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textual lynchpin, the case law rushes to apply the misstatements subdivision of
the famed Rule to cover the pernicious activity. But where the scam artist has
simply segregated funds for possible looting at a point to be determined later,
the SEC apparently has the difficult choice to charge the activity under Rule
1 Ob-5 (promulgated pursuant to the Securities Exchange Act) or section 206 of
the Investment Advisers Act;163 for purposes of either freezing assets or
reimbursing "broker-dealer" customers under the Securities Investor Protection
Act,' that choice can be vital.

IV. SIPC: MISSION AND DESIGN

SIPA expressly amends the Securities Exchange Act of 1934 (which
addresses stock exchanges, broker dealers, and clearing agencies) but is not
tied to the Investment Advisers Act, the eponymous regulation for investment
advisers. SIPC, the resulting insurance fund for failed broker-dealers, although
often compared to the Federal Deposit Insurance Corporation, holds assets
dwarfed by comparison; until 2010, it charged member broker-dealers a flat
annual fee of $150 and relied on a $1 billion line of credit with the federal
government in times of crisis. 65

A. Background

SIPA was adopted after a period in which numerous brokerages had
failed. 166  The law was designed to both restore investor confidence in the
market and prevent a feared "domino effect" among firms.1 67  In recent
decades, decreased public confidence caused by industry "complacency" has
emerged as the primary concern during SIPA liquidations. 168 At times, SIPA
liquidation proceedings provide a more expedient distribution of customer
property than might be available in a bankruptcy proceeding.1 69

163. 15 U.S.C. § 80b-6 (2006).
164. See Complaint, supra note 9, at 1 (charging, for purposes of halting "ongoing fraudulent

offerings of securities and investment advisory fraud" by Madoff and his firm, violations of both
the Investment Advisers Act and Rule 1 Ob-5).

165. U.S. GEN. ACCOUNTING OFFICE, GAO/GGD-92-109, SECURITIES INVESTOR

PROTECTION; THE REGULATORY FRAMEWORK HAS MINIMIZED SIPC'S LOSSES 2 (1992).

166. HAZEN & RATNER, supra note 16, at 204.

167, See id.
168, See U.S. GEN. ACCOUNTING OFFICE, supra note 165, at 35; see also Picard v. Katz, No.

1 Civ. 3605(JSR), 2011 WL 4448638, at *6 (S.D.N.Y. Sep. 27, 2011) ("The point [of SIPA],

once again, is to provide stability in the securities markets by imparting a greater degree of

certainty to securities transactions than to other kinds of transactions.").

169. Stephen P. Harbeck, Stockbroker Bankruptcy: The Role of the District Court and the

Bankruptcy Court Under the Securities Investor Protection Act, 56 AM. BANKR. L.J. 277, 284-85

(1982).

[Vol. 56:521



ANOTHER MADOFF MASQUERADE?

As the courts clarified long ago, SIPA's sole enforcer is the SEC, as
opposed to the Investment Advisors Act, which contemplates private
enforcement. 170  After a broker-dealer's insolvency, SIPA provides for
customer reimbursements (alternatively termed "advances" or "claims")
pursuant to several sections of the Act.' 7

1 Notably, the definition of
"customer" appearing at § 78fff-2(e)(4) of the SIPA specifically exempts
claims for cash contributed to the capital of the enterprise. The full definition
reads as follows:

For purposes of this subsection, the term "customer" does not include any
person who -

(A) is a broker or dealer;

(B) had a claim for cash or securities which by contract, agreement, or
understanding, or by operation of law, was part of the capital of the claiming
broker or dealer or was subordinated to the claims of any or all creditors of
such broker or dealer; or

(C) had a relationship of the kind specified in section 78fff-3(a)(5) of this title
with the debtor.

A claiming broker or dealer shall be deemed to have been acting on behalf of
its customers if it acted as agent for such customer or if it held such customer's
orders which was to be executed as a part of its contract with the debtor.172

With broker-dealers being specifically excluded from the class of creditors
able to file claims against the bankrupt broker-dealer, SIPA clarifies that
broker-dealers can only file where such claims "arose out of transactions for
customers ... in which event each such customer .. .shall be deemed a
separate customer of the debtor."' 73 Thus, a broker-dealer customer cannot
recover monies in a SIPA liquidation unless able to prove that its account was
maintained at the debtor broker-dealer for the purpose of effecting transactions
for non-broker-dealer customers.

As has been consistently commented upon by the experts, the practical
utility of SIPA has been to insure brokerage custodians against insolvency.' 74

Accordingly, any analysis of a SIPA claim must be weighed 1) in terms of the

170. See Abrahamson v. Fleschner, 568 F.2d 862, 874 n.19 (2d Cir. 1977) ("Unlike the

Securities Investor Protection Act... the [Investment] Advisers Act in general, and the antifraud
provisions in particular, do not manifest a specific legislative intent to restrict enforcement to the

Commission.").
171. See 15 U.S.C. §§ 78fff-2(b), 78fff-3(a) (2006).
172. Id. § 78fff-2(e)(4).
173. Id. § 78fff-3(a)(5).
174. See, e.g., JOHN C. COFFEE, JR. & HILLARY A. SALE, SECURITIES REGULATION 57 (1 lth

ed. 2009) ("[T]he Securities Investor Protection Corporation ... was created by virtue of a 1970
amendment in order to establish an analogue to the Federal Deposit Insurance Corporation and

thereby protect investors from the risk that their brokerage firms would become insolvent .... ").
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definition of "customer," 2) in terms of exceptions to the definition (e.g.,
broker-dealers), and 3) in terms of the general purpose of the Act. SIPC
disbursements are determined by the statutory trustee; the SEC serves only as a
potential party in interest in related litigation. 175 And SIPC trustees have not
been shy about excluding from coverage those victimized by a broker-dealer's
extraneous activities.

