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PoNzI SCHEMES AND CLAWBACKS: INVESTORS PAY

TwiICE FOR THE CRIMES OF OTHERS
John |. Monaghan, Esq., Richard E. Lear, Esq., and Diane N. Rallis, Esq.

In the last few years, many investors have been victims of what amounts to Ponzi-like
investment schemes. These investors surely feel that they have suffered enough when they
realize that their investments have been fraudulently mismanaged. Many of these Ponzi-like
investment organizations have filed for bankruptcy protection. In these cases, the defrauded
investors are also subject to the clawback provisions of the Bankruptcy Code. These clawback
provisions include: (1) preferential transfers and (2) fraudulent transfers. This discussion
summarizes the clawback provisions of the Bankruptcy Code. And, this discussion focuses on the
application of those clawback provisions to Ponzi-like investment schemes.

INTRODUCTION

Mrs. Ponzi would be proud. The scheme her son Charles
concocted based on postage stamps morphed into a multi-
billion dollar enterprise.

Those who are said to have followed in the inauspicious
footsteps of Mr. Ponzi—Bernie Madoff, R. Allen Stanford,
Shawn Merriman, Weizhan Tang, John Anthony Miller,
Norman Hsu, and Norman Petters, all of whom have been
charged with, or pled guilty to, having defrauded investors
by using later investors’ money to pay early investors’ ficti-
tious profits—have gained virtual household name recogni-
tion for themselves and the person attributed with develop-
ment of the Ponzi business model.1

The pain felt by the duped investors upon realizing
that the funds they entrusted to their advisers were not
invested, but were instead placed into the hands of simi-
larly mislead investors and the Ponzi scheme perpetrators
themselves, may be only the beginning.

Those who invested with the accused perpetrators of
these frauds are also in the unfortunate position of learning
another term of art—“clawback”—a shorthand term for a
legal theory under which defrauded investors not only suf-
fer the loss of what they invested with the Ponzi scheme
perpetrators, but may also have to give back whatever lim-
ited distributions they did receive.

WHAT Is A PONzI SCHEME?

Ponzi schemes are a type of illegal pyramid scheme named
after Charles Ponzi, a Boston business man. Ponzi duped
thousands of New England residents into investing in a
postage stamp speculation scheme back in the 1920s.

In its classic form, the scheme perpetrator takes money
from investors with a promise of delivering an investment
return from an investment or business operation. But,
instead, the perpetrator makes payments to early investors
from monies obtained from later investors.2

The fraud consists of channeling proceeds “received
from new investors to previous investors in the guise of
profits from the alleged business venture, thereby culti-
vating an illusion that a legitimate profit-making business
opportunity exists and inducing further investment.”3

Generally, investors are “promised high rates of return
on their investments [and e]arly investors actually receive
the promised returns, creating the impression of a legiti-
mate, or at least profitable, business, and thereby enticing
new investors into the plan.”4

However, “[a]s a result of the absence of sufficient, or
any, assets able to generate funds necessary to pay the
promised returns, the success of such a scheme guarantees
its demise because the operator must attract more and
more funds, which thereby creates a greater need for funds
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to pay previous investors, all of which ultimately causes the
scheme to collapse.”

RECENT EXAMPLES OF PONZI-LIKE SCHEMES

There has been no shortage of examples of alleged Ponzi
schemes in news of late. Last October, the Securities and
Exchange Commission (SEC) charged Democratic fund-
raiser Norman Hsu and his company with operating a $60
million Ponzi scheme. That scheme allegedly used investor
funds to compensate sales agents, make political contribu-
tions, and support Hsu’s luxurious lifestyle.

In December, a federal grand jury indicted Minnesota
businessman Tom Petters on 20 counts of fraud, conspiracy
and money laundering stemming from Petters’ alleged role
in a 13-year, $3.5 billion Ponzi ring. His trial is expected to
begin this summer.

The now most famous of the Ponzi scheme operators,
Bernie Madoff, fell soon after. On December 11, 2008,
Madoff was arrested by federal agents for violating crimi-
nal securities laws. The charges included securities fraud,
investment adviser fraud, and mail and wire fraud. These
allegations are made in connection with a Ponzi scheme
that Madoff operated through his company, collecting as
much as $65 billion from investors.

