitious and arbitrarily assigned pegfés as real



and would give legal effect to Madoff's machination&d” at 235. The Net Investment Method
thusbetter accomplishetihe mainpurpose of determiningnét equity [of] achie\ing] a fair
allocation of the available resources among the customiersat 240.

4. Inter -Account Transfersand the Inter-Account Method

TheNet Equity Decisiordid not address how the Net Investment Method would apply in
the context of a transfef funds from one BLMIS account to another. Nor was that question
presented to the Circuit.

Such inter-accountansfers were, apparentigpmmon. Appellanteepresent thanany
wereamong family member#cluding in the context of inheritancefer example, wheran
estate transferred funds frondecedent’'8LMIS account to the account obaneficiary. See
Appellants’ Br. 2—-4, 8-9There is no &gation that anparty to ay transfer any more than
any other BLMIS customefknew or should have known that timvestmentsand custmer
statements were fictitious,” arifi] t is unquestioned that the great majority of investors relied on
their customer statements for purposes of financial planning and tax reportingy, terthee
detriment.” Net EquityDecision 654 F.3d at 23%eeAppellants’Br. 4, 7.

TheNet Equity Decisioteft it to the Trustee, in the first instance, to determine how to
apply the Net Investment Methoditder-account transfers. The Trustee’s approachito
problem—how tacalculag net equity where partf éhe money that funded the customer’s
BLMIS accountderivedfrom an inter-account transferas been termetie Inte-Account
Method. TheBankruptcy Coursuccinctly explained theperation othis method: {T]he
Trustee first recomputed the amount in the transferor account at the time ah#iertunder the

Net Investment MethodHe then credited the transferemaunt in an amount up to the

10



recomputed balance in the transferor accoulmtér-Account Bankruptcipecision 522 B.R. at

4810

Judge Bernstein provided the following helpflustrations of how thénter-Account

Method would apply in practice:

1. Assume customeA’s statement indicated a balanake$5 million, but the
customer actual net investment was only $2 million (the remaining $3 million
consisting of fictitious profits). If customer A attempted to transfer the erfiire $
million to customeB, customer B received credit for only $2 milliethe net
investment in customer A’account-leaving customer A account with a $0
balance.

2. Assume, instead, that the same customer A transferred $1 million to customer B.
Since customer A had an accotaiance of $2 million computed under the Net
Investment Method-enough to cover the entire transfezustomer B received
credit for the full $1 million, and customer A still had an account with a $1 million
balance.

3. Lastly, assume that customersfaccount statement indicated a balance of $5
million, but consisted entirely of fictitious profiflsecause customer A had already
withdrawnall of the principal investedfCustomer B would not receive any benefit
from an attempted transfer because customed/Baalance in his account under
the Net Investment Method at the time of the transfer.

A realexample, drawn from an appellant’s circumstances, illusttiagsterplay

between the Net Investment Method and the Inter-Account Method. Appelldrar8ar

Kotlikoff Harman (“Barbara Harman”had a BLMIS account, which, according to the last

account statement, had a balance of $1,802,563.77. Appellants’ Br. 8; Appellants’ App’X,

AA376. The Trustedenied her net equity clairhpweverpecause héoundthatshe had $0 in

net equity in that account undée Net Investment MethaodAs the Trustee explaingBarbara

10 At argument, the Trustee acknowledged thatinterAccount Method was not applied for
transfers before 1981 because the Trusteggrdsonly go back to 19810f necessityfor any
inter-account transfer that occurred before 1981 Ttlustee gave thieansfereeredit for the full
amount of the transfer. Arg. Tr. 62.
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Harmanhad withdrawn $1.18 million from the account, but had only made $505,045.42 in actual
principal investments. Appellants’ Br. 8-8ppdlants’ App’x, AA393, 396-97.As a result,
according to the Trustee, she was a net wirmaring withdrawn $67854.58 more thaactual
principal invested in the accoumiaking whatever remained in the account fictitious profits
Appellants’ App’x,AA394, 397.

In calculatingHarman'’s total principal investments, the Trustee applied the Inter
Account Method taeduce the value ahree interaccount transfers made into her account.
Two, Barbara Harman allegesere transferred blger husband, Lauren¢éarman who had
received the money as part of his inheritance from two separate accounts agtdgtyand an
estate in the names of his parents. Appellants’ Br. 8; Appellants’ AQp'875—-76. The three
inter-accountransferdBarbara Harman receigieon their facehada combinedstensible value
of $1,046,333.33. But, under the Inter-Account Method, based aretdeposits and
withdrawals maden the transferring accowsit the time othe transfes, the Trustee credited
BarbaraHarman’s accouhwith $80,045.42 of actual principal investméoim thosetransfers—

$966,287.91essthan thé face value.SeeAppellants’ App’x,AA396.11

1 Barbara Hamnaris claim illustrate the complexity of the Trustee’s work in applying the Inter-
Account Method, because the funds at issue traveled through a series of accounts vafigre arr
in hers. The InteAccount Method necessarilgeces these funds beginning at the start of each
transfer chain. As explained in Barbara Harman’s submissions, the BLMiGnad®Id by the
Estate of Toby Harman (in the name of Barbara Harman’s mothaw) was funded entirely by
two interaccount transfers, totaling $700,187.98, from another BLMIS account (whose name
and transactional history are not fully revealed by the documents submittedCtouitte The
Trustee valued the transfers into the Estate of Toby Harman account at $0 uhaterthe
Account Method, apparently because, at the time of the transfers, more moneyrhad bee
withdrawn from the source account than had been invested in it. Therefore, the EBtég of
Harman account had no net equity available at any time during the acdidentihe Estate of
Toby Harman transferred $620,000 to an account in the name of the Toby Harman Trust, such
transfer being the sole source of funds for the Trust. The Trustee valueghdiertinto the

Toby Harman Trust at $0 under the Inter-Account Metladtiqugh the Trust benefited, by
making $270,112.00 in cash withdrawalgjpurence Harman then transferfet?1,188.4%rom

12



In sum,had the Trustee credited the intercount transfers at full fas@lue, Barbara
Harmanwould have had a positive net equity claim of $291,333.33 under the Net Investment
Method. Instead, using the Inter-Account Method in combination with the Net Investment
Method, the Trustedetermined thaBarbaraHarman had $0 of net equity in the account.

B. The Bankruptcy Court’s Decisionand Subsequent Appeals

The Trustee’s use of the Inter-Account Method to disallow all or pantaofycustomers’
claimsdrewobjections from more tha400 customer claiman{the Objecting Claimants”).
Inter-Account Bankruptcy Decisiph22 B.R. at 48. On March 31, 2014, the Trustee moved the
Bankruptcy Court to approve the overall methodology over these objecttbnadv. Pro. No.
08-01789, Dkt. 6084.

After briefing and a hearinghé¢ Bankruptcy Court uphettie use of thénter-Account
Method. It held that this methodology “is not ‘clearly inferior,” and indeed, isrguge the
alternative championed by the Objecting Claimjarasd is therefore] entitled to deference.”
Inter-Account Bankruptcpecision 522 B.R. at 53.

The Bankruptcy Court held, in particuléinat the IntetAccount Methods consistent
with the Second Circuit'slet Equity DecisionSee id.By contrastjt held, an approach under
which the Trustee creaitithe Objecting Claimants’ accots with the full value of the transfer
“suffers from the same shortcomings” of the Last Statement Mgeithdigiat it would‘turn(]
Madoff’s fiction into afact” and ‘diminisH] the amount available for distribution from the
limited pool of customepropety” for those net losers who did not withdraw enough money

from their accounts to recoup their investments of princifzhl.

the Toby Harman Trust account to Barbara Harman'’s account, a transfer whichdtes,
again, valued at $0 under the Inter-Account Meth®deAppellants’ App’x AA375-76, 381,
386, 396.
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The Bankruptcy Court considered, and rejected, the objections made by the Objecting
Claimantgto thelnter-Account Method.Seed. at 53-61. The Bankruptcy Court did not address
various objections that fell outside the scope of the Trustee’s Motion, including theaapplic
of the Inter-Account Method to specific claims. Nor did it consider the question of who bear
the burderof proofas to a particulagzlaimant’s claims.ld. at61-6222

Many Objecting Claimants whose objectionsreoverruled filed appeals from the
Bankruptcy Court’s decision. On February 25, 2015, this Court acceptsdfipeals as
related, and, on March 3, 2015, set a consolidated briefing schedule. On September 17, 2015,
the Court heard argument. 15 Civ. 1151, Dkt. 34 (“Arg. Tr.”).

By way of overview, dlappellants join together in challenging fheistee’sgeneral
application of the InteAccourt Method on the grounds that this method (1) violates customers’
due process rights2) is inconsistent with SIPA’'s mandate to promote fairn@sontravenes
other SIPA provisions requiring accounts to be treated separ@etonflicts with federal and
state public policy regarding the finality of business transactions 5amck¢eeds the Trustee’s
auhority. The appellantsrguethat the Trustee muststead credithe full value of all inter
account transferowardsa transferee’s net equityegardles®f whether there was sufficient
or any—net equity in the transferor account at the time of the transfer. argegithat the Inter
Account Method is nathandatedy theNet Equity Decisiomr theother precedds on which

the Bankruptcy Court relied.

12 At argument, all parties acknowledged that a decision upholding the Inter-AccotiatdVie
would not finally resolve the determination of net equity as to any claimant. ataiwould
have the opportunity in the future to review the records supporting the Trusteesidatien
that an interaccount transfer should be credited at less thawdluke and to challenge that
factual determination before the Bankruptcy Court. Arg. Tr. 18-19, 28-29, 59-63.
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Subsetof appellants separately challenge the Trustee’s application of theAktteunt
Method tonarrower factual circumstances, in particu{ay,where the transfer originated from a
qualifying ERISApension plan account, ang) (vhere the transfeavas made to a claimant’s
individual account from a shared account in which the claimant had invésted.

I. Analysis
A. Standard of Review

District courts are vested with appellate jurisdiction over bankruptcy coumysul
pursuant to 28 U.S.C. § 158(a) (“[D]Jistrict courts of the United States shall haveguoisdo
hear appeals. .from final judgments, orders, and decrees; . . . [and,] with leave of the court,
from other nterlocutory orders and decrees. of bankruptcy judges.”). This Court “may
affirm, modify, orreversea bankruptcy judge’s judgment, order, or decree or remand with
instructions for further proceedingsW. Milford Shopping Plaza v. The Great Atl. & Pac. Tea
Co. (nre Great At & Pac. Tea Co,)No. 14 Civ. 4170 (NSR), 2015 WL 6395967, at *2
(S.D.N.Y. Oct. 21, 2015) (quotirfgumpter v. DPH Holdings Corp. (In re DPH Holdings Carp.)