1 76

B. The Location of the Assets

To understand how the SIPA liquidation is working in the Madoff case,
first it must be determined where the assets were when insolvency struck (i.e.,
when attempted Investor redemptions outpaced assets). If any questions
persisted about the stock activity--or lack thereof-in the Madoff scheme, the
notion was resolutely laid to rest in one of the highest profile clawback suits
filed to date. Specifically, in his filing seeking $300 million from the
principals of a private company that owns the New York Mets professional

baseball team, the Trustee asserted the following:

31. [Bernard L. Madoff Securities'] I[nvestment] A[dvisor] Business
customers received fabricated monthly or quarterly statements showing
that securities were held in, or had been traded through, their accounts.
The securities purchases and sales shown in such account statements never
occurred and the profits reported were entirely fictitious. At the Plea
Hearing, Madoff admitted that he never purchased any of the securities he
claimed to have purchased for the IA Business' customer accounts. In
fact, there is no record of BLMIS having cleared a single purchase or sale
of securities in connection with the (options trading] Strategy. Madoff's
[options trading] Strategy was entirely fictitious.

32. At times prior to his arrest, Madoff generally assured customers and
regulators that he purchased and sold the put and call options over-the-
counter ("OTC") rather than through an exchange. Yet, like the
underlying securities, the Trustee has yet to uncover any evidence that
Madoff ever purchased or sold any of the options described in customer
statements. The Options Clearing Corporation, which clears all option
contracts based upon the stocks of S&P 100 companies, has no record of
the IA Business having bought or sold any exchange-listed options on
behalf of any of IA Business customers. 177

175. 15 U.S.C. §§ 78fff-l(b), 78eee(c); see also § 78111(1) (defining "Commission" as the
SEC).

176. See Foster v. Nat'l Union Fire Ins. Co., 902 F.2d 1316, 1317, 1320 (8th Cir. 1990)
(noting SIPC's denial of coverage to broker-dealer customers-who sought to recover $700,000
in securities "lost due to fraudulent and dishonest acts" by the firm's president-in upholding the
contractual liability of a fidelity bond insurer for the same).

177. Complaint at 12, Sec. Investor Prot. Corp. v. Bernard L. Madoff Inv. Sec. LLC (In re
Bernard L. Madoff Inv. Sec. LLC), 454 B.R. 285 (S.D.N.Y. 2011) (Adversary No. 08-01789).
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There being no securities trades on behalf of customers (whether they be
"Madoff customers" or "BLMIS customers"), the overarching question for
purposes of SIPC coverage becomes whether BLMIS was truly "custodial."'178

The most reliable evidence of the specifics of Madoff investor trades may
come from the charges brought against Madoff's accomplices, cases brought
long after his terse allocution in March 2009.179 It is worth repeating that
Madoff executed no securities trades for his investment advisory clients;' 80

further, the "legitimate" market-making and proprietary trading activities of
BLMIS have not been alleged by the government to have utilized Investor
accounts.18 l The BLMIS statements themselves were said to have ranged from
showing cash only at the end of the month182 (while referencing trades of
incalculable numbers of securities 83) to positions wholly unrelated to the
investment advisory "victims.' 84  In short, vast amounts of Investor monies
were kept outside of the broker-dealer for future looting while Investors

Two items here are noteworthy: First, the Trustee's actions are captioned against the Broker-
Dealer-indeed, jurisdiction is severely limited over the approximately 10,000 investment
advisors in the United States. See FINRA REPORT, supra note 10, at 65 ("FtNRA lacks the
authority to inspect for or enforce compliance with the Investment Advisers Act.").

Second, while the Trustee's complaint communicates that the Options Clearing
Corporation has no records of option trades "on behalf of any of IA Business customers,"
Madoffs broker-dealer (which engaged in market-making activities and proprietary trading) did
own option positions. See OIG REPORT, supra note 11, at 39-40 (detailing the numbers of $18-
$26 million worth of S&P 100 equity options in the broker-dealer account in 2005 and 2006
according to Depository Trust Corporation records). The Trustee's carefully worded pleading
against Sterling thus underscores the potentially fatal consequence of Madoff's empire being
described as homogenous. See also infra notes 180-81. In September 2011, upon certification of
certain issues raised in the SIPC lawsuit, Judge Jed S. Rakoff of the Southern District of New
York reduced both the legal claims against, and the monies sought, from the Sterling defendants.

See Picard v. Katz, No. It Civ. 3605(JSR), 2011 WL 4448638, at *1 (S.D.N.Y. Sep. 27, 2011).
178. See supra note 174 and accompanying text.

179. See supra note 12 and accompanying text.
180. See FINRA REPORT, supra note 10, at 47 ("According to the SEC, the Madoff firm

never executed a single securities trade in the course of the investment advisory business, nor did
it engage other brokers to execute such trades. The client account statements, order tickets, trade
confirmations, and other documentation relating to the investment advisory business were wholly
fabricated and completely fictitious.").

181. See id at 46 ("According to the firm's broker-dealer filings, neither the market making
nor proprietary trading activities involved the maintenance of customer accounts.").

182. See Mark Klock, Lessons Learned from Bernard Madoff: Why We Should Partially
Privatize the Barney Fifes of the SEC, 42 ARIZ. ST. L.J. 783, 794-95 (2010) ("Apparently,
Madoff told [SEC] investigators that he was not required to report investment holdings because
he liquidated his investments at the end of each month and held them in cash.").

183. Id. at 799 ("One statement claimed 2.5 billion dollars in S&P 100 equities on a particular
day being held in one of his funds where Depository Trust Corporation records indicated that
only 18 million dollars worth was being held, which is offby a factor of 139.").