At a plea hearing on March 12, 2009, Madoff pled guilty
to an 1l-count criminal information filed against him,
admitting that he operated a Ponzi scheme through the
investment advisory side of Bernard L. Madoff Investment
Securities LLC (BLMIS).

The list does not end with Mr. Madoff. On February 17,
2009, the SEC accused Robert Allen Stanford and three of
his companies of orchestrating a fraudulent, multi-billion
dollar investment scheme. The SEC complaint, filed in
federal court in Dallas, alleges that one of Stanford’s com-
panies sold approximately $8 billion of self-styled certifi-
cates of deposit to investors by promising “improbable and
unsubstantiated” high interest rates.

In late March, John Anthony Miller, an Orange County
businessman, pled guilty to federal fraud charges related
to a long-running Ponzi scheme in which Miller collected
more than $15 million from investors with bogus promises
of annual returns as high as 18 percent. Miller operated the
Ponzi scheme from 2000 through November 2008 when he
was taken into custody as he was preparing to leave the
country.

The self-proclaimed “Chinese Warren Buffet,” Weizhen
Tang, faced federal charges in April 2009 of running a Ponzi
scheme that primarily targeted Chinese-Americans. Tang
raised between $50 million and 875 million from approxi-
mately 200 investors. And, according to the SEC’s com-

plaint, Tang operated a Ponzi scheme through his Canada-
based hedge fund since at least 2006.

Most recently, also in April, the SEC sued Shawn
Merriman, a Colorado investment manager, alleging that
he ran a Ponzi scheme out of his suburban Denver home
for about 15 years, bilking investors out of $20 million. In
its complaint, the SEC alleges that Merriman’s promises of
returns of 7 to 20 percent were fictitious, but at least he
had good taste, counting among his personal assets several
classic cars and 370 works of art, including paintings by
Rembrandt, Rubens, and Picasso.

Allegations have been made against these seven men
over the last several months that they have bilked tens
of thousands of investors out of many billions of dollars.
Several billions of dollars are not accounted for. However,
many investors collected profits along the way and other
investors were fortunate enough to have redeemed their
investments before the schemes unraveled.

At least these investors can breathe a sigh of relief.
Right? Thanks to something known as “clawbacks,” maybe
not.

THE CLAWBACK PROVISIONS OF THE
BANKRUPTCY CODE

When a large Ponzi scheme falls, somebody is left to pick
up the pieces. Sometimes, that somebody is a bankruptcy
trustee. Sometimes, it is a Securities Investor Protection
Corporation (SIPC) representative or trustee. Sometimes,
it is a government agency, such as the Securities Exchange
Commission. Part of the task of picking up the pieces is
determining where the missing money went, getting it back,
and redistributing it.

While the Ponzi scheme perpetrator is a natural first
stop in the effort to recapture misdirected investor money,
it is not the only stop. In many cases, especially bankruptcy
cases and cases brought by SIPC, which are administered
by the bankruptcy court, the appointed trustee will also
seek to get back money that was distributed to the victims
of the Ponzi scheme.

The underlying philosophy behind actions against
defrauded investors is that:

1. some of those defrauded investors received distributions
from the money provided by other defrauded investors,
and

2. the playing field should be leveled so that all are
defrauded to roughly the same degree.

There are two legal theories available to a trustee to
seek the return of funds distributed to investors in a Ponzi
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scheme, which are lumped together under the generic
shorthand “clawback.” Neither clawback legal theory is
unique to Ponzi scheme cases, but both are based on well-
established bankruptcy law provisions.

The first provision that clawback cases rely upon is the
preferential transfer theory. And, the second provision is
the fraudulent transfer theory.

PREFERENTIAL TRANSFERS

On April 9, 2009, the trustee liquidating Madoff’s busi-
ness filed a complaint in federal court in New York against
a bank in Gibraltar and a company in the British Virgin
Islands to recover $150 million wired to, or for the benefit
of, those companies in late October 2008.