468 B.R. 603, 611 (S.D.N.Y. 2012

13 Appellant Sagor alone raises the shared account issue. Although he adoptdehgashta

the InterAccount Method briefed by the other appellants, he does not seek to have his net equity
credited with the full value of the inter-account transfer to his account, but rathéhewiglue

of his net principal within the shared transferor account. These circumstamoagrarfully
describednfra, section I1.D.2.

14 As Judge Roman has explained, the quoted language was found in the former Federal Rule of
Bankruptcy Procedure 8013, but was omitted from the amended Federal Bankruptayf Rules
Procedire, effective December 1, 2Q18levertheless]ogic still compels the same conclusion

with respect to the appellate powers of the District Cburt.re Great Atl. & Pac. Tea Cp.

2015 WL 6395967, at *2 n.1.
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A bankruptcy courts legal conclusions, including its interpretations of SI&A&,
reviewedde novo.Net Equity Decision654 F.3d at 234ee alsdolow v. Kalikow (In re
Kalikow), 602 F.3d 82, 91 (2d Cir. 2010).

B. The Inter-Account Method Is Consistent with SIPA and the Net Equity
Decision But Appellants’ Alternative Method Is Not.

Although the Second CircuitNet EquityDecisiondoes not address the application of
the Net Investment Methdd interaccount transfershelogic of thatdecision all but resolves
thatcorollaryissue—and thiscase

The coe principle undergirdingie Net Equity Decisiois that the Trustee musélculate
a customernccounts net equityin a manner that does not use the investment gains fabricated by
Madoff to augmena customeés investmenprincipal. Ratherthe Trusteenustperform a
calaulation based on real cash. The Trustee maistlatethe sum of theealcash an investor
put into an account minus theal cash the investor withdrew. In disdaining usélafloff's
fictitious claims to calculate net equity, the Circuit recognited Madoff's fraud was across
the-board: He never purchasmuyactual securities withis customers’ investment funds, and
the supposedly profiienerating tradesnd securitieisted on a customer’s account statement
wereentirelyfictitious. Theefore, theonly ertries in the “books and recordbat have any
anchor in realityarethe transactionseflectinghard caslentering and exiting the account. And
as the Circuit further recognized, tNet InvestmenMethod advanceSIPA's goalsof
protecting investors and the investment market. By refusingléde customer claims with
fabricatednvestment gainghis methodmaximally preservegustomer property fadistribution
amongBLMIS’s net losers—those who did not recoup theiial investments It prevents an

outcome in which the claims of net losers @iteted by fabricated gains
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TheTrustee’s IntetAccount Method faithfully extends—and inexorably follows from—
theNet Investment Method as approuggthe Circuit TheNet Investment Methodaseghe
net equity calculation on the net principabiBLMIS customeraccount measured by
comparing cash deposits with cash withdraw#logically follows that therecognition of
transfers from one IBMIS account to another rsg too, belimited by the net principah the
transferring accourdt the time of transferTherefore, where tansferedrecipient) account
claims net equity based on funds transferred from another BLMIS accouhtuttee’s Inter
Account Method ingireswhether there was net equity in the transferring account at that time
This methodtreditstransferdo a BLMIS account onlyo the extent thatere was net equity
available to be transferred

The alternative approach to irieccount transfers—championed by the objectors—
would creditat full value all transferamong BLMIS accounts. This would bersgardlessf
whether at the moment of transfeéhe transferor account haét equitycorresponding to the
amount transferred (or any net equity at alpwever, as both the Trustee and the Bankruptcy
Court recognizedhis approach wouldecessarilyesult in treatingertainfictitious gains in te
recipientaccount (the amount by whiche transfer exceeded the net equity in the transferring
account) a# they werereal It would thereby undermine tlseherence of thBlet Investment
Method. It would alsgive rise taunjustifiableinequities among accounté&lone among
BLMIS accoutts, thosenvhose stated value derived from inggrcount transfers of fictitious
investment profit wouldbe permittedo count such fictive profits among their net equity.

The Trustee’s decision to crediter-account trasfersonly to the extent of the net equity
in the transferring account thus alone comports wittCilheuit’'s Net Equity Decision And it

therefore alone would accord wiPA'’s statutorydefinition of net equity ands requirement
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thatnet equitybe determinedb the extent it is “asertainable from thbooks and recordsf the
debtor or [is]otherwiseestablished to theatisfaction of the trustée Net Equity Decision654
F.3d at 2374dlterationand emphasis original) (quoting 15 U.S.C. § 78fff—2(bf)nternal
guotation marks omitted).

Appellants argue that theusteeshould credit in full the amount ehchtransfer
becausehe parties to thgansferviewedit in real timeas involving real “cash.’SeeAppellants’
Br. 2, 25-28see alsAppellarts’ Reply 2, 6—-7.But while appellants arsurelycorrect that the
parties to the transfer viewed themselves as transferring real moneyaaigpieltusdeparts
from the approach approved in tNet Equity Decisiopwhich focuses not on@istomer’s
subjective perceptioas tothe value of a BLMIS account but on thet investment principal in
thataccount.SeeNet EquityDecision 654 F.3d at 2336 (rejecting customers’ “legitimate
expectations” as a basis fascertainingnet equity’ under SIPA

Appellants’approachwould also depart from the Circuit’'s approved methodologgfar
asit treats as vali@ portionof BLMIS’s fictitious books and recordsAppellants would treall
funds that an account obtained via an i@ecountransferasreal Buta cardinapremise of the
Circuit's Net Equity Decisiomvas that BLMIS fictitious books and recordsereall but
worthless for SIPA purposgsxcept forthe parts of those records reflecting cash deposits and
withdrawals “The Net Investment Method is appropriate because it relies solely on
unmanipulatedvithdrawals and depositsId. at 238 (alteration omittgdemphasis added)
(quotingNet Equity Bankruptcy Decisipd24 B.R. at 140) (internal quotation marks omitted).

Appellants’insistencehat the transfer records are accurate, and therefore can be relied
upon anccredited, because BLMIS actually deductieel source account and credited the

recipient account with the transfer amount, misses the point. Althbadgd.MIS recordsdo

18



reflectbalance transfers made by BLMIS customers, a balance transfer on papeattantios
existence, or not, dhe realinvested fundshatarethe basis of a customer’s net equity under
SIPA and théNet Equity Decision

An illustration highlights the incompatibility of appellants’ proposed approach with the
Net Investment Method, and the inequities yieldedsappellantgpropose, falsenvestment
gainstransferred from another accouvereto be includecamongatransfeeeaccounts net
equity. Consider the followingcenario Customer A has a BLMIS accouwhose account
statement reflecta $1million balance Customer A is a net winner; she has already withdrawn
from her account the same amount of momeyn{ore)thatshe initially invested. Any balance
in her account therefore refleanly fictitious profits. Customer B is a relative of Customer A.
He has never invested any money with BLMIS, but has set up his account in taticipa
inheriting the funds in Customer A’s account. At this paim¢asuredinder the Net Investment
Method approved by the Second Circuit, Customer A’s net equity would beGestomer B’s
net equity is also zero; no monkegs either gone in @ut of his BLMIS account®> Customer A
then dies. Following Customer A’s death, per her will,3hamillion balance infCustomer A’s
BLMIS account is transferrei Customer B’'s BLMIS accountMadoff’s fraud is later exposed.

Under the Trustee’s Intekccount Transfer Methodhe transferould not increase the
net equity in Customer B’s account, because Customer A lackatkt equity to transferBut
under appellants’ alternative approachwhichthat transfemwould be credited in full towards

Customer B’s net equity, tHact of the tranfer would create $1 million in net equity: Whereas

15The same would be true—and tiygotheticalould beequallyillustrative—if Customer Bs
account came to haveet equity of zero for other reasorgy, if Customer B’s cash investments
into that account were matched by identath withdrawals. The salient point is that, prior to
receiving a transfer from Customer A, Customer B’s accbadtzero net equity.
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thetwo accounts, treateddependentlyefore the transfehad a net equity of $0, thebhsfer
would add $1 million in net equity ©Bustomer B account But the movemenof $1 million in
fake, Ponzi scheme-manufactured profits from one account to another does not tosgern
into real“cash” and wouldaccord theparties to the transfer a combined benefit unavailable to
accounts not participating in such transfers. This approakcherspncilaby, in tension withthe
Net Equity Decisionfor it would “have the absurd effect of treating fictitious and arbitrarily
assigned paper profjtsf transferred, jas real”for the purpose ofatably allocatinghe limited
pool of customer propertyNet Equity Decision654 F.3d at 235.

In holding that the Trusteelater-Account Method is valid and that appellants’
alternative methodologig not, such that fund transfers unsupported by net equity in the
transferor’'s account must be disregardbed,Courtemphasizes that ti@bjectingClaimants
disfavored by the Trustee’s methodology are blameless. Thewreactims of Madoff's
perniciousfraud They assuredly relied in good faith on the validity of the transfers. Many
transferee accounts assuredly ordered their financial and tax affairs on theegteahthey had
received real money from other BLMIS customers. And many transferor as@ssuredly
paid esate or gift (orperhaps other) taxes based on the premise that funds resident in, and
transferred fromthose accounts were reahnd like all of Madoff'svictims, theObjecting
Claimantslost the opportunity to invest and grow their money thrdaghimateinvestment
vehicles. See SIPC 2427 Parent Corp(ln re BLMIS) 779 F.3d 74, 79-81 (2015)T(itne
Based Damages Decisi)r{SIPA does not permit inflation adjustment for net equity claims),
cert. denied136 S. Ct. 218 (2015).

However, some methodayg must be used to guide the allocation of the limBe¥IS

customer funds avail&bfor distribution among customer accounts. Given the Second Circuit’s
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adoption of the Net Investment Method, the Trustée-Account Methods a necessary
corollary. It—and not the alternative method appellants urgeeerd with the approach taken
in theNet Equity Decisionlt is, the Court holds, the superior methasla matter of lavior
calculating net equitin the context of inteaccount transfersSee NeEquity Decision654

F.3d at 241 (“It would have been legatorfor the Trustee to ‘discharge claims upon the false
premise that customersécurities positions are what the account statements purport them to
be.” (quotingNet Equity Bankruptcy Decisipd24 B.R. at 135)).