184. See OIG REPORT, supra note 11, at 39-40.
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believed these monies were either held in liquid form or in securities positions
within BLMIS trading accounts. 85

Nonetheless, once the news of the Madoff scandal broke, regulators and
Investors alike looked to BLMIS (and, in turn, its insurance fund) for
reimbursement.1 86 The claims forms submitted by Madoff investors expressly
state, "The Broker owes me a Credit (Cr.) balance of $ ,,l87 In turn,
the clawback suits filed by the Trustee quietly and succinctly seek from third
parties "customer property"' 88 as defined by SIPA; 189 the statute describes such
property as "cash and securities... at any time received, acquired, or held by
or for the account of a debtor from or for the securities accounts of a customer,
and the proceeds of any such property transferred by the debtor, including
property unlawfully converted."'190  The bankruptcy court's decision
interpreted this statutory provision as all assets garnered by the SIPA trustee
"on account of customers" to be distributed "pro rata to the extent of a
customer's Net Equity."' 9' Such a conclusion expands SIPA to include all
monies obtained by promise of deposit at the broker-dealer-in essence, the
Madoff Corollary to the Zandford Dicta.

Consequently, for purposes of the SIPC liquidation, BLMIS is being
named as custodian for assets it largely did not have. To this end, it bears
noting that at least one court has subordinated the theory that Madoff
completely bifurcated his businesses to findings that would result in Investors
receiving monies on hand at the broker-dealer; indeed, the same bankruptcy
court hearing the clawback suit against Sterling glossed over the distinction

185. See, e.g., DIANA B. HENRIQUES, THE WIZARD OF LIES 256 (2011) ("[T]he cash handed
over by investors had been paid out to other investors as bogus investment earnings. [Trustee]

Picard had the bank records showing when the cash was withdrawn and by whom .... ).
186. See, e.g., Berenson & Henriques, supra note 87 (quoting the SIPC President as saying,

"It is clear that the customers of the Madoff firm need the protections available under federal

law."); see also SIPC President Says $2.6 Billion Will Cover All Legitimate Madoff Claims;
Victims Disagree With Formula Used, SEC. DOCKET (Mar. 27, 2009, 3:32 PM), http://www.secur

itiesdocket.com/2009/03/27/sipc-president-says-26-billion-will-cover-all-legitimate-madoff-cla
ims-victims-disagree-with-formula-used/ (stating the amount SIPC President believes the Madoff

investors should be paid).
187. A copy of the Customer Claim form for the SIPC's liquidation of Bernard L. Madoff

Investment Securities is available on the SIPC's website at http://www.sipc.org/cases/docs/Mad

off%20Customer/2OWeb%20Claim%2OForm.pdf.

188. Complaint, supra note 177, at 10 (noting that the Trustee has authority to seek "customer

property" from the Sterling Group, alleged to have been complacent in Madoff's fraud).

189. See 15 U.S.C. §78111(4) (2006) (defining customer property).
190. Id.

191. Sec. Investor Prot. Corp. v. Bernard L. Madoff nv. Sec. LLC (In re Bernard L. Madoff
Inv. Sec. LLC), 424 B.R. 122, 124 n.4 (Bankr. S.D.N.Y. 2010).
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between Madoff's empires. 192  Regardless, the "non-custody" by BLMIS of

Investor monies has been amply documented by securities law experts:

Madoff concealed his fraud by not appointing an independent third party
custodian for the assets of his investment advisory clients as was customary in
the industry. The Investment Advisers Act permits any broker-dealer
registered under the [Securities Exchange Act] to serve as a qualified custodian
of advisory clients' assets. Thus Madoff's brokerage firm was able to serve as
a qualified custodian for Madoft's advisory clients' assets. Madoff, however,
did not trade on behalf of his advisory clients' accounts. Therefore, there were
no funds or securities flowing in and out of or held by, these accounts. An

independent, third party custodian would have compared Madoff s fraudulent
trading records with the reality of nonexistent client funds and securities and
instantly spotted the fraud.193

Moreover, all assets traceable to BLMIS are being grouped irrespective of

individual Investor accounts (which simply did not exist)., 94 On the whole, it

would seem that the "investments" by Madoff customers are most readily

classifiable as contributions to the enterprise of Bernard Madoff. Indeed, the

pitch was often made by middlemen,' 95 the monies were pooled and largely

kept at banks196 (i.e., away from the brokerage BLMIS), and the strategy was

192. Id. at 127 ("Outwardly, BLMIS functioned as an investment advisor to its customer and
a custodian of their securities.") (emphasis added). Separately, in December 2011, the Trustee

was granted a right to appeal the dismissal of a clawback suit against JP Morgan seeking $19

billion for the bank's alleged role in Madoffs scheme. Rebecca DiLeonardo, Madoff Trustee

Wins Right to Appeal After Dismissal of JP Morgan Suit, JURIST (Dec. 2, 2011, 12:59 PM),

http://jurist.org/paperchase/2011/12/madoff-trustee-wins-right-to-appeal-after-dismissal-of-jp-
morgan-suit.php.

193. 6 ALAN R. BROMBERG & LEWIS D. LOWENFELS, BROMBERG & LOWENFELS ON

SECURITIES FRAUD § 19.2 (2d ed. 2011) (emphasis added). Separately, at least one of Madoff's

victims has stated that at the time of establishing his account he had been shown by a

representative of a feeder fund "a press release that the SEC had made clearing Madoff as a

custodian." THE CLUB, supra note 32, at 64. Additionally, the broker-dealer as a custodian

loophole has been closed. See SEC Approves Stronger Safeguards to Protect Clients' Assets

Controlled by Investment Advisers, SEC NEWS DIG., Dec. 17, 2009, http://www.sec.gov/news/di

gest/2009/digl21709.htm (announcing amendments to Investment Advisers Rule 206(4)-2,

17.C.F.R. 275.206(4)-2)).
194. See supra notes 180-84 and accompanying text.