The trustee is seeking the return of the funds on the
theory that the wire transfer was a preference under
Section 547 of the United States Bankruptcy Code, 11
U.S.C. Section 101 et seq. (Bankruptcy Code). A preferen-
tial transfer can be avoided under the Bankruptcy Code,
and the transferee can be required to return the funds to
the trustee to be shared among all creditors.

In order to establish that a preference occurred, a trust-
ee is required to prove (1) that an interest of the debtor was
transferred within 90 days prior to the filing of the debtor’s
bankruptey case® and (2) that the transfer was made:

to or for the benefit of a creditor,
for or on account of an antecedent debt,

while the debtor was insolvent, and

- e b

enabled a creditor to receive more than he or she would
have received if the transfer had not been made and the
creditor received distributions in accordance with the
Bankruptey Code.

When applying the provisions of Section 547 to a Ponzi
scheme, courts have had little trouble finding that investors
in the scheme are creditors of the debtor-company that
perpetrated the Ponzi scheme. After investing in the Ponzi
scheme, the investor has:

1. a contractual right to the return of the investment, or

2. a claim to get his or her principal back.

The preferential transfer provisions are based on the
tort theory of rescission or an equitable claim for restitu-
tion because of the debtor’s fraud.”

The holder of a claim against a debtor under the
Bankruptey Code is a creditor, 11 U.S.C. Section 101(10),
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and the claim for redemption, rescission, or restitution is
an antecedent debt.8

Further, courts have held that because by definition a
Ponzi scheme is insolvent from the beginning, insolvency
is presumed as a matter of law.?

This presumption may not be all that important in the
context of a preference, however, because the Bankruptey
Code provides for that same presumption of a debtor’s
insolvency for the 90-day period preceding the commence-
ment of the bankruptey case.10

The only remaining preference requirement that the
trustee must establish in order to avoid a transfer as a pref-
erence is that as a result of the payments during the 90-day
period, the investor received more than he or she would
have received as an unsecured creditor in the liquidation of
the Ponzi-scheme perpetrator, a determination that turns
on a case by case analysis of the amount received by the
investor and the assets available to the trustee to pay other
creditors.

DEFENSES TO PREFERENCES

In some Ponzi-scheme cases, investors have argued that
the monies they received were not property of the Ponzi-
scheme perpetrator, but simply delivery of their own funds
that the debtor had held in an express or constructive trust.
They conclude that, since what they got in the 90 days
before the bankruptey started was their own money, there
is no basis for the trustee to take it back.

Courts have generally put the investor making such an
argument to the task of tracing the principal invested with
the debtor to the payments received by the investor.11

Because money is fungible, and generally co-mingled in
a single account, the tracing exercise can be difficult. Even
success in tracing, however, may not carry the day for the
investor.

The Bankruptey Code does not require that the debtor
have title to the property transferred in the 90-day period
for the distribution to be recoverable by the trustee. Rather,
the Bankruptcy Code requires that the debtor merely have
an interest in the property.12

Whether the debtor’s interest in the property is the pos-
session of the property or is defeasible title, courts have fre-
quently held that a debtor has an interest in funds obtained
from investors in a Ponzi scheme.13

In addition to arguing that the monies received by the
investor were not property of the debtor, investors have
also asserted defenses to preferences recognized under the
Bankruptey Code. The most common defenses asserted by
investors to preference actions in Ponzi-scheme cases are
the “ordinary course of business” defense and the “new
value” defenses.

S
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The Bankruptcy Code provides that a trustee may not
avoid as a preference a transfer to the extent that the
transfer related to a debt that was incurred and paid in the
ordinary course of business.14

Courts have tended to find the ordinary course defense
unavailing to Ponzi scheme victims who find themselves to
be preference defendants, holding that there is no ordinary
course when it comes to Ponzi schemes.13

Other exceptions to the avoidance of a transfer as a
preference are the “new value” exceptions. A trustee may
not avoid a transfer as a preference to the extent that the
transfer was intended by the debtor and the creditor to be
a “contemporaneous exchange for new value given to the
debtor.”16