C. General Objections to the InterAccount Method

The Court now addresses the objections to thetée’s IntetAccount Methodaised by
the (bjectingClaimants

1. Due Process

Appellants liken the application of tAeustee’s IntetAccount Methodo an avoidance
action by the TrusteeTheyargue that ieffectivelyallows the Trustee to indirectly unwind
transfers by reducing claimants’ net equiBee e.g, Appellants’Br. 2 (“[T]he Bankruptcy
Court allowed the Trustee to, in essencH;skectuate fraudulent transfer judgments in his
favor.”); id. at 12 (“The Trustee cannot do indirectly what he is prohibited from doing directly.”)
So viewedthey arguethis methodologys impermissibleand violates claimants’ due process
rights,because it allows the Trustgecircumvent thetatutorytwo-yearreachbackperiod
within which fraudulent transfersan be avoidedid. at 1+-13. Instead, appellants argue, the
Trustee must recognize the full valoieall InterAccount Transfers, and may seek to avoid any
fraudulent transfers that took place within the tyear reackback period through an adversarial

proceeding'®

16 Appellants contend throughout their briefs that the Trustee must recognizeraiiégcount
transfers for their full value, although they appear to suggest that thé\tdeunt Method
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This objection is, acore, a statutory argumepdckageds a constitutional claiff It
fails because the twgear reah-back limit applicable to attempts to avoid fraudulent transfers
does not apply to a Trustee’s calculation of net equity.

Although net equity calculations and avoidance actions are related at a ¢mred+ain
the context of an insolvent brokdealer, ach aimsa facilitate thereturnof customer property
to customers-they are governed by separate statatesmted within different titles of the United
States Code, and theperate indistinctways. As noted a SIPA Trustee’s net equity calculation

is used tadetermine the share of the customer propafrtyhich a customer is entitled to claim

violates due process only insofar as it aggptio transfers that occurred outside the year
reachback period for avoidance actionSomparee.g, Appellants’ Br. 2 (The Trustee is
obligated by federal and state law to credit the claims of Customers wiheeceftends from
other Madoff Customers through inter-account transfers . . . with the full amount pfehe |
Account Transfer.”)and Arg. Tr. 30-31 (“MS. CHAITMAN: Any inter account transfer, we
argue, because it shows up on Madoff books, has to be recognized for the dollar amount. THE
COURT: Even if it was the day before Madoff was exposed? MS. CHAITMAMS.
Now . . . Within two years, the trustee would have the righto file a fraudulent transfer
action, and he could void that transfer as fraudulent. But if it's not withistaiate of
limitations period and it shows up on Madoff’'s books as a cash transfer and it could have been
withdrawn by the customer . . ., | don't believe the trustee has the right undeataibey tst
disregard that transfer.”}yith Appellants’ Br. 12 (“[T]he Trustee ignored the statutory
constraints . . . by refusing to credit the full amount of the Inter-Account Erartbiat predate
the ReactBack Period. . . . [l]f the Trustee cannot seek, through an adversary proceeding, to
avoid transfers thaire-date December 11, 2006, he cannot possibly be permitted to avoid Inter-
Account Transfers going back to 1960 simply by sending Determination Leti€rtstomers
disallowing their claims.”)andArg. Tr. 25 (“MS. CHAITMAN: The proper methodology is, in
my opinion, that the trustee has to recognize transfers that are beyond the stahitistiohs,
which the Second Circuit has held is two years.”).

In the interest of clarity, the Court notes that there are two distioeyéar periods at
issue: (1) the twayear reackback period that specifies which gikag transfers may be subject
to avoidance actionseell U.S.C. § 548(a)(1); and (2) the twear statute of limitations within
which a Trustee may bring such an awanide actionsee id.8 546(a)(1)(A), although appellants
have sometimes conflated the two in briefs and argument. The Court’s rejection Eragpel
due process challenge to the Inf@count Method is not impacted by which two-year period
appellants a referring to.

17 See InterAccount Bankruptcy Decisiph22 B.R. at 53 n.8 (“This contention elevates a faulty
statutory argument to the level of an equally faulty Constitutional claim.”).
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ratably 15 U.S.C. § 78fff—)(1)(B). If the customer property is insufficient to cover all
customers’ net equitglaims the Trustee is authorized‘t@coverany property transferred by

the debtor which, except for such transfer, would have been customer property if and to the
extent that such transfer is voidable or void under the provisions of Title 11. Such recovered
property shall be treated as customeperty.” Id. 8 78fff—-2c)(3). Itis, in turn, the Bankruptcy
Code, Title 11, that governs such actions to avoid fraudulent trarigfétsig such actionso

those transfers made by the debtor “on or within 2 years before the date ohtheffthe
[bankruptcy] petition.”11 U.S.C. § 548(a)(1).

There is ndegalbasis tareatthe twoyearreachbackrestriction on the avoidance of
fraudulent transferas inhibitingthe ability of the Trustee to calculate net equidothing in the
textof 8§ 548(a)(1)indicates that the tweyear restriction applies to anything other than an
avoidance amn for fraudulent transfers. And SIPA’s text is to the contratyeduires that a
trustee’s obligations to a custonier determined insofar as it is “adegnable from thdooks
and recordsf the debtor,” and imposes no tempdialt on how far back into the books and
records the Trusteergviewmay extend 15 U.S.C. § 78fff2(b). Indeed, the Second Circuit’s
approval of the Net Investment Method e Net Equity Decisiomxpressly contemplatéisat
the Trustee wilfeducea customer’s net equitgr transfers of fundsut ofa BLMIS account-

i.e., withdrawals—that occurredeyondthe twoyearreachback period. Such reductions are
part and parcel of the Net Investment Method, which nets all deposits and witlsdvaerathe
life of a BLMIS account.See Net Equity Decisip654 F.3d at 233.

To be sure,iteNet Equity Decisiomeferenced the Trustee’s power of avoidance. It did

soin the course oéxplainng that the Net Investment Method wasgperior tahe Last Statement

Method for calculating net equityerein partbecausehe Net Investment Methad “more
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harmonious'with the Trustee’slual powers under SIPA and the Bankruptcy Code, spetyfical
the Trustee’s ability to avoid fraudulent transfers under 11 U.S.C. 8§ 548(a)(19e€&654 F.3d
at 242 n.10. However, the Circuit recognized that the Net Investment Method did root tiedy
Trustee’s power of avoidanc&ee id.

Thus, althougtthe Net Equity Decisionlid notaddress inteaccount transfers directly,
that decision implicitlybutdefinitively rejects claimar® argument that transfers more than two
yearsbeforethe petition date cannot be used to reduce a customegsungt without violating
8 548(ajl)'s limitations. Or for that mattedue processDue process is not offended dylual
statutory regime that permaiti longer lookback for the purposecafculaing net equity anc
shorter lookback period duringhich avoidance actions aaiowed. And there is good cause
for the differing periods: Bt equity calculationand avoidance actions serve different functions,
justifying differentoperative periodsNet equitycalculations are used to determh@v much
of a claim a customer has the customer property estasembled by the Trustesndfor that
reason it is appropriate that a holistic review of account activity be undertakerdaAce
actions ardar more disruptive. Rather thaetermine thewstomer’s share of an gst
undistributed fund, suchctions seek to reclaimoney from present holderShere is, therefore,
a greater finality interest in limiting Trustees ability to undo transfers andaw backmoney
that an individuateceived fom afailed brokerdealer.

The Second Circuit's46(e) Decisioneinforces the point. Th@ircuit consdered there
how an exception to the Trustee’s power to claw back fraudulent transfers, 11 U.S.C. 8 546(e)
applied to the Madoff Ponzi schem®eer73 F.3d at 414-15. Section 546(e) provides that
“transfers made by a stockbroker ‘in connection with a securities contratdéttiement

payment[s] cannot be avoided in bankruptcid. at414 (quoting 11 U.S.C. § 546(e)Jhe
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Circuit heldthattheterms “in connection with a securities contract” or “settlement payment,” as
used in the Bankruptcy Code, should be construed broadly, and theygbtiszlto withdrawals
mack by BLMIS customers, even though Madoff had never purchased securities drobkisal
customers, and even if the customer’s withdramed in excess of his or her principal invested
andthereby allowedhe custometo prdit from Madoff’'s fraud. See id.at 414, 417-22.

Salient here ite Second Circuit explained that its interpretation of § 546(e) was not
inconsistent with thé&let EquityDecisionbecause SIPA and the Bankruptcy Code are distinct.
“Section 546(e) . . . is part of the Bankruptcy Code, not SIPA . . .. This is important because, in
enacting the Bankruptcy Code, @pess struck careful balances between the need for an
equitable result for the debtor and its creditors, and the need for findtityat 423. The
Second Circuit pointed to § 548(a)(1aHewing a trustee to “recover fraudulent transfers
only whenthe transfers took place withiwo years of the petition date”as an example of the
Bankruptcy Code’s provisiomespectingsuch finality. Id.

Thus, the Circuit noted, although the Trustee could disdanitious profits in
determining a customeriset equity seeid. (discussing thélet Equity Decisio)) 88 546(e) and
548(a)(1) of theBankruptcy Codéreflect that, at a certain point, the need for finality is
paramount even in light of countervailing equity considerations” when it comes tiaauei
actions,jd. Muchas theCircuit did not permit its interpretation of SIPA in tNet Equity
Decisionto control its interpretation of the Bankruptcy Code inGhé(e)decision the
Bankruptcy Code’s twgearreachbackprovision for avoidance of fraudulent transfers does not
shackle the Trustee or this Court inatdculation ofnet equity.

Finally, the Court notes, its analysis here draws support from Judge Rakwfysisn

the Antecedent Debt Decisipan which the Bankruptcy Court relied. Under 11 U.S.C. 8§ 548(c),
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adefendant may assert a defense to an avoidance action “to the extent that [re&jagave
value to the debtor in exchanfpe [the] transfer. The Antecedent Debt Decisipwhich
predated the Second CircuiBg46(e)Decision addressed the extent to whighlthdrawals &
moneyby BLMIS customerseven in excess of their principal investmentsjd bedeemed
made in exchange févalue” under§ 548(c)as a satisfaction of an antecedent det®9 B.R.
416, 418-19S.DN.Y. 2013). The claimants’ theory wabkat BLMIS customerbad federal and
state law claims against BLMIS for the contents of their accounts, inclusiogrds exceeding
their principal investments; therefotbey arguedanywithdrawalsreduced BLMIS diability

on their claimsand reduced BLMIS’s debt, triggering 8§ 548(8ee idat 421-22.