195. See supra notes 31-32 and accompanying text. Indeed, a 2009 SEC action against

"solicitors" for their alleged supplying of Madoff with customers via "feeder funds" was

premised upon Madoff having little contact with Investors. See Press Release, SEC, SEC

Charges Madoff Solicitors and Feeders With Fraud (June 22, 2009), available at

http://www.sec.gov/news/press/2009/2009-141.htm ("Although Madoff managed all of the

[feeder] Funds' assets, many of the Funds' investors had never heard of Madoff before the

collapse of his Ponzi scheme ... ").
196. See supra note 39 and accompanying text.
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largely accepted without detail, on reputation.1 97 Stated otherwise, given the
lack of BLMIS account designation and activity, a more supportable reading of
SIPA concludes that the Investors were contributing to the capital of BLMIS
(or unrelated investment advisory activity), and are thus possibly not eligible to
file customer claims with SIPC. 198  In this regard, it bears noting that the
Madoff fraud 1) often involved "feeder funds" that seemingly existed solely to
introduce Investors to Madoff,199 and 2) is thought to have been preceded by
the fraud at the defunct firm of Avellino and Biennes,200 which, as a Madoff
counterparty in the 1980s, described its customers as "lenders." 20 1

If the Investors are nonetheless considered broker-dealer "customers,"
there are still some bumps in the road to recovery, for the relevant accounts at
BLMIS appear to have been in the name of Bernard Madoff (who, incidentally,
as sole proprietor of BLMIS, owned all of the firm's capital). 2

0
2 Therefore,

upon dissection, the government's split empire theory raises substantial
questions regarding the kingdom's victimized subjects. For example, if the

only Investor funds actually housed at BLMIS were in accounts held in the
name of Bernard Madoff, was he a "feeder fund" to his own fraud, thus
precluding his SIPC recovery?20 3 Additionally, what collateral effect is to be

197. See THE CLUB, supra note 32, at 193 ("Madoff had an excellent reputation and a track

record that was considered the envy of Wall Street."); id. at 72 ("I checked with the SEC and

Madoffwas as good as gold.").
198. See supra notes 170-72 and accompanying text; see also Complaint, supra note 46, at 5

("In most cases, Madoff set up aggregate, pooled accounts at B[L]MIS for monies raised

by... solicitors or 'feeders,' leaving it to the feeder to deal with the individual investors by

issuing statements, making payments, and the like.").
199. See, e.g., Administrative Complaint at 3, Fairfield Greenwich Advisors LLC, Docket No.

2009-0028 (Mass. Sec. Div. Apr. 1, 2009) (action by the Secretary of the Commonwealth of

Massachusetts Securities Division against a Madoff feeder fund) ("The Sentry Funds were over

95 percent invested with Bernard L. Madoff Investment Securities LLC."); Daniel Wise, Judge

Rejects Lawsuit Against 'Sub-Feeder' Fund in Madoff Scandal, N.Y. L.J., Nov. 1, 2010, at 2
("Family Management did not place money from its fund directly with Mr. Madoff. Instead, it
plowed the money into three alleged feeder funds which then turned over substantial portions of
the money under their management to Madoff. . . .Maxam [Fund] has acknowledged that it
placed 100 percent of its clients' funds with Mr. Madoff .. "). On a related note, in July 2011
the U.S. Bankruptcy Court for the Southern District of New York affirmed the Trustee's denial of
claims filed by feeder fund customers, refusing to fird the claimants to be "customers" protected
by SIPA "no matter how far that word is stretched in service to the equitable ends of SIPA." See
Yin Wilczek, Court Rules Madoff Feeder Fund Investors Are Not Eligible for Protection Under
SIPA, 43 Sec. Reg. & L. Rep. (BNA) 1369, 1370 (July 4, 2011).

200. See supra notes 65-66 and accompanying text.
201. See HENRIQUES, supra note 185, at 98.
202. See FINRA REPORT, supra note 10, at 46.
203. See infra note 231.
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accorded settlements wherein banks have acknowledged their serving as the
custodian for Investor funds?204

Ultimately, the strongest argument for actually putting monies back in the
hands of all those angry, victimized "investors" is the broadest possible
reading of the Zandford Dicta (i.e., finding the securities laws applicable to any
fraud forming any connection with a brokerage account), thus triggering SIPA
and its vehicle for distribution of assets, the SIPC.

C. Policy Choice?

Regardless, the question of SIPA applicability was resolutely resolved
within days of Madoff's arrest. 20 5 The question of the SEC's involvement with

206the liquidation of BLMIS was decided in favor of a private trustee.2 6 The
more difficult question of the depth of SIPC coverage has been resolved for the
time being-albeit obliquely-by cases weighing the proper method of
calculating investor losses attributable to the Madoff scheme. Specifically, to
allow investors making SIPC claims the full value of the account listed on a
fraudulent statement would create a tab in excess of $60 billion (i.e., a total
that would exhaust the insurance fund and the expected amount of recovered
funds several times over);207 moreover, such payouts, by validating an
allocation of scheme assets created by Madoff and/or his co-conspirators,
would arguably serve to validate a preferential schedule prepared by an
admitted fraudster. 20 8 Accordingly, the Trustee and others have termed such a
category of investors "net winners" and excluded them from the

209reimbursements.
Conversely, limiting the definition of recoverable claims to those filed by

customers who withdrew less cash than they deposited ("net losers") would
result in recoverable claims totaling approximately $20 billion, a goal within

204. See. e.g., HSBC Settles Madoff Claims for $62.5 Million, N.Y. TIMES, June 8, 2011, at
B5 ("HSBC had acted as custodian and provided administration and other services" for an Irish

fund that invested with BLMIS.).
205. See supra note 184.
206. The SEC's original December 11, 2008 filing seeking receivership of all BLMIS assets

was ultimately subsumed into the Trustee's SIPC proceeding. See Sec. Investor Prot. Corp. v.
Bernard L. Madoff Inv. Sec. LLC (In re Bernard L. Madoff Inv. Sec. LLC), 424 B.R. 122, 124
n.3 (Bankr. S.D.N.Y. 2010).