A transfer also may not be avoided as a preference if,
after the transfer, the creditor gave new value to the debtor
which was not secured by an otherwise unavoidable secu-
rity interest and on account of which new value the debtor
did not make an otherwise avoidable transfer to the credi-
tor.17

New value for purposes of Section 547 is defined as
“money or money’s worth in goods, services, or new credit,
or release by a transferee of property previously trans-
ferred to such transferee in a transaction that is neither
void nor voidable by the debtor or the trustee under any
applicable law, including proceeds of such property, but
does not include an obligation substituted for an existing
obligation.”18

Therefore, if after receiving a full or partial redemption
of an investment, an investor invests new funds with the
debtor, the investor is likely to have a defense to avoidance
as preferences of at least some of the payments received
from the debtor,1° even if the monies did not provide a
material benefit to the Ponzi-scheme estate and were used
only to perpetuate the Ponzi scheme.20

For preference analysis, intent of the investor in mak-
ing an investment, or lack of knowledge that they were
caught up in a Ponzi scheme, is not relevant. The purpose
of affording trustees the ability to recover preferential
transfers is two-fold:

1. to discourage creditors from racing to the courthouse to
dismember the debtor during its slide into bankruptcy
and

2. to further the primary bankruptey policy of equal distri-
bution among similarly situated creditors.21

Resolution of a preference action will turn on applica-
tion of the technical, indeed almost mathematical, provi-
sions of Section 547 of the Bankruptey Code, even if the
investor was legally entitled to the payment and even

though the investor made the investment in both subjective
and objective good faith.

FRAUDULENT TRANSFER LAW

In addition to seeking to recover the return of an investor’s
principal as a preference, a trustee can seek to “clawback”
payments made to an investor in a Ponzi scheme under a
fraudulent transfer theory.

Fraudulent transfers are defined by Section 548 of the
Bankruptey Code, the Uniform Fraudulent Conveyance Act
(UFCA), and the Uniform Fraudulent Transfer Act (UFTA).
Almost all states have enacted either the UFCA or the
UFTA, which are virtually identical in the provisions uti-
lized in Ponzi scheme clawback cases.22

Section 548(a)(1) of the Bankruptcy Code, authorizes a
bankruptey trustee to “avoid any transfer . . . of an interest
of the debtor in property” that was made with either actual
or constructive fraudulent intent, as more particularly
stated in the statute, on or within two years before the date
of the filing of the debtor’s bankruptey case.23

These same provisions are virtually mirrored under
every state’s fraudulent transfer law, except that the reach
back period under state laws is extended from two years to
as many as six years. The ability to avoid fraudulent trans-
fers utilizing state law, including its extended reach back
period, is made available to a bankruptcy trustee under
Section 544 of the Bankruptcy Code.

Similar to preferences, in pursuing the recovery of
funds from an investor in a Ponzi scheme on a fraudulent
transfer theory, the trustee must prove that the debtor had
a property interest in the funds transferred to the investor.
As was discussed in the context of preferences, whether
the debtor’s interest in the property is the possession of the
property or is defeasible title, courts have routinely held
that a debtor has an interest in funds obtained from inves-
tors in a Ponzi scheme.24

Further, as was observed with preferences, because by
definition a Ponzi scheme is insolvent from the beginning,
insolvency is presumed as a matter of law.23

CONSTRUCTIVE FRAUD

Despite its name, avoidance of a transfer based on con-
structive fraud requires no fraud at all. Rather, a trustee
must only demonstrate:

1. that the debtor was insolvent when the transfer was
made and

2. that the debtor received less than reasonably equivalent
value in consideration for the transfer.
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This analysis is often treated as involving two distinct
determinations:

1. Did the debtor receive value?

2. If so, was the value received reasonably equivalent
value?260

Value is defined for purposes of Section 548 as “prop-
erty, or satisfaction or securing of a present or antecedent
debt of the debtor. . . .”27 The Bankruptcy Code defines
“debt” as “liability on a claim.”28 A “claim” includes any
“right to payment . . . ” or any “right to an equitable rem-
edy for breach of performance if such breach gives rise to a
right of payment. . . .”29

Certainly, an investor in a Ponzi scheme has a claim for
the return of his or her investment either as the result of
a contractual obligation or the investor’s right to restitu-
tion.30