Rejecting this argumeniudge Rakoff held that suehtransfer by a customesas not
made for‘value” under § 548(c) where éxceeded the customer’s peincipal investedi.e., the
customer’s net equity as calculated under the Net Investment MeBeeddat421-28. Judge
Rakoff’'s reasoning turned on the relationship between SIPA and the Bankruptcydmdeld
that SIPA’s protections for customers influenced the construction of the term™iralu&IPA
proceeding.See, e.gid. at 423 (“[A]lthough the Trustee has the same authority to avoid
transfers as a bankruptcy trustee, those powers must be interpreted thrdagh tfi&SIPA’s
statutoryscheme.”)jd. at 424 (“[T]he definition of net equity and the definition of claims that
can provide ‘value’ to the customer property estate are inherently intertwheye the
customer property estate is created as a priority estate intended to campestaners only for
their netequity claims.”). Judge Rakoff further helthat the Trustemay usethe InterAccount
Method to determine how much oparticulartransfer reflectethe customer’seal principal
investment, and therefore “value” under 8 548(d).at 428—-29. And heejected claimants’

arguments that the Intéxccount Methodmproperlyallowed the Trustee to circumvehe two
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yearreachbackfor avoidance of fraudant transfers under 8§ 548(a)(1), noting thlaére is no

time limit onwhat constitutes ‘value’ for purposes of section 546(8ee idat 429;see also id.

at 426-28 (explaining that use of the Net Investment Method for the calculation of value does
notimpermissiblycircumvent § 548(a)(1) by netting transactions that occurred beyond the two-
yearreachback).

Appellants attempt on various grounds to undermine the Bankruptcy Court’s decision to
the extent it citedhe Antecedent Debt Decisiomhey argue that Judge Rakoff's reasongig
tension withthe Circuit’s 546(e)Decision because th&46(e) Decisiorconstrued the terms “in
connection with a securities contract” or “settlement payment” in the BankrGptiby
separately from SIPA, while thentecedent Debt Decisia@monstrued the Bankruptcy Cothgm
“value” in light of the relationship between SIPA and the Bankruptcy Code. Appellatiisif
note correctly,that unlike the Bankruptcy Court, this Court is not bound bwtitecedent Debt
Decision rendered as it was by a peer court

The Court has no occasion here to comment tipeparties’ competing assessments of
Judge Rakoff’'s construction and/or applicationh&statutory term “valuein the Antecedent
Debt Decision Highly germane, however, is Judge Rakoff's holding—which the Court finds
persuasive-that8 548(a)(1)’'s tweyearreachbackon avoidance of fraudulent transfers is
distinct from8 548(c), andhereforethat that tweyear restriction does not apply to or lirthie
use of the InteAccount Methodor calculating value under that provisio®f course, the SIPA
provisionsregardingthe calculation of net equit issue herare even further removed from

8 548(a)(1)'sreachbacklimitation than is § 548(c).
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TheCourt, therefore, rejects appellantiims that use of the Intéfccount Method
breaches thelue processghts!®

2. Arbitrary and Inequitable Results

Appellantsnext argue that the Intéxccount Method producesbitraryand inequitable
results by reatng economically equivalent trandaansdifferently based on the manner
timing with which theywere carried out, and thereby elevatiogn over substance. Appellants’
Br. 21-24. For example, in the hypothetical described above, if Customer A, with a $1 million
balance but zero net @ity, transferred $1 million directly from her BLMIS account to Customer
B’s BLMIS account, under the Inter-Account Method, Customer B would not be creaiitége f
deposit. However, if Customer A had withdraghmillion from the BLMISaccount, deposited
it as cash in her checking accouartd then wrote a check to Customer B, who deposited it in his
BLMIS account, the Inter-Account Method would credit Customer B as having made a $1
million deposit for the purposes of determining his net eq8ged. at 8, 21-22. This result,
appellantsargue, is arbitrary and unfathey argue tha8IPA should be construdieéxibly to
avoidthis outcome. See idat 23—26;see also Net Equity Decisiobb4 F. 3d at 241 (“SIPA
covers potentially a multitwedof sitiations; no one size fits all[, and its] ‘liquidation procedures

have been carefully designed to allow flexibility.” (quotiBgch. Nat'l Bank of Chicago v.
Wyatt 517 F.2d 453, 459 n.12 (2d Cir. 1975))
This objectionmisses thenark As to arlitrariness: Thediffering treatmengiventhe

two transferdypothesizedby the claimants is not arbitraryl.o be surethe two imagined

pathwaysyield the same result: $1 million is moviedm Customer A’s BLMIS account to

18 The Court assumes hexsguendathat the Trustee and SIPC amuhd by the requirements of
due process. However, because the Objecting Clainduggdrocess argument is substantively
deficient, the Court has no occasion to resolve that issue.
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Customer Bs. But theform by which this result is achievedattersn practice becausehe
Trustee’s work is bounded by BLMIS’s books and records—the Trustee is not emgboovere
independently investigate the extrinsic financial transactions of a custémiée first scenario,
all activities occur within the BLMIS universe, and the Trustee therefore ableapf
determining, from those books and records, that the transfer to Customer B’S Bchtunt
from Customer A’svas unsupported by net equity. In contrast, in the second scenario, the
hypothesized fact that the $1 million used by Customer A’s checking account to funch€ust
B’s BLMIS account derived from an earlier withdrawal from CustomerBA'MIS account
requires review of non-BLMIS records. It is, therefafgpractical significance whether a
claimant’s depositsame from another customer’s BLMIS account or an exogenous account.
And, in the second scenario, the removal of the $1 million from the Madoff universe into a
checking account meatisat, forbetter orworse,it had been converted teal, hard cashnd
treated as such by a financial institution outside the BLMIS universe. Uraprinciples othe
Net Equity Decisiondeposits into an account from an outside financial institutahatever
their original source—count towards net equity.

Asto fairness The InterAccount Methodoromotes SIPA'’s fairness objectives because,
like the Net Investment Method, it prioritizége recovery of money for net losers—those who
have yet to recover their principal invested. Appellants tiatewhilea hypothetical BLMIS
customemwho long ago withdrew more than his or merestment principal from BLMI&nd
then redeposited it intoseparat&LMIS accounts entitled to recognition of these funds,
appellantsare bared fromrecognition of transfers into their accounts that were unsupported by
net equity. But, as Judge Bernstekplained: “That the transferor might have selected a

different method to transfer fictitious profits that would have escaped theotthe Trustee's
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avoiding powers is hardly a compelling argument for giving legal effectMadoff fraud that
the Trustee has the means to rectifinter-Account Bankruptcecision 522 B.R. at 54-5%°

As the Trustee reasonably concluded, the overarching inequity that his methodology
seeks to rectify is thdtetween net winners and net losedsd as the Circuit emphasized
upholding the Net Investment Method, the “main purpose of determining ‘ney’agud
achieve a fair allocation of the available resosir@eong the customers,” and that purpose was
best servethy declining to credit “property that is a fiction” in determining a custonmeats
equity. Net Equity Decision654 F.3d at 240The Trwstee’s IntetAccount Method furthers that
goal by recognizing transfers only to the extent supported by the source accauedgitye
Appellants’ alternative approaclikeé the Last Statement Methogjected by the Circuitvould
dilute net losers’ reaaery of their principal, by allowing other customé&rsnake net equity
claims based ofictitious investmenprofits where those profits happen to have been transferred
among accounts

The Court is mindful thahe Trustee’s use of the Net Investment Methnd the Inter-
Account Method to assure maximal compensation of net laskkranavoidably spawn valid
complaints of unfair outcomes as among individual claimants. Such, regrettabhherent in
any system aimed at compensating numerous customers with scarce fundadahevabrupt
exposure of a long-running Ponzi scheme.

For instance, the Trustee’s methodology may disféwetaterin-line among transferees:

Where a transferring account distributed funds sequentially to multiple resijiet lacked

191t is unclear how common the practice claimants hypothesize was ih @iBtMIS customer
withdrew money from onBLMIS account only to depositlaterinto another. To the extent
this practice was uncommon, claimants’ assertion of unfair treatmentediasuch a customer
would have less traction.
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sufficient net equity to cover alichtransfers, earlier transferees may benefit insofar as they
may be assigned more rezjuity than later transfereeSimilarly, arecipient of a transfevho
gave realworld valueto the transferoin exchange, butanno longerrecoveragainst the
transferor via a civil action, may claim unfairne§eeArg. Tr. 31-33 (hypothesizing exchange
where owner of source accounade $1 million inteaccount transfer to recipient account, in
exchange for ownership of apartment)cf. Simkinv. Blank 19 N.Y.3d 46, 55 (2012hile
“sympathetit to litigant’s “situation,” holding that divorced husband could not recdren ex
wife wherehis shareof marital settlement property included BLMIS accquater revealed as
having significantly diminished valjle And of course, BLMIS customers who paidt, estate,
or capital gains taxes dransfered fundsbased orbalances fraudulently inflated by Madoff
may suffer the additional slight of not being able to recover the fictitious funds or theaaVe
taxes.

However, such consequencestray/ unfortunateas theyare forthose who shoulder
them, do not support deviating from the Inter-Account Metlsedving as it does as a logical
corollary of the Net Investment Method. “SIPA was not designed to provide dtdigbion to all
victims of a brokerage collapse, and argutsdrased solely on the equities are not, standing
alone, persuasive.TimeBased Damages Decisipn79 F.3d at 81 (quotinGEC v. Packer,
Wilbur & Co., 498 F.2d 978, 983 (2d Cir. 1974internal quotation marks omittedee also Net
Equity Decision654 F.3d at 239 (“[I]t is clear that [SIPA] is not designed to insure investors
againstall losses.(emphasis in original) (citinBacker, Wilbur& Co.)). In the context of the
Madoff Ponzischemethe Second Circuit hdseldthat SIPAs net equity calculatiojustifiably
prioritizes assuring thatustomerare returnedheir principal investmentsPermittingnet equity

claimsby customers who have fully recouped their investminbse inflated by crediting them

31



with fictitious profitswould interfere with this objectiveSee Net Equity Decisip654 F.3d at
238 (“The inequitable consequence of [the Last Statement Method] would be that thosel who ha
already withdrawn cash deriving from imaginary profits inesscof their initial investent
would derive additional benefit at the expense of those customers who had not withdrawn funds
before the fraud was expos§dseealso TimeBased Damages Decision79 F.3d at 81
(rejecting inflation adjustment for customers’ net equity clagimpermissible under SIPA
becauséeach dollar allocated to earlier investors in recognition of inflation rexii@eamount
of principal recovered by later invess. . . [, providing such earlier investors] a protection from
inflation . . .at the experesof customers who have not yet recovered the property they placed in
Madoff's hands”).

