JUDGE SEVERELY LIMITS MADOFF TRUSTEE’S
CASE AGAINST METS OWNERS
By:  Ronald G. Neiwirth

One of the many billion-dollar “clawback” actions brought by Irving H. Picard, as Trustee for Madoff Securities (being liquidated in bankruptcy court) was an action entitled Irving H. Picard v. Sol B. Katz, et al., Case Number 1:11-cv-03605-JSR in the U.S. District Court, Southern District of New York.  In an 11-Count Complaint, Picard sued the owners of the New York Mets and a host of others, claiming  not only that their bogus Madoff profits were recoverable, going back six years before the descent of Madoff into bankruptcy; but also, that all repayments of principal which they had received should be recoverable as well.  On September 27, Picard suffered a huge setback at the hands of Honorable Jed S. Rakoff, U.S. District Judge, who  dismissed 9 of the 11 Counts of the Complaint outright, and substantially limited Picard’s ability to pursue the remainder.  


The nine Counts were dismissed by the application of 11 U.S.C. §546(e), which provides that:

[N]otwithstanding §§ 544, 545, 547, 548 (a)(1)(B) and §548 (b) of this Title [i.e., all the sections dealing with preferences and constructive fraud under the Bankruptcy Code and, by reference, all applicable sections of New York State Law], the trustee may not avoid a transfer that is a…settlement payment, as defined in section…741 of this Title, made by or to (or for the benefit of) a…stockbroker…or that is a transfer made by or to (or for the benefit of) a…stockbroker in connection with a securities contract, as defined in § 741 (7)…except under § 548(a)(1)(A) of this Title [dealing with actual fraud].”



11 U.S.C. §741(7) defines a “securities contract” as a “contract for the purchase, sale, or loan of a security,” which is exactly the kind of contract that Madoff Securities had with its customers.  Section 741 (8) defines “settlement payment” as “a preliminary settlement payment, a partial settlement payment, an interim settlement payment, a settlement payment on account, a final settlement payment, or any other similar payment commonly used in the securities trade.”  The Court found that the definition of “settlement payment” clearly included all payments made by Madoff Securities to its customers; and even if a particular payment by Madoff Securities did not qualify as a “settlement payment,” it would still qualify as a “transfer” made “in connection with a securities contract.”  The court concluded that by its literal language, the Bankruptcy Code barred the Trustee from bringing any action to recover from any of Madoff’s customers any sums that they had received from Madoff Securities except in the case of actual fraud on the customer’s part (since there is no issue that Madoff Securities was conducting a fraud, from its side).

That ruling disposed of all but two counts of the ComplaintOne of the surviving counts alleges  actual fraud under 11 U.S.C. §548(a) (1)(A), which permits a bankruptcy trustee to avoid any payment made by Madoff Securities to its customers within two years (not six under New York law) of the filing of the bankruptcy petition if the debtor had “made such transfer…with actual intent to hinder, delay, or defraud any entity to which the debtor was or became…indebted.”  The Court explained that since Madoff’s Ponzi scam began long before two years before the filing of the Bankruptcy Petition and continued almost to the day of filing:  
It is patent that all of Madoff Securities’ transfers during the two-year period were made with actual intent to defraud present and future creditors, i.e., those left holding the bag when the scheme was uncovered.  

Even though that would seem to invalidate any payment that Madoff Securities had made within two years, the Court explained that 11 U.S.C. §548(c) specifies that a transferee that takes for value and in good faith…may retain any such interest transferred to the extent that such transferee had given value to the debtor in good faith in exchange for such transfer.  Since it was clear that the principal invested by any of Madoff’s customers was indeed “value” to the debtor, the court refused to allow Picard to pursue returns of principal absent a showing of “bad faith” on the part of a customer.

The last question for the Court to resolve was: How does one determine whether a Madoff investor was acting in “good faith” or “bad faith”?  There are two separate approaches to the question - the “subjective” approach, and the “objective” approach.  The “subjective” approach is characterized by the allegation that the Defendants were on inquiry notice; i.e., that they were on notice of sufficient information for them to uncover the fraud if they had  diligently investigated Madoff Securities; and, that the failure to diligently investigate, without more, constitutes a lack of good faith.  On the other hand, the “willful blindness” approach would require that the customer had some actual, objective knowledge of the fraud, but simply went ahead with the deal anyway, for the customer’s own short term benefit.


The court concluded that “good faith” implies a lack of fraudulent intent; therefore, requiring a showing of  more than negligence.  It explained that “a securities investor has no inherent duty to inquire about his stockbroker.”  Judge Rakoff concluded that, as to the claim of actual fraud, the trustee could recover the Defendants’ net profits over the two years prior to bankruptcy; but the trustee could only recover the Defendants’ return of principal during the two years by showing absence of good faith on the part of the customers based upon their “willful blindness.”


Finally, the other surviving claim, Count XI of the Complaint, sought “equitable subordination” of the customer’s claim against the bankruptcy estate pursuant to 11 USC § 510 (c).  Courts may equitably subordinate claims when the claimant has “engaged in some type of inequitable conduct” and the “misconduct must have resulted in injury to the creditors of the bankrupt or conferred an unfair advantage on the claimant.”  The Court concluded that the same standard of intentional fraud would apply to Count 11 as it had applied to Count One, i.e., intentional or objective misbehavior.  


Picard, the Madoff trustee, has been extremely tenacious and remarkably creative in his pursuit of recovery for the creditors of Madoff Securities.  The primary creditor is, of course, the Securities Investors Protection Corp., or SIPC, the entity which actually pays him and his counsel, and insures brokerage accounts.  Other bankruptcy trustees around the country who deal with Ponzi schemes, and the victims of those schemes who are now being subjected to suit by their trustees, are watching the New York case with great interest.


The decision is Picard vs. Katz, et al., Case Number 1:11-CV-03605-JSR (SDNY, 9/27/11); the document is ECF #40. 
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