207. Noeleen G. Walder, Madoff Investors Urge Circuit to Reject Trustee's Loss Estimates,
N.Y. L.J., Mar. 4, 2011, at 1 (describing the appellate hearing before the Second Circuit Court of
Appeals on In re Bernard Madoff Investment Securities, 424 B.R. 122).

208. Id. (quoting a lawyer for the Trustee as stating, "This [the Madoff scam] is a Ponzi
scheme. This is a zero sum game....").

209. Id.
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reach in light of the Trustee's recovery of approximately $10 billion as of
March 2011.210

In ruling in favor of the attainable, Judge Lifland stated the following in
the Bankruptcy Decision:

Although the securities that Madoff allegedly purchased were identifiable in
name, the securities positions reflected on customer account statements were
artificially constructed. By backdating trades to produce predetermined,
favorable returns, Madoff... essentially pulled the fictitious amounts from
thin air. The resulting securities positions on customers' November 30th
Statements were therefore entirely divorced from the uncertainty and risk of
actual market trading. In fact, at certain times, Madoff customers ... held at

least one imaginary security .... It would be simply absurd to credit the fraud
and legitimize the phantom world created by Madoff... 211

Thus, with SIPC-in the first and only instance212 -insuring against the
custodial risk attending customer deposits with registered broker-dealers, 213

whether the Madoff broker-dealer also served as a registered investment
adviser for all the years in question is, at best, a distraction, and, at worst,
potentially fatal to coverage. The need for this coverage was heightened by the

210. Critics of the "net losers" approach have opined that approximately $25 billion in claims

will never be allowed because the potential claimants are defendants in suits alleging their
complicity in the scheme. See id. (quoting Helen Davis Chaitman of the law firm of Becker &

Poliakoff). As of June 2011, the Trustee's Clawback Suits collectively sought almost $80 billion

from various parties. See Destefano, MadoffDamages, supra note 74 ("Since 2009, Picard has

filed lawsuits which now total close to $80 billion."); see also supra note 177 (noting the court's
reduction of claims and alleged recoveries in September 2011).

211. In re Bernard Madoff Investment Securities, 424 B.R. at 139-40; see also In re New

Times Secs. Servs. Inc., 371 F.3d 68, 88 (2d Cir. 2004) (finding the district court's calculation of

each SIPC claimant's net equity "irrational and unworkable" because it had relied on account
statements describing positions in fictitious mutual funds).

212. See Sec. Investor Prot. Corp. v. Barbour, 421 U.S. 412, 425 (1975) (denying a private

cause of action under SIPA to redress securities fraud by stating, "Instead of enlisting the aid of

investors in achieving that purpose, Congress imposed upon the SEC, the exchanges, and the self-

regulatory organizations the obligation to report to the SIPC any situation that might call for its

intervention.").
213. Illustrating the importance of this protection, the web site for the broker-dealer unit of

Wells Fargo states:
Wells Fargo Advisors is a member of the Securities Investor Protection Corporation

(SIPC), a nonprofit, congressionally chartered membership corporation created in 1970.
SIPC protects clients against the custodial risk of a member investment firm becoming

insolvent by replacing missing securities and cash up to $500,000, including up to

$250,000 in cash per client in accordance with SIPC rules.

Account Protection, WELLS FARGO, https://www.wellsfargoadvisors.com/financial-services/ac
count-services/sipc-protection.htm (last visited Nov. 19, 2011).
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times and concomitantly guaranteed by SIPC's President within the same
month that news of the Madoff scandal broke. 214

Overall, when one considers the series of disconnects in the Madoff case-
between Investors and any purchases, between BLMIS funds and any Investor
account, between BLMIS activities and BLMIS profits-it is clear that the
SEC and SIPC made policy choices allowing investors with an owner of a
broker-dealer to seek third party reimbursements for promised, private activity.
In short, some vagaries in the federal laws were used to make good on a scam
perpetrated by a mascot on behalf of his fans. Perhaps such strained remedial
determinations were the best of available choices under the circumstances. 21 5

The point to be made is that the determinations sound foremost as policy
choices, strengthened by the coloring of theft as securities fraud, yet of

216surprisingly little precedential value.
Undoubtedly, in the future, the system can be better prepared.

214. See Joe Nocera, Madoff Victims: The Lawyers Respond, N.Y. TIMES EXECUTIVE SUITE
BLOG (July 7, 2009, 7:59 PM), http://executivesuite.blogs.nytimes.com/2009/07/07mrnadoff-vic
tims-the-lawyers-respond/ (relaying the arguments of attorneys at the firm of Lax & Neville, who
had unsuccessfully argued that Madoff customers--even if labeled by some as "net winners"--
were entitled to reimbursements of the amounts represented in their monthly statements). The
statement of one Lax & Neville attorney describes relevant SIPC representations to the public in
December 2008:

SIPC's general counsel, Josephine Wang, confirmed [the net equity] approach on
December 16, 2008, just five days after the Madoff scandal broke. And, in fact, SIPC's
president, Stephen Harbeck, assured a federal bankruptcy court, in another massive Ponzi
scheme, that customers would receive securities up to $500,000, including appreciation,
even if the securities at issue were never purchased.