As Judge Bernsteiwisely recognizedin the context of distributing scarce proceeds
among the many victims of the Madoff fradklere arananyvalid ways ofviewing fairness.
See InterAccount Bankruptcy Decisiph22 B.R. at 54 In a reakense, any Madoff customer
who helda BLMIS accountvhen Madoff's scheme came to ligimidwas unable tavithdraw
investment holdings on which he or she had long relied was the victim of an epic unfairness.
Viewedfrom the perspective of preserving customer property for distribution to net toser
assure theeturn of investment principahs heNet Equity Decisiomstructsis the paramount
objective, the Bankruptcy Court properly determined that the Inter-Account Meatlfaider, and
more congruent with SIPA’s purposes, than theetlpnts’proposed alternative.

3. SIPA’s Requirement of Treating AccountsSeparately

Appellantsnext argue that thiemter-Account Method improperly combines accounts in
violation of SIPA and the SIPC Series 100 Rules. Appellants’ Br. 16-18.
Under SIPA, each customer is entitled to a SIPC advance, up to $500,000, to the extent

“the net equity of each custonetceeds his ratable sharetloé customer property.” 15 U.S.C.
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§ 78fff—3(a). However, “a customer who holds accounts with the debtor in separataesmpacit
shall be deemed to be a different customer in each capalztyg’78fff-3(a)(2);see alsad.

8 78lII(11)(C) (“In determiniig net equity under this paragraph, accounts held by a customer in
separate capacities shall be deemed to be accounts of separate custdmeéLsFR.
300.100(b)X“Accounts held by a customer in different capacities, as specified by thesg rul

shall be deemed to be accounts of ‘separate’ customefgpellantsargue that the Inter

Account Methodireacheshese provisionbecause it reduces the transferee account’s net equity
claim as a result of transactionsairseparate accouilie transfeor account.

This argumenincorrectlyconflates two distinct issues: (Mvhether accounts are held in
separate capacities, so as to entitle the customer to a seyradgitydeterminatiorfor each
such account, an@) the mechanics by whicthe net equitydetermination is to be madé@he
above provisionaddresshe former question only, and bearamibility to be treated as a
customer for the purposes of makmget equity claim and receiving a SIPC Advandething
in the Inter-Account Methotreaches those rules. It does not impede the rigtiietransferor
or thetransferee account to have separate determinatiadsof their net equityor of either to
make a clainon the customer properggtateon the basis of thoseparateleterminations As
the Bankruptcy Court observed, the “transferor and transferee accounits sepaate, and
their balances are computed separatelgtér-Account Bankruptcy Decisipb22 B.R. at 56.

The InterAccount Method instead is usemldetermine thextentto which an inter-account
transfershould becreditedas principal invested so as to addhe transferee’set equity.
Looking to the net equity within theansferor accourfor purposes of this determination does

not alter the separateness of the agoounts and dhe two customers’ net equities
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The Bankruptcy Courthereforecorrectly held that the Intekccount Method does not
violate SIPA or related rules insofar as its treatment of separate accounts.

4, Finality

Appellantsnext argue that thimter-Account Methodoreaches$ederal and state policies
regarding the finality of transactions.

As tofederal policyappellants again rely on theo-yearstatutoryreachback periodor
voiding a fraudulent transferAppellants’Br. 18—-19. This objectiofails for the same reasons
addressed earlier: Theter-Account Method does not void any transactionglicate the
finality concernsof doing so.SeesupraSection 1.C.1 Indeed, the Second CircuiBg6(e)
Decisionunderscores the fundamial distinction betweea disruptive avoidance action aimed at
clawing back previousiransferred money, and using past transactions as part of the process of
calculatng a customer’s net equity, which assessment will then betagstetermine the
custaner’'sshare of recovery from a brokdealer'scustomer propertgstate

As toNew York law appellants rely ormasesn which courtsin the interest of finality,
have barredctions to claw back funds or re-open settled agreements where fraud or mésake
later uncoveredSeeAppellants’Br. 19-20 (citingBanque Worms v. BankAmerica In¥l7
N.Y.2d 362, 372-76 (1991) (preventirggum of funds mistakenly wired toreditor, discharging
a debtwhere theravas no fraud on the part técipientto avoid unsettling business
transactions CFTCv. Walsh 17 N.Y.3d 162, 170-73 (2011) (rejecting government
disgorgement efforts fdunds received idivorce settlerant byex-wife of Ponzi scheme
perpetratowhere wife had no knowledge éfaud); Simkin 19 N.Y.3dat49-55 (declining to
reformmarital settlement agreement under theory of mutual mistake or order restitation fo
unjust enrichment where complaining spouse receBledIS account, now worth significantly

lessthan believedt the timeof the agreems)).
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These cases, however, are inappoditesach the court held that the policy favoring
finality did notpermit a bid taeclaimmoneyfrom a party thgtunknowingly,had been enriched
by a fraud. See, e.gBanque Worms/7 N.Y.2d at 372 (“This concern for finality in business
transactions has long been a significant policy consideration in this Sta#.consequence of
this concern has been the adoption of a rule whiebludes recoverfrom a third person, who
asa result of [a] mistake...receives payment... in good faith in the ordinary course of
business and for a valuable consideration.” (emphasis addgk)a federal avoidance action,
such an action is disruptive and offends obvifmality interess. The same considerations are
not presented by Trustee’sassessments of past transfers for the purpose of makigtgeguity
calculation. To be sure, claimants’ expectations about the worth of Bi¥#lS accounts may
be unsettlegdbut thesavereunsettledas aresult of Madoff's fraud.See Net Equity Decisipn
654 F.3d at 23536 (customers’ “legitirate expectations” do not forbrasis for ascertaining net
equity). Thelnter-Account Method does not seek, any more than the Net Investment Method, to
recoverfundsfrom customergor inclusion within the customer property estate. Insteadpas
is to give accountholdersredit towards their net equity clairbhased on aniform methodology
focused on investment principal.

Even ifthe implementation of the Inté&ccount Method under SIPA did conflict with
New Yorklaw regarding finality—and it does not—such state law would not carry the day.
GivenCongress'gower to establish uniform laws related to bankruptcies, U.S. Const. Art. 1, 8
8, cl. 4, and the Supremacy Clause, U.S. Const. Artcl\V2, SIPAs system for distributing
customer property woulhke precedenceSee First Fed. Sav. & Loan Ass’n of Lincoln v. Beuvill,
Bresler & Schulman, Ingln re Bevill, Bresler & Schulmainc.), 59 B.R. 353378 (D.N.J.

1986) (SIPA prempts state laws that would entitle plaintiff to delivery of secutitiag under
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SIPA, constitute customer property) (citiBgtner v. United Stated40 U.S. 48, 54 n.9 (1979)),
appeal dismissedB02 F.2d 445 & 446 (3d Cir. 198&)icKenny v. McGraw (In re Bell &
Beckwitl), 104 B.R. 842, 859 (Bankr. N.D. Ohio 19¢8ame)aff'd, 937 F.2d 1104 (6th Cir.
1991).

The Bankruptcy Coutherefore correctly rejected tlodjections to the Inter-Account
Method basedn federal and state policies related to finality.

5. Authority of the Trustee

In a final global objection, appellantiaim that the Trustee laskauthority to reduce a
customer’s net equity for any transfers that occurred before January 2001, WD \Bés
formed as a corporate entity.

This arguments based othe June 10, 2009 order of the bankimypcourt, consolidating
the estate of Bernard L. Madoff into the SIPA proceeding of BLMIS. Adv. Pro. No1 089,
Dkt. 252 (the “Substantive Consolidationder”). Notwithstanding the consolidation, the order
provided that thadoff estate’€Chapter 7 Tustee Alan Nisselson, “shall continue to have all
powers, rights, claims and interests of a Chapter 7 trustee to bring ctadersGhapters 5 and 7
of the Bankruptcy Codejtl. 1 4, andthatthe SIPA Trustee “shall continue to have the duties
and powers of the SIPA Trustee, and, in addition, he shall have all duties and powers of a
Chapter 7 trustee for the Madoff estate other than those set forth in paragexpbf2 id. 1 6.
This distirction between the powers of the Chapter 7 Trustedhe®IPA Trusteeappellants
argue deprives the SIPArusteeauthority to seek to avoid transfers made by Madxsf
opposed to BLMISand any transfers made bef@eMIS was formedn January 2001 wer
made by Madofhimself, thernoperating as a sole proprietdkppellants’Br. 13—15 Therefore,
appellantsargue, the InteAccount Method improperl§effectively expands the Trustee’s

powers” bypermittinghim to “disallow” the value of transfers made prior to 200@l.at 14-15.
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This argument does not follow. It again is built on a false equatitredhterAccount
Method witha statutoryavoidance action. The Substantive Consolidation Order maintains the
distinction between the Chapter 7 Trustee and the SIPA Trustee for the purposegiid bri
avoidance actions for the Madoff and BLMIS estates, respectively. But theatan of a
BLMIS customer’s net equity does not constitstiehanaction. And the Circuit'dlet Equity
Decisionenvisions the calculation of net equitgsed on assesg all principal investmentand
withdrawals over the life of a customer’s account. This process does not involve aanigling
transactions such as transfers among BLMIS accounts, but only assdssihgr theéransferor
account then had net equity to transfer.

The nature of the corporate form of Madoff's enterprise at the time of thearteunt
transfer, or of the prior deposits or withdrawals of the transferor acesuhiereforejrrelevant
In 2001,BLMIS succeedetb the business of Madoff's sole proprietorship, “transfer[ring] to
[BLMIS] all of [Madoff's] assets and liabilities, related to [Madoffislisiness,” which did not
“result in any change in ownerghor control” of the busines$r. App’x, T. App. 177, 186
(Form BD, Uniform Application for BrokeDealer RegistratiorAmendment, Jan. 12, 2001
This change of corporate forthd not alter the net investments of the customer accounts:
“Madoff’s incorporation did not transmute thosetitious profits into principal’ Inter-Account
BankruptcyDecision 522 B.R. at 60lt presentsio impediment to discountirany fictitious
profits found to be part of an intaccount transfefior the purpose of calculatirgcustomer’s
net equity.