As a result, payments made to an investor up to the
amount of his or her investment would satisfy an “anteced-
ent” debt of the debtor, and accordingly, the debtor would
receive value in exchange for the transfers. Further, the
value would certainly be “reasonably equivalent;” it would
be the exact same value—dollar for dollar.31

Transfers to investors in excess of their investment,
however, are a different matter. Courts are generally of the
view that, since there are no actual profits to distribute in a
Ponzi scheme, there is no reasonably equivalent value that
could be exchanged for something that does not exist. In
addition, as a matter of public policy, courts do not want
to support early investors profiting at the expense of those
investors who invested in the scheme late.32

AcTuAL FRAUD

Under an actual fraud theory, the trustee may seek to
recover all payments made to the investor, including the
return of the investor’s principal investment. In order to
avoid payments to an investor under Section 548(a)(1)(A),
the trustee must prove that the transfers were made “with
actual intent to hinder, delay, or defraud any entity to
which the debtor was or became . . . indebted.”33

The focus of the inquiry is on the debtor’s fraud. Several
courts have held that if it is established that the debtor was
operating a Ponzi scheme, there is a presumption that the
debtor acted with the intent to hinder, delay, or defraud
creditors as a matter of law.34

Further, courts have consistently held that criminal
convictions based on operating a Ponzi scheme establish
an actual fraudulent intent for purposes of the fraudulent
transfer provisions.33

Insights

GoobD FAITH DEFENSE

The Bankruptey Code does provide protection from avoid-
ance to a good faith transferee for value.3¢ Section 548(c)
provides that a transferee “that takes for value and in good
faith has a lien on or may retain any interest transferred
. .. to the extent that such transferee . . . gave value to the
debtor in exchange for such transfer. . . . 737

In order to successfully assert the good faith defense,
the investor must be able to establish that:

1. value was given for the transfers received from the
debtor, and

2. the value was received in good faith.

As is discussed above, an investor in a Ponzi scheme
gives value to the extent of the principal investment in the
Ponzi scheme on the theory that the investment gives rise
to a contractual or equitable claim against the debtor that is
satisfied dollar for dollar by the transfer received from the
debtor. Thus, even in a case premised on the debtor’s actual
fraud, an investor has a sound basis for arguing against a
trustee’s fraudulent transfer action seeking the return of
payments towards principal investment.

The burden of demonstrating good faith, however, lies
with the investor, and requires meeting an objective good
faith standard.38

In other words, whether the investor had actual, sub-
jective knowledge that the debtor was operating a Ponzi
scheme is irrelevant. Instead, the investor will be called
upon to show that there were no facts that would have put a
reasonable person on inquiry notice of the debtor’s fraud.

At least one court has stated that, even returned princi-
pal may not be retained by a Ponzi-scheme victim, “if the
circumstances would place a reasonable person on inquiry
of a debtor’s fraudulent purpose, and a diligent inquiry
would have discovered the fraudulent purpose”3® (emphasis
in original).

THE BAYou CASES

In the summer of 2005, a group of hedge funds organized
under the “Bayou” name collapsed.40 In unraveling the
collapse, prosecutors alleged that managers Samuel Israel
IIT and Daniel Marino induced investors to contribute in
excess of $450 million into the funds over a period of nine
years by generating false performance summaries and
financial statements under cover of purported “audits” by
an accounting firm.4!

Ultimately, the Bayou fund operators pled guilty to mul-
tiple charges arising from their operation of a massive Ponzi

7
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scheme. Several federal lawsuits were filed against the
Bayou entities and in April 2006, a receiver was appointed
to conduct the liquidation of the hedge funds.

In May 2006, the receiver elected to place the Bayou
hedge funds into a Chapter 11 bankruptcy proceeding
in the United States Bankruptcy Court for the Southern
District of New York, the same court in which the SIPA pro-
ceeding for Madoff’s company is being administered.