Id.
215. It bears noting that application of solely the Investment Advisers Act--or solely any one

of the securities laws to all of Madoffs bizarrely brazen activities-would have been difficult.
See Sec. Investor Prot. Corp. v. Bernard L. Madoff Inv. Sec. LLC (In re Bernard L. Madoff Inv.
Sec. LLC), 424 B.R. 122, 127 (Bankr. S.D.N.Y. 2010) ("BLMIS began to offer investment
advisory services as early as the 1960s, yet never truly acted as a legitimate investment adviser to

its customers.").
216. In requesting in June 201 t that SIPC reimburse Stanford Ponzi scheme customers, the

SEC concluded that "the many companies controlled and directly or indirectly owned by Stanford
'were operated in a highly interconnected fashion, with a core objective of selling' the CDs" at
the center of the scam. Press Release, SEC, SEC Concludes That Certain Stanford Ponzi Scheme
Investors Are Entitled to Protections of SIPA (June 15, 2011), available at www.sec.gov/news/
press/2011/2011-129.htm. Astonishingly, in the ensuing six months SIPC refused to make a
decision on coverage, prompting the threat of both an SEC lawsuit and Congressional hearings
while triggering journalistic suspicion. See Loren Steffy, Technicality Picks up Where Lossess
Left Off, HOUS. CHRON., Dec. 4, 2011, at B1 ("After all, SIPC paid investors for losses in Bernard
Madoff's fraud case, and it has rushed in to assume losses in the bankruptcy of the commodities
firm MF Global.").
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CONCLUSION: ON MASCOTS AND MASQUERADES

Ponzi schemes have become the standard by which financial frauds are
measured.217 Indeed, the words "Madoff mess" have become part and parcel
of the American legal lexicon.218  One is tempted to rush to support any
imprisonment, repayment, or interpretation that brings the $30 billion
nightmare to an end.

The nightmare started with the unmasking of a masquerade, at the worst
possible time. In late 2008, the stock market was plummeting, 219 and the
government (after an initial legislative defeat) had passed the first bailout.220

The mood of the nation in the next few months was tragically tense,22 1 and the
SEC was publicly labeled a large part of the cause. 222 Against this backdrop,
regulators and related entities rushed to calm the investing public, at times
espousing remedies that were perhaps not legally feasible. 223 Complicating
matters was the fact that the primary architect of arguably the world's most
successful financial ruse ever was refusing to provide details; in short, Bernard
Madoff confessed to an undescribed fraud that is still scandalously short on
facts. Indeed, the resulting partial reimbursement itself would not have been
possible had the fraudster Madoff not owned and operated a brokerage house.

But, upon analysis, the vagaries decided in favor of the SEC and SIPC may
have simply stacked too high. The Commission, grossly embarrassed by the

217. See MICHAEL LEWIS, THE BIG SHORT: INSIDE THE DOOMSDAY MACHINE 14-15 (2010)

("[Subprime lending companies] had the essential feature of a Ponzi scheme: To maintain the
fiction that they were profitable enterprises, they needed more and more capital to create more
and more subprime loans.").

218. See Pamela A. MacLean, Next Wave in Madoff Mess: Tax Trouble, NAT'L L.J., Feb. 16,
2009, at 6 (highlighting the tax problems for Madoff investors who unwittingly paid taxes on
fictitious profits). CNNMoney online has an entire section devoted to Madoff coverage called

Special Report: Madoff Mess. Special Report: Madoff Mess, CNNMONEY, http://money.cnn.
com/news/specials/madoff/ (last visited Nov. 19, 2011); Nicholas Varchaver et al., Madoffs
Mother Tangled with the Feds, CNNMONEY (Jan. 16, 2009, 3:43 PM), http://money.cnn.com/
2009/01/16/magazines/fortune/madoffmother.fortune (describing the possibility that Madoff's
mother owned a brokerage closed by regulators).

219. The Dow Jones Industrial Average sank 2,690 points (24 %) between September 1, 2008

and December 1, 2008. See Historical Prices: Dow Jones Industrial Average, YAHOO! FINANCE,
http://finance.yahoo.com/q/hp?s=%5EDJI&a=08&b = l&c=2008&d=l l&e =1 &f=2008&g=d (last

visited Nov. 29, 2011).
220. See generally J. Scott Colesanti, Laws, Sausages & Bailouts: Testing the Populist View

of the Causes for the Economic Crisis, 4 BROOK. J. CORP. FIN. & COM. L. 175, 182 (2010).
221. See Adam Zagorin & Michael Weisskopf, The Inside Story on the Breakdown at the

SEC, TIME, Mar. 9, 2009, at 34 (calling the extant economy "the worst financial crisis since the

Great Depression").
222. Id. (noting that Senator John McCain had "publicly called for the firing of the SEC boss"

in 2008).
223. See generally Dennis K. Berman, Debating the Legality of the Bailout, WALL ST. J.,

Dec. 7, 2010, at C1.
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224Madoff fraud, may have utilized some embarrassing loopholes to calm the
masses. 22 5  To wit, the "securities fraud" charge may have been a bit
inappropriate, particularly where no securities were traded, the monies were
often pooled and occasionally simply looted, and the scheme itself was never
characterized as a security. 226  To paraphrase the Bankruptcy Decision, the
people who are now receiving reimbursements "were never exposed to the
uncertainties of price fluctuation" and their account statements "bore no
relation to the United States securities markets at any time., 227 Stated simply,
if the SEC had left Rule lOb-5 out of the case, it ran the risk of a Ponzi scheme
without securities transactions (but nominally housed at a broker-dealer)
coming under heightened scrutiny when juxtaposed with the SIPA; accordingly
(and, perhaps justifiably) the broader policy road was taken.

Thus, while the Madoff disaster and cleanup may have most readily
exposed inadequate SIPC funding228 and lapses in SEC oversight, 229 the events
have also served to highlight the serious issues of the limits to "securities
fraud" and the definition of reimbursable customers. Whereas the charging of
the strongest weapon in the SEC arsenal evidenced an election of remedies,230

the ensuing use of SIPC's alternative scheme of bankruptcy seems even more
suspect because, for a majority of the monies propping up the Madoff scheme,
no brokerage account was utilized. It bears noting that in the case of the
contemporaneous Stanford Ponzi scheme, the government itself initially and

224. See, e.g., Joe Klein, Who's Afraid of Reforming Wall Street, TIME, Mar. 14, 2011, at 27

("The SEC wasn't even able to spot the broad-daylight highway robbery committed by Bernard

Madoff.").
225. See generally Deborah L. Cohen, Wetting Their Whistles: The SEC is Giving Whistle-

Blower Protection One Last Lick, A.B.A. J., Mar. 2011, at 14 (quoting a principal of the