The InterAccount Methodthereforein permitting the Trustee to discount ircount
transfers that occurred prior to 2001, does not exceed the Trustee’s powers under #meiBubst

Consolidation Order.

37



D. Context-Specific Objectiorsto the Inter-Account Method
1. ERISA

Some appellantéhe “ERISA appellants®’ objectedto the Trugee’s InterAccount
Method to the exterapplied to transfers made fragualifying retirement accountsnder the
Employee RetiremenhcomeSecurity Act of 1974 ERISA"). Thus, even if this method were
upheld in general, these appellants argue, transfers from ERISA pension plansacusiog
excepted Arg. Tr. 16.

The ERISA gpellantsprimarily argue tlatthe distributions from pension plan accounts
must be credited in full becausettare protected by ERISA’s ardlienation provision.Most

Br. 12-14%' That provision, 29 U.S.C. § 1056(d)(1), provides thejeth pension plan shall

20 Appellant Michael Most briefed these ERISAsed objections, but, after argument, withdrew
from the appeal. 15 Civ. 1223, Dkt. 32. His claims must be resolved, however, because they
were adopted by appellant SagageSagor Br. 30, and the other appellants coordinatétkin
writing of their briefs to avoid duplicatiosee, e.q.15 Civ. 1236, Dkts. 5, 10, 13. Moreover,

after the Court directed any party that intended to rely on Most’'s ERE3&d arguments to
indicate the basis for doing see, e.g.15 Civ. 1236, Dkt. 41, several did see15 Civ. 1236,

Dkt. 42 (Marsha Peshkin, transfer from pension plan account to individual retirememtiacc
(“IRA”™); Athena Arvan, inherited profit sharing account); 15 Civ. 1263, Dkt. 38 (Sagor, transfer
from pension plan account to IRA).

21 Other arguments made by Most fail for reasons covered earlier. Most drguiesstunfair to
classify distributions from an ERISA account to an individual’s IRA as iteount transfers
because the beneficiary could instead haitledrawn the money outright, rather than rolling it
over. Most Br. 8-11. But this, as the Bankruptcy Court recogniied,Variation of the
argument—which it and this Court have rejectedthat the InterAccount Method is arbitrary
because it treatsconomically equivalent transactions (rollover versus withdrawal and deposit)
differently.” Inter-Account Bankruptcy Decisiph22 B.R. at 58 n.1&eesupra section 11.C.2.
Most also invokes two provisions of Chapter 11 which impose limits on avoidance actions. The
firstis 11 U.S.C. 8§ 546(a)(1)(A), which imposes a tyear statute of limitations for bringing
avoidance actions after the order of relief (whig separate from § 548(a)@)imitation of
avoidance actions to transfers that occurred no more than two years prior te tbietdatfiling

of the petition). Most Br. 11. The other is 11 U.S.C. 8§ 550(a), which prowiuss “[T]o the
extent that a transfer is avoided under [various sections of Chapter 11], the trusteeovar,

for thebenefit of the estate, the property transferogd, . the value of such property fromZy

the initial transferee of such transfer . . . or (2) any immediate or mediatftearof such

initial transferee.” Based on these provisions, Most argtiegen assuming that the Trustee
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provide that benefits provided under the plan may not be assigned or alieiatéey argue
that theantialienation provision protects the distributions made by an ERISA pension plan
account, such that the Trustee cannot reduce or discount, via the Inter-Account hethod,
value of a distribution made by a plan account beefciary’s separate BLMIS account

In so arguing, th&RISA appellantsely onPattersorv. Shumate504 U.S. 753 (1992).
There the Supreme Court held that, unthex antialienationprovision, a debtor may exclude his
interest in an ERISA pension plan from the property of the bankruptcy ektas.755, 757—
60, 764—65. The Court heldatthusenforcing the amntalienation provision did not frustrateeth
aims of the Bankruptcy CodéOur holding . . . gives full and appropriate effect to ERISA’
goal of protecting pension benefits. This Court has described that goal @éfseoisaring thatif
a worker has been promised a defined pension benefit upon retirement—and if he hak fulfille
whatever conditions are required to obtain a vested benaditaetually will receive it! 1d. at
764—-65 (quotindNachman Corp. v. Pension Benefit Guaranty Caetp6 U.S. 359, 375 (1980)
(citation omitted)see also idat 765(“[The antialienation provisionteflects a considered
congressional policy choice, a decision to safeguard a stream of income for psr(siodeheir
dependents, who may be, and perhaps usually are, blameless), even if that desisits pr
others from securing relief for the wrongs done them.” (qudiagiry v. Sheet Metal Workers

Nat’l Pension Fund493 U.S. 365, 376 (1990) (internal quotation marks omitted))).

could recover against the ERISA pension plans, ERISA would bar any recovery from the
beneficiary of the ERISA pension plans as a subsequent transferee.” Mostdge a%50 idat
19. These arguments fail because theglgpo avoidance actions, not to the calculationetf
equity. See IntetAccount Bankruptcy Decisiph22 B.R. at 55-56The ERISA appellantdo
not explain why these provisions limit the Trustee’s authority under 8 RAlculaé net equity
by discounting transfers from accounts lacking corresponding principal atheftiransfer.

22 ERISA's antialienation provision is applicable only to pension pladiigram v. Orthopedic
Assoe. Defined Contribution Pension Plad66 F.3d 68, 72 (2d Cir. 2011).
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The antialienation provision, however, does not applthe context at handt serves to
preventudgment creditorfrom laying claim toan individual’'s ERISA pension @h benefits
SeeGuidry, 493 U.Sat 371 @ntralienation provisiorierects a general bar to the garnishment of
pension benefits from plans covered by the Ad€itkham Hanley P.C. v. Kodak Ret. Income
Plan, 558 F.3d 204, 210 (2d Cir. 2009) (“[A] principal rationale behind ERISA’sa@nation
provision is ‘the prohibition of involuntary levies by third party creditors on vested pla
benefits.” (quotingEllis Nat’'l Bank of Jacksonville v. Irving Trust C@86 F.2d 466, 470 (2d
Cir. 1986)).

The InterAccount Method does nothing of the sofihe Trustee is not a creditor seeking
to collect against amter-account transfereer to garnish or levy on a pensioner’s benefin
the contraryit is the interaccoun transerees who areustomer-creditors of thelLB/IS estate,
and the Inter-Account Method is part of the process used to meéhsumetent of theifand
others’)claims against the customer propesiyassed by the Truste®&nlike including pension
benefits in the property of a bankruptcy estesdgulatingwhether an inteaccount transfer of
such funds was supported by principal in the transferor account does notthegaehktriction
on the transfer of a debtor’s beneficial interest in the” pension Blatierson 504 U.S. at 759
(internal quotation marks and citations omitted). Put differentlyintee Account Method
entails neither an assignment noraéienationof pension plan benefits. The Supreme Court in
PattersonandGuidry explained the determination notcreateexceptios to the antialienation
provision. The Supreme Court’s analydiseredoes not apply where no alienation or assignment
is implicated

TheERISA appellantsargument fails for a second reason. @&hg-alienation provision

protectsvested ERISA pension plan benefits thatenot been distributedSeeUnited States v.
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All Funds Distributed To, or on Behalf &eiss 345 F.3d 49, 56 (2d Cir. 200@)t is well-
established that under ERISA’s aalienation provision, pension benefits or funds may not be
‘assigned or alienated’ while the money is held by the plan administrétidation and footnote
omitted); id. at 57(government could not seek forfeiture of money obtained from fraudulent
Medicae claims “until the . . pension plan funds were distributed to the plan beneficiaries”
Here,however, the distribution of funds from the ERISA pension plan account has already
occurred The Trustee instead proposes to usérttea-Account Method, in relation to such
distributions, to gauge the value of the transfer for the purpose of the measutmagsferee’s
net equity claim.

The Court therefore rejectBe ERISA-based objections to the Inter-Account MetRéd.

23 Because the Court finds that the application of the Inter-Account Method daemtraene
ERISA’s anttalienation provision, it has no occasion to resolve the parties’ dispute whether, if it
had, ERISA’s subordination provision would require that provision to yield to SIPA’s ney equit
calculation. See InterAccount Bankruptcipecision 522 B.R. at 58-59. The subordination
provision, 29 U.S.C. § 1144(d), provides: “Nothing in this subchapter shall be construed to alter,
amend, modifyinvalidate, impair, or supersede any law of the United States any rule or
regulation issued under such law.” Application of the subordination clause requiressaofl

the best way to “reconcilg two federal statutes or statutory schemes wthew conflict.

Guidry, 493 U.S. at 375-76 (holding anti-alienation provision not subordinate to remedial
provision of Labor-Management Reporting and Disclosure Act of 1959, thereby precluding
imposition of constructive trust on convicted embezzler's pension bensésglsdPatterson

504 U.S. at 763-65 (although not expressly referencing ERISA’s subordination provision,
holding that Bankruptcy Code’s broad definition of includable property, and any “polidy” tha
could be gleaned from it, did not overae antialienation provision). The Court here has no
occasion to determine whether trgi-alienation provision, had it applied to tb&lculation of

net equity for accoun@ffected byinter-account transfers, would impair SIPA, and if swist be
subordinated to SIPA, or whethierewould beabetterway to reconcileanyconflict. See

SIPC v. Jacqueline Green Rollover Accqounih. 12 Civ. 1039 (DLC), 2012 WL 3042986, at *8

n.4 (S.D.N.Y. July 25, 2012) (observing, but not deciding, that to overc&1®AEs

subordination provision, claimants would have to show that their proposal “would not impair the
functioning of SIPA’s scheme for distributing advances to customers of the dettdmibting

that such a showing might “prove challenging”).
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2. Transfers from a Shared Accountto Which Claimant Contributed

AppellantElliot G. Sagorraises arobjection related to the applicationtok Inter
Account Method to apecificscenarioin whichaclaimantreceives in hisndividual BLMIS
account an inteaccount transfer from different BLMIS accounft(*a shared accountip which
multiple persons, includintpe claimantparticipated as investors. Under the Inter-Account
Method, f the shared account was a net winner at the time of the trariséerif its cash
withdrawals exceeded itash deposits such that the shared account had no net etnaty—
transfer to the claimantisdividualaccountwould not be treated as adding vali&agorprotests
this result whergat the time of the transfeéhe claimant himself wasreet losemwithin the
shared accountthat is,wherethe shared account in the aggregate was a net winute¢he
individual claimant had not recouped the money he had personally invested in the shared
account.