The Bayou bankruptcy estate subsequently filed 125
adversary proceedings in the New York bankruptcy court
against those investors who had redeemed part or all of
their investment interests prior to the fund’s collapse in
August 2005. Those suits produced various reported deci-
sions regarding the application of fraudulent transfer law to
Ponzi schemes.42

The adversary proceedings were brought under Section
548(a) of the Bankruptey Code, and Sections 273 through
276 of the New York Debtor and Creditor Law. The proceed-
ings were brought to recover amounts paid to redeeming
investors. These amounts included both (1) the principal
invested and (2) “fictitious profits” fraudulently reported
by the hedge funds.

As the relevant provisions of the New York statute were
substantially similar to Section 548, the court focused its
analysis exclusively on the application of Section 548.

The court held that redemption payments from a Ponzi
scheme presumptively satisfied the “actual fraud” prong of
the fraudulent transfer standard and found that the guilty
pleas and allocutions of the hedge fund’s prior operators
were admissible to establish an “actual intent” to defraud
creditors.43

Further, the court ruled that, as a matter of law, redemp-
tion payments received by investors in excess of their origi-
nal principal based on “fictitious profits,” were required to
be refunded to the estate, regardless of the redeemer’s good
faith 44

The bankruptey court in Bayou also provided additional
guidance with respect to the parameters of the good faith
defense under Section 548(c). The court concluded that the
“good faith” affirmative defense requires application of an
objective test regarding:

1. whether a reasonable and prudent investor should have
been on inquiry notice of the fraud, and, if so,

2. whether the investor was diligent in its investigation
such that the investigation “ameliorate[d] the issues
that placed the transferee on inquiry notice in the first
place.”45

More specifically, the court evaluated “whether the
defendant requested redemption after learning of a ‘red

flag’ which, under an ‘objective’ standard, should have put
the defendant on ‘inquiry notice’ of some infirmity in [the
debtor] or the integrity of its management.”46

It is unclear just how brightly red the flag must be
to put an investor on inquiry notice. “The rule does not
require that the ‘red flag’ be of such specificity as to put
the recipient on ‘inquiry notice’ of the actual fraud, or
embezzlement, or looting, or whatever ultimately proves to
be the cause of loss. It is sufficient if the red flag puts the
investor on notice of some potential infirmity in the invest-
ment such that a reasonable investor would recognize the
need to conduct some investigation.”47

The court concluded that a Ponzi scheme investor could
establish a good faith defense under Section 548(c¢) if he or
she demonstrates “that his request for redemption was in
fact the result of a good faith reason other than his knowl-
edge of ‘red flags,” even if he was on inquiry notice and did
not make inquiry before redeeming.”48

By “objective evidence,” the court highlighted “inde-
pendent evidence of facts, as opposed to mere ‘subjective
assertions of good faith’ by the defendant himself or the
testimony of others that cannot be objectively verified.”49

The court held that a redeeming investor cannot utilize
the good faith affirmative defense unless the investor can
show he or she conducted a diligent investigation of each
potential problem or red flag. Failing such evidence, inves-
tors were required to return their principal as well as their
profits.

SUMMARY AND CONCLUSION

In the Madoff case, the SIPA trustee overseeing the liquida-
tion of BLMIS will be leading the efforts to clawback funds.
That process has already started in an action brought
against a Gibraltar bank and a British Virgin Islands entity
to recover $150 million in alleged preferential transfers
under Section 547 of the Bankruptey Code.

It seems likely, based on the lessons of the Bayou deci-
sions, that this action will not be the last, and some Madoff
investors who were able to get some of their money out “in
time” before the collapse of the scheme will encounter an
attempt by the SIPA trustee to clawback funds.

While the actions brought on a preference theory for
distributions received in the 90 days leading up to the start
of the bankruptey or SIPA proceeding, or fraudulent trans-
fer actions seeking recovery of fictitious profits distributed,
will be a challenge to defend, actions brought seeking
return of principal are subject to a good faith defense.

To be sure, the Bayou decisions impose some eviden-
tiary issues in actions premised on “actual fraud” as to
the presence or absence of “red flags” and the investor’s
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awareness of the existence of those indicators that some-
thing was amiss. That suggests that no blanket proclama-
tions of a likely outcome in those cases is possible, but
every case warrants a fact-specific analysis.
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