Employment Law Group of Washington, D.C. as saying, "After the Bernard Madoff scandal

broke, the SEC had a lot of egg on its face .... ").
226. See, e.g., Press Release, SEC, SEC Obtains Emergency Asset Freeze in Diamond-

Themed Ponzi Scheme (Nov. 23, 2010), available at http://www.sec.gov/news/press/2010/2010-

231 .htm (discussing an emergency court order against a Ponzi scheme operator accused of selling

bank notes as part of a "Diamond Program," such notes constituting "unregistered securities").
227. Sec. Investor Prot. Corp. v. Bernard L. Madoff Inv. See. LLC (In re Bernard L. Madoff

Inv. Sec. LLC), 424 B.R. 122, 128 (Bankr. S.D.N.Y. 2010); see also Complaint, supra note 46, at

2, 7 (alleging that one BLMIS employee withdrew almost $10 million in fictional profits tied to

Investor accounts).
228. See Diana Henriques, Victims of Madoff Seek Claims Overhaul, N.Y. TIMES, June 8,

2009, at B 1 (detailing that, at the time, 8,800 claims had been filed, trending towards a bill

exceeding $4.4 billion--"a sum the taxpayers would have to cover if SIPC could not").
229. See supra notes 47-48 and accompanying text.

230. See, e.g., Press Release, SEC, SEC Halts $47 Million Investment Fraud at Utah-Based

Payday Loan Companies (Mar. 28, 2011), available at http://www.sec.gov/news/press/2011/20
1 1-73.htm (describing the application of § 206 of the Investment Advisers Act to a Ponzi scheme

utilizing a single, pooled bank account and allegedly harming to at least 120 investors).

20121



SAINT LOUIS UNIVERSITY LA WJOURNAL

unapologetically denied SIPC-and FDIC---coverage to the fraud's victims. 23 1

At best, summing up the criminal activities of Madoff and his cohorts as
"securities fraud"-and, concurrently, the victimized as broker-dealer
"customers"-was politically expedient. The scrutiny of such forced logic
becomes vital in light of the fact that some courts appear willing to point out
that the evidence fails to support a "securities" fraud of any ilk.232 In short, no
one wishes to see a felon go free because of a prosecutor's poor choice of
weapons; further, no victim should have to rest his faith in a recovery on
unpredictably liberalized views of dated rules and laws.

A Solution

The SEC has confessed that the rules attending custody by an investment
adviser needed "fine tuning." Within a year of the Madoff revelations, the
Commission Chairman had announced controls addressing the "situations
[where] there is heightened opportunity for an adviser to misappropriate a
client's assets and convert those assets to their own personal use."233 Further,

231. See FDIC and SIPC Issues Regarding Stanford International Bank CDs, STANFORD

FINANCIAL GROUP RECEIVERSHIP (Aug. 17, 2009), http://www.stanfordfinancialreceiver

ship.com/documents/FDIC-andSIPCIssuesRegarding Stanford IntemationalBankCDs.pdf
("SIPC protects only the custodial function of an insolvent member firm. Thus, SIPC only

provides protection for securities and cash that are missing from a customer's account at a SIPC

member firm."). Significantly, in July 2011, SIPC announced that it would rule in September on

the SEC's new recommendation that Stanford victims who had purchased certificates of deposit
through Stanford's broker-dealer were entitled to customer status under the SIPA. See SIPC to

Announce Decision on Liquidation of Stanford's Brokerage in Mid-September, 43 Sec. Reg. & L.
Rep. (BNA) 1408 (July 11,2011).

232. See, e.g., Claims Against Madoff Feeder Funds, Gatekeepers May Proceed, Court

Concludes, 42 Sec. Reg. & L. Rep. (BNA) 1587, 1587 (Aug. 2010) (relating the refusal of the
U.S. District Court for the Southern District of New York, hearing Anwar v. Fairfield Greenwich

Ltd., to dismiss the complaint on grounds of preemption by SLUSA and holding that "stretching

SLUSA to cover this chain of investment-from Plaintiff's initial investment in the Funds, the

Funds' reinvestment with Madoff, Madoffs supposed purchases of covered securities, to

Madoffs sale of those securities and purchases of Treasury bills-snaps even the most flexible

rubber band."). The court thus allowed the case to proceed under a theory of negligence, as

opposed to securities fraud. But see Barron v. Igolnikov, No. 09 Civ. 4471(TPG), 2010 WL

882890, at *5 (S.D.N.Y. Mar. 10, 2010) (finding, for purposes of SLUSA, that Madoff's actions
constituted misrepresentations and omissions, and that claims premised upon failures to buy/sell

securities were covered by the Securities Exchange Act); see also Bakus v. Conn. Cmty. Bank,

No. 3:09-CV-1256, 2009 WL 5184360, at *5 (D. Conn. Dec. 23, 2009) ("[T]he individual

securities fraudulently represented to be bought, sold, and held.., are covered securities."). Cf

Complaint, supra note 9, at 7-8 (alleging that Madoff's actions constituted "devices, schemes and

artifices to defraud" but not basing offenses on alleged misrepresentations).