Sagor’s personal circumstancas he proffers thenilustrate ths scenario. Along with
partners at his thelaw firm, Sagorinvested $175,000 in “an omnibus account at BLMI$te
omnibus account was titled “Stanley I. Lehrer & Stuart M. Stein, Joint Ventugder, but
beforeexposure of Madoff’'s fraudgagr caused the trafex of hisentireshare of that omnibus
account, which BLMIS then valued at $640,6821005a@r’s individual BLMIS account.
Sagor Br. 23; Sagor Reply 7Sagorrepresents thabefore that point, he, personally, healer
withdrawn funds from the shared account. Applying the Inter-Account Methed rtistee
valuedthe transfeto Sagos individual BLMIS account a0, becausgas of Sagr’s transfer,
the withdrawals bytherparticipants in the shared acco(re., Saga’s law partners) had
exceeded the casleposits into that accoungeeSagor Br. 46. Sagoargues thatin these
circumstances, the Inté&ccount Method yields an unjust result, and itetethalology should

be modified to valuéhe transfeinsteadbasedn Sagr’s investments into and withdrawals
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from the shared accoumnjthout any credit for investment gajrtherebyresulting in a transfer
valuation of $175,000. Sagor Br. 10.

The Bankruptcy CourtejectedSagois challenge to the Intekccount Method.It held
that, to achieve theesultSagordesired a claimant such dsewould have to establish that he
had beera separate “customedf BLMIS in the shared accounithin the meaning o8IPA
Under those circumstancesgorwould be entitled to have the intaceount transfer valued in
light of his own personal contributions and withdrawals fromstieedaccount. Inter-Account
BankruptcyDecision 522 B.R. at 61 Otherwisethe Bankruptcy Court held, the proper unit of
measure of the sheat account’s net equity was at an accowiate level.

The Courtagrees antioldsthat he Bankruptcy Coud decisionwas correctleaving for
later proceedings before the Trustee the determinafiatnetherSagorwas, in fact, a separate
customer of BLMIS with respect to the shared accétint.

Salient here, th8econd Circuit has addressed SIP#éatment of the circumstanoe

which multiple individualshave investdin a commorBLMIS account In Kruse v. SIPC (In re

24 The Bankuptcy Court did not resolwghether anyne bjectingClaimant including Sagor,

was aseparate customef a shared transferor accouuchdeterminations would require fact-
intensive inquiries beyond the scope of the motion befodatér-AccountDecision 522 B.R. at
61. The Trustee argues that because Judge Bernstein’s decisionacasmetptual level and

did not resolve Sagor’s net equity or whether he was a separate customeshiaréueaccount,

and because Sagor may yet prevail if heeisl o have been such, his appeal now is prematu
SeeTlr. Br. 32; Arg. Tr. 76—79. SIPC, though agreeing with the Trustee that Sagor’s objection
was “outside the scope of the Trustee’s motion,” addressed, briefly, the mengsodjection.
SIPC Br.21. The Court finds that Sagor’s appeal now is proper. Judge Bernstein’s holding—
that the transfer’s value must be calculated (absent a finding of individual ensttatus) based
on the net equity in the shared account as a whole—is adverse to Bdlgat jticloses dfone

route to relief for him.Judge Bernstein held that separate customer status in the transferor
account is required for net equity to be calculated as Sagor contends, and G&ggcies

objection to the Inter-Account Metho&eeOrder, at 3jd., Ex. 1 at 10. Although Judge
Bernstein did not ultimately make a net equity determination as to Sagor or detehmather

he was a customer with respect to the shared account, his decision articulaggdlthéd that

will govern the application of this method to Sagor’s case.
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BLMIS), 708 F.3d 422, 42627 (2d Cir. 2013), the Circuit held that investors in feeder funds
which in turn invested in a BLMIS account were not themselves customers of BIALS.
because they were not customers,iidevidual investors could noseparate from the feeder
funds, mé&e claims on the customer estatehte €xtent of their personal net equi§ee id.As

the Circuit explainegan investor has an “obviousicentive to seek separate customer status
because, “[t]o the extent BLMI1S assets are insuffent to compensat‘customersfor their
investment losses, each recognizagstomer can seek to have its remaining losses
compensated by the [SIRCEubject to a cap of $500,000 per ‘customer'—out of a special fund
capitalized by the general brokerage communityl.”at 426.

Customer status under SIPA, the Ciraxplained turns on “the entrustment of cash or
securities to the broker-dealer for the purposes of trading secuitie@uotingNet Equity
Decision 654 F.3d at 236) (internal quotation marks omitted), and the statutory provisions
governing customer status are subject to “narrow interpretattbriguotingStafford v. Giddens
(Inre New York Times Sec. Servs.,)I63 F.3d 125, 127 (2d Cir. 2006)in the case before it,
the Circuit heldthat the investors in the feeder funds were not themselves BLMIS customers
becausehe investors “(1) had no direct financial relationship with BLMIS, (2) had no gsoper
interest in the assets that the Feedsrds invested with BLMIS, (3) had no securities accounts
with BLMIS, (4) lacked control over the Feeder Funds’ investments with BLMI&G (%) were
not identified ortherwise reflected in BLMIS books and records.ld. at 426—-27. Tese
factors drew oran earliedecision SIPC v. Morgan, Kennedy & C&33 F.2d 1314 (2d Cir.
1976), inwhichthe Circuit hacheld that “employedeneficiaries of a profisharing plan were
not ‘customers’ of a debtor under SIPAKrusg 708 F.3d at 42%&ee als&IPC v.Jacqueline

Green Rollover AccouniNo. 12 Civ. 1039 (DLC), 2012 WL 3042986, at *11-13 (S.D.N.Y. July
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25, 2012) (finding, based on analysis of Mhergan, Kennedyactors, thaparticipantsn
ERISA-regulated plan that invested with BLMIS were not custoraEBiMIS).?°

Much as theNet Equity Decisioncontemplating a single account, informs @uaurt’'s
evaluationof the appropriatenes$ the InterAccount Methodor assessingransfers btween
two accountskKruseinforms this Court’s analysis of haavtransfefrom asharedaccount to a
second accouns properly treatedA hypotheticalagainillustrates the issueFive partners at a
law firm, A, B, C, D, and E, open a shared BLMIS account, Account 1, in the name of the law
firm, andeach invest $1 nillion in it, such that Account 1 has a balance of $5 milliGwer
time, Madoff awards the account “profits,” and the accewiatedbalancereaches$10 million.
Thepartnershave never made any withdrawals. At ghignt, Account 1 would have a net
equity of $5 million. No credit is given for the fictitious profits that inflateabeount balance
above the $5 million investment principal. And unleuse unless the partners are able to
establish separate customer status, ibthalablecustomempropertycould notcompensate the
partners for their full $5 million net equity claim, SIR@uld be required tooverthe difference
up to $500,000 inotal.

Now supposehatthe partners no longer wish to share the account. Partners A, B, C, and
D each withdrawn cashtheir portionsof the account-i.e., $ million each. Fortunately for
these partnergthey have unintentionally converted Madoff’s fraud into cash to their personal
benefit?® At this moment, $8 million has been withdrawn from Account 1, more than the $5

million originally depositedn it, and $2 million(E’s shareyemainsas the account balance

25The Circuit’s decision ifiKruseupheld Judge Cote’s earlier decision regarding the customer
status of investors in feeder fundSee Krusg463 F.3d at 425-26.

26 For present purposese Court assumes théie Trustee couldot claw back these partners’
withdrawalsin excess of their principal investments
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UnderKruse unless Partner Ean establish thdite was aeparatécustomet of BLMIS in the
shared account, net equity would be calculated for the account as a whole, withaf $8lue
because more money had b&athdrawn than was deposited@hereforejf the law firm, onE’s
behalf, after revelation of Madoff’s fraud, filed a claim on the customer propleere would be
no recoveryor E from the customer property or SIPC.

Now supposehat, rather than making a claim on the customer property from Account 1,
E set up a second, separate, individual acoaithtBLMIS, Account 2, andafter all the other
partners had already made their withdrawas)sferred the $2 million remaining in Account 1
to Account 2. Given that Account 1 had no net equity in it, it would be inconsistent witlethe
Equity Decisiorto creditAccount 2 with $1 million of net equit§E’s initial investmentsimply
because a paper transfer had been made from an owetnalhnerBLMIS account (Account 1)
to Account 2. And given that Account 1 wasdlective account in whicthefive individual
investorswere not customer# would notbe consistent witiruseto allow the establishment of
a second, separate acco(ftcount 2) in the customer’s nantechange that resuko as to
permit a net equity calculation to be made at thel lefvene investor in that transferor account.

The cordunction ofthe InterAccount Methodas a logical corollargf theapproved Net
Investment Methods to determinavhether a transfer from one BLMIS account to anoives
backed by, and therefore should be construed as having transferred, real prirappalsasi to
fictitious investmenprofits. That function is accomplishéxy netting deposits and withdrawals
to determine what, if any, net equity was available to be transfeBet] & the hyothetical
aboveillustrates the treatmenSagorchampions—ignang the fact that a shared account is a net
winner incapable of transferring net equity to another, and instead disaggéigataccount at

the level of thendividual investorso as to recognize transfersnet losers within the shared
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account—wouldyield resultanconsistent with the Net Investment Methothetransferof
money, on paper, caonhcreate net equity; a transferor cannot transfer widlaies not have.
Creating an exceptioto the overalNet Investment Mthod to bolsteBagor’srecoverywould
work a detriment oBLMIS’s netlosercustomers. As the Circuit put the point in Net Equity
Decision “Any dollar paid to reimburse a fictitious profitasdollarno longer available to pay
claims for money actually invested.” 654 F.3d at 235 (qudtiegEquity Bankruptcy Decisipn
424 B.R.at 141) @lteration andnternal quotation mark omitted).

The Bankruptcy Coutherefore correctlyuledthatthe net equity value of the transfer is
properly calculatednsteadat the level of the transferor “customehatapproacraccords
with SIPA’s statutory language and struct@a® analyzed in thidet Equity Decisioyfor several
reasons

First, net equity, as aancept, is keyed to the customeligmbility for SIPA protection,
and thus the ability to make a claim on the customer property to the extent of onggityeise
premised onbeinga “customer” of the debtoMNet Equity Decision654 F.3d at 236 (“ithe
objectirg claimants are not ‘customerthey are not entitled to the protection of Siat/all.”
(citation omitted)). Indeed5IPA defineset equity as “the dollar amount of the account or
accounts of a customer.” 15 U.S.C. § 78lli(1)tollows that determininghe value of a
transferis appropriatelydetermined byppraisal othe available net equityf the transferor
customer

Second, calculating net equaythe BLMIS customer levelf the transferor accords with
the one part of tt debtor’'s books and records that has been held worthy of recognitiomNeThe
Equity Decisiorheldthat the method for determinimgt equityin a given casenustaccord with

SIPA’s requirement that the Trustee pay out claims based on a customeqsityeinsofar as
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such obligations are ascertainable from the books and records of the debtor omaiseothe
established to the satisfaction of the trustédéet Equity Decision654 F.3d at 237 (quoting 15
U.S.C. § 78fff-2(b)(2)) (internal quotation mar&mitted) Thebooks and records of BLMIS
allow the Truste¢o establishat the level of the customevhetheratransfer reflectethvested
principal or fictitious profits Indeed, on&lorgan, Kennedyactorconsideredor determining
customer status is whether the investor waeritified or otherwise reflected in BLM¥Sbooks
and records.’Kruse 708 F.3cat427. And theéNet EquityDecisionholds that SIPA’s books and
records provision supportalculating net eqty based on the cash inflows and outflows of
BLMIS accounbecause thoseash activitiesvere“the only accurate entries” reflected in
customers’ account statementee Net Equity Decisip654 F.3d at 23Z%ee also idat 236-39.
In the context of ghared account treated as having a single customer, it follows that the net
equity calculation is to be made holistically, at the account level.

While maintaininghe rightto attempt to establish thhe was a separateustomet of
the sharedStanley I.Lehrer & Stuart M. Stein, Joint Venturatcount, Sagor makes three
distinctobjectionswvhy—assuming he is nso held— that transferoaccount’s net equity should
not be determined onumitarybasis

First, he arguesdt is irrelevant whether he isaistomer of the sharédnsferoraccount
because he is a customer of his own persBhMIS account. Therefore, he argues, he should
beentitled to have all of his investmentsBaMIS, regardless of thecaount in which they were
made, aggregated for purposes of determining his net e@atyor Br12, 20 n.17, 23-25, 27—
29, Sagor Reply8 n.5, 11-12. Rerefore, he arguekruseandsimilar cases are inapposite
because the investors in the feeder funds at issue there had no independent clstmnship

with BLMIS.
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This argument disdains, and misapprehends the purpabe agsesmentof who the
customer or customers were as to a partidudaasferor accountThe purpose of this inquiry is
not to determineligibility to becredited with an inteaccount transfeibut rather how thealue
of the transfer is calculatashder the Inter-Account Methdd. If the shared transferor account
had sufficient net equity to cover the transfer, the transferee’s net equity beatedited—
whether or nothat transferee was affiliated with, and a separate customer of, the ateoeadt.
Arg. Tr. 77. And generallywhere the overall transferor account had zero net egaity
calculatedbased orall depositsnto and withdrawals from the accounthe transér would be
valued at $0 But, if the transferee weresaparate BLMIS customer in tebared transferor
account, the value of the transfer would be determined by that transferee'duatldeposits
into and withdrawals from the shared accouather ban by all deposits and withdrawal&rg.
Tr. 79-81.

To the extenBagor’s objection is that his status as a customigredfransferepersonal
BLMIS account entitles him to have his depgsittoand withdrawals fronthe sharedransferor
accountreatel as if he were a separate custonvéh respect to thaaccountthat argument
fails. SeeSagor Br. 16—-17, 20 (arguing that an investor should be evaluated badEki®n
persoml cashins and caskoutswherehe“has his own personal BLMIS accouniy: at 20) see
alsoSagor Reply 3 n.5, 11-12. SIPA’s protections for customers do not attach to individuals in
all of their capacities, but rather are specific to the particular financial tteorssaan individual
has as a customer thfe brokerdealer. See SIP@. Stratton Oakmont, Inc299 B.R. 273, 277

(Bankr. S.D.N.Y. 1999) (“SIPA protection is not an absolute privilege but a qualified one which

27 Cf. Sagor Br. 23 (“I[f] the [transferor] account is a métner, the Trustee gives any transferee
no credit for any transfer. his is so even if the transferee were a ‘customer’ of the account.
What difference would ‘customer’ status make®f)alsoSagor Reply 3, 7, 10-11 & n.19.
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depends primarily on the nature of the claim and the purpose of the client’s accbuhewit
defunct bokerdealer.. . . [A]n investor can be a customer vis-a-vis certain transactions but not
others.”(citation omitted), aff'd sub nom.Arford v. Miller (In re Stratton Oakmont210 F.3d

420 (2d Cir. 2000) (per curiampagor’s status as a customer byue of hislaterestablished
individual account cannot retroactively changetteatment ofleposits that were madeom
BLMIS’s vantage pointunitarily by the Joint Venture in which Sagoarticipated with hisaw
partners.And assigning value to a transfer from a shared account that had no net equity to
transfer simply because an investor-participant in that account had an indepestienec
relationship with BLMIS would assign value to Madoff’s fictitious investmemgan blatant
contravention otheNet Equity Decision.

Sagor’s second objection is that because Madoff commingled investors’ money and did
not, in realitymaintaininvestors’'money separatellyy accountit is a fiction totreat a shared
account as a unitary entity $uthat thewithdrawals of other participants in that account should
work to his detrimentSagor Br. 1819, 25-26; Sagor Reply 1 n.But, as the Second Circuit
emphasized in thhet Equity Decisionthe one aspect of the books and records kept by Madoff
that isaccuratds their reporting of the cash deposited and the cash withdrawn from various
accounts. e customer’s account, ihus, an appropriate, and not misleading, unit of measure to
determine whether an account, at any given time, had sufficieptingpal invested to permit a
transfer to convey value to a recipient account.

Sagor’s third— and mostompelling—objectionis equitable in natureHe argues thatt
is unfair for the Tristee not to recognize that, even though the shared account was a net winner,
he was a net loser with respect to it. Therefore, he argo#bsequity and the goal of favoring

net losers undergirding tidet Equity Decisiosupportcrediting the transfer from that account
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to his individual BLMIS account, up to the amount ($175,000) of his uneeed principain

the shared accouragor Br. 1811, 14-22, 26-27, 2%agor Reply 45, 9 To this end, Sagor
argues:“[ Theg most important and highest goal to accomplish [in calculating net equity] is to
make investors as wle as possible.” Sagor Br. 18agor urge¢hat alimited exception be

made to the InteAccount Method, to cover the circumstance in which transfers from a valueless
shared account would be recognized (1) where they are to a person who had an independent
customeiaccount with BLMIS, and (2) to the extent the person was a net loser with respect to
the shared account.

Sagoris circumstances are undoubtedly sympathetic. But the modification he selais to t
Inter-Account Method unavoidably results in recogmigfictitious Madoff investmenprofit,
becausdy the time the transfer to him was made from the shareolunt, tht account, viewed
in the aggregate, had recouped its investment princgagor personallizad not done so, but
the law partnersiith whom he teamed in the Joint Venture had. If the Joint Vergwiewed
asthe SIPA ‘tustomer” of the shared accourisSagor’s objection presupposaguende—
then adoption of his proposed approach would place the Joint Venture as a whole in a preferred
position relative to any other Madoff customer claiming a share of the BLMBmer property
estate. And recognition of fictitious Madoff investment gainstha®ffect of eroding the
recoveries of all net loser customé@m that estateSeeNet Equity Decision654 F.3d at 235.
Theequities tlhuis are more complicated than suggested by a myopic foctiagmis personal
circumstances alone.

Moreover, the Court is unpersuaded that tineedk” that Sagoproposes tthe Trustee’s
methodologyis as limited as he suggestSagor Br. 12, 14; Sagor Reply 1-2 & n.3, 4-5 & n.12,

9. If Sagor’s proposakere accepted as a means of genagatmore favorableutome for
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himself, it logically follows that other net losers withinwghner shared accounts would have a
claim for similar treatmentTheTrusteecould then be expected to be asked to modify the Inter-
Account Transfer method—or the Net Investment Meilsrlf—to pierce through the single-
customer status of other shared acco(sush as retirement accounts or feeder accotmts)
examine with respect teeach individual investor within such an accotim, balance of that
investor'scashinvestments andithdrawals

Sagor resists thisutcome, arguing that the only modification that is needed is to the
Inter-Account Method where the recipient account was held by a BLMIS customer who als
invested in the shared account. But an investor in a shared account has no strongex equitabl
claim onthe BMLIS customer estathan othersnerely because of the happenstance that he had
an independent existen(@separate, individual account) within the BLMIS universe. In the
end,Sagor’s equitable argumecwuld bemadewith equal forceby netloser contributors torgy
collective account who find themselves disfavoaed result of thepeers earlier withdrawals.

The Courttherefore is constrained &firm the Bankruptcy Coud denial of Sagor’s
objection. Sagor remains at liberty to seek to establish before the Trustdbg@ankruptcy
Court)thathe was a separate customeBaMIS with respect tadhe“Stanley I. Lehrer & Stuart
M. Stein, Joint Venturedccount?® Thevalue of an inteaccount transfer from a shared account
is properly determined by the net deposits and withdrawals of the custonoesitienless the

individual investors in the shared account can establish separate custonser stat

*kk

28 Sagor is of coursealsoat liberty to exploravhether he haanytimely legal remedieagains
his law-partneroint venturers who withdrew money earlier from the shared account, or to seek
to persuade them or their heirs, as a matter of honor, to make him whole relative.to them
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After consideration of appellants’ general and specific objections, the Court, therefore,
holds that the Inter-Account Method properly applies the Second Circuit’s Net Equity Decision
and is not otherwise prohibited by law. This method is supetior as a matter of law, and not
“clearly inferior,” to the proposed alternatives offered by appellants for calculating net equity
under SIPA, and is therefore affirmed. See Net Equity Decision, 654 F.3d at 238 n.7.

CONCLUSION

For the reasons stated above, the Order of the Bankruptcy Court approving the use of the

Inter-Account Method is affirmed and the appeals challenging the Order are denied. The Clerk

of Court is respectfully directed to close the above-captioned cases.”’

SO ORDERED. PM A. ; :

Paul A. Engelmayet
United States District Judge

Dated: January 14, 2016
New York, New York

29 Because Appellant Most withdrew his appeal prior to the issuance of this Opinion, the Court
does not rule here on his appeal, 15 Civ. 1223. In light of the withdrawal of the appeal, the Clerk
of Court is respectfully directed to close that case as well.
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