233. Mary L. Schapiro, Chairman, SEC, Statement at SEC Open Meeting on Strengthening

Safeguards to Protect Clients' Assets Controlled by Investment Advisers (Dec. 16, 2009),

available at http://www.sec.gov/news/speech/2009/spchl21609mls-custody.htm ("The rules we
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the landmark, omnibus Dodd-Frank Reform Act of 2010234 tacitly identified
the primary reason for the Madoff fraud where it granted the SEC authority to
examine the records of any custodian named by an investment adviser.235

Additional changes are needed. To prevent the ad hoc decision-making
and inconsistencies described herein, the "in connection with" requirement of
Commission Rule 1Ob-5 needs to be legislatively removed by the SEC for
certain cases. Such foresight can only rehabilitate the tarnished image of the
Commission 236 and a stock market that has yet to win back the confidence of
the retail investor.237 The SEC routinely lowers its burden of proof by formal
decree. For example, in the landmark case of Chiarella v. United States,238 the
SEC's "parity of information" theory of insider trading liability was firmly
rejected by the Supreme Court.2 3 9 The Commission would thus be thereafter
forced to prove that a defendant who was not an employee or otherwise an
insider of the subject company had obtained the inside information by
improper means. In response to this limitation by the high Court, the SEC
simply adopted Rule 14e-3,24° which stands till today as the legal authority for
actions (both civil and criminal) against "outside" defendants improperly

241obtaining information about a tender offer.
Similarly, after losing in its bid to apply the problematic misappropriation

theory to a stockbroker thrice-removed from a source of inside information

are considering grow out of the Madoff Ponzi scheme, and other frauds in which investor assets
were misappropriated by investment advisers.").

234. Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203,
124 Stat. 1376 (2010) (codified in scattered sections of the U.S. Code).

235. Dodd-Frank Wall Street Reform and Consumer Protection Act § 929Q(a)(2), 15 U.S.C.
§ 80a-30(b) (2006); see also Joe Lustig, Investment Advisers Should Expect More Onsite Exams
in Future, Official Says, 43 Sec. Reg. & L. Rep. (BNA) 588 (Mar. 21, 2011) (discussing the
Commission's new, express confirmation asset authority, which extends to "entities subject to
federal financial regulation, such as banks").

236. See. e.g., FIN. CRISIS INQUIRY COMM'N, FINANCIAL CRISIS INQUIRY REPORT, at xxi
(2011) ("Days before the collapse of Bear Steams in March 2008, SEC Chairman Christopher
Cox expressed 'comfort about the capital cushions' at the big investment banks.").

237. See, e.g., Sree Vidya Bhaktavatsalam, Mutual Fund Withdrawals A Record As Investors
Flee, BLOOMBERG (Oct. 9, 2008, 9:27 PM), http://www.bloomberg.com/apps/news?pid=newsar
chive&sid=aTB ziflPxIM (describing $52 billion in withdrawals from mutual funds by investors
in the first week of October 2008).

238. 445 U.S. 222 (1980).
239. Id. at 228-31, 233-34.
240. 17 C.F.R. § 240.14e-3 (2010). Rule 14e-3 expressly extends Rule lOb-5's "fraudulent,

deceptive or manipulative act or practice" language to parties in possession of material
information relating to a third party's tender offer when such information is known to be
nonpublic or emanated from certain enumerated parties.

241. Id.
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(the Chestman case of 1991),242 the SEC utilized its rulemaking authority to
adopt a supplement to Rule lOb-5 that expressly allows a breach of the
husband-wife duty of confidentiality to serve as the premise for an insider
trading case.2

43

Likewise, for special situations like the Madoff case, the SEC should lower
its pleading burden. Namely, a fraud tied to a reputation (of either a brokerage
or its owner) should be just as reachable as one tied to a brokerage account
actually housing promised trades. Such special circumstances could focus on
situations where the totality of events indicates that the fraud would not have
been possible without the perceived imprimatur of stock market success and/or
the utilization of the resources of a registered industry entity-even if limited
to use of a logo. Such remedial rulemaking would not only provide certainty
and forewarning but also reclaim from Congress and other federal agencies the
policy-setting authority intended to be reposed within the SEC since its
inception.

Another Bailout quietly occurred in recent years-the reimbursement of (a
percentage of) outraged, wealthy investors who were to varying degrees duped.
This government largesse proceeded on a largely unchallenged conclusion that
such investors were protected by Rule lOb-5 (the SEC's harshest weapon); the
alternative would have been perceived as slavish devotion to technicalities that,
given the atmosphere in the fall of 2008, likely would have surrounded Capitol
Hill with citizens armed with torches and pitchforks.

The Madoff debacle has been blamed for so many past omissions that it is
easy to forget what it omits in the future: the likelihood that investors will
continue to trust the stock market and its chief policeman.244 To be sure,
investment, investment clubs, and other alternatives to the stock market are
becoming the norm rather than the exception. 245 As Federal Reserve Chairman
Ben Bernanke opined, "We have to pay attention to the lessons of history. If
you look at the history of financial crises, it shows that an aggressive and

242. United States v. Chestman, 947 F.2d 551, 555, 571 (2d Cir. 1991) (en banc) (finding the
defendant not guilty of insider trading premised upon a breach of a duty of confidentiality
between husband and wife).

243. 17 C.F.R. § 240.10b5-2 (2010).
244. See, e.g., Matthew Saltmarsh, Wealthy Turn to Social Media for Investment Help, N.Y.

TIMES (Apr. 5, 2011), http://www.nytimes.com/2011/04/06/technology/06bhive.html?pagewant
ed=all ("The Bernard Madoff scandal shook up many wealthy investors, pushing them toward
different forms of financial advice and the safety of being next to investors who are part of their
community, in this case online.").

245. See Felix Salmon, Wall Street's Dead End, N.Y. TIMES, Feb. 14, 2011, at A27 ("Today,
however, stock markets, once the bedrock of American capitalism, are slowly becoming a noisy
sideshow that churns out increasingly meager returns.").
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creative response is the best way to ensure minimal damage to the
economy. ' 246 The proactive fine-tuning described herein may describe an
aggressive response to a uniquely mammoth financial crime. But such remedy
would signal to the public that, although some legal shortcuts might have been
taken in recent times, the system has progressed. Such agency legislation
would perhaps restore faith among those who have grown tired of the
masquerades. Moreover, given the ever-growing expansion and complexity of
investment, it would very likely prevent the chaos that will result the next time
victims scurry for stressed insurance fund reimbursement of dollars that were
blindly entrusted by Wall Street's fans to the industry's mascot.

246. 10 Questions: Ben Bernanke Will Now Take Your Questions, TIME, Dec. 27, 2010, at
14.
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