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INTRODUCTION

Overview
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Today’s Topics

 Claw-backs – From the Trustee’s 

perspective and  the Prima Facie case 

based on Fraudulent Conveyance 

 Claw-backs – From a Transferee’s 

Perspective and the Good Faith/For 

Value Defense

 Specific Defenses –“Mere Conduit,” 

Section 546(e), Standing, 

International Considerations etc.
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DEFINITION OF A 
PONZI SCHEME—DONELL v. KOWELL

• A Ponzi scheme is a financial fraud that induces 
investment by promising extremely high, risk-free 
returns, usually in a short time period, from an 
allegedly legitimate business venture. “The fraud 
consists of funnelling proceeds received from new 
investors to previous investors in the guise of profits 
from the alleged business venture, thereby cultivating 
an illusion that a legitimate profit-making business 
opportunity exists and inducing further investment.”

Donell v. Kowell, 533 F.3d 762, 767, FN2 (9th Cir. 2008).

9



DEFINITION OF A 
PONZI SCHEME—UNITED ENERGY

• A Ponzi scheme is a fraudulent arrangement in which 
an entity makes payments to investors from monies 
obtained from later investors rather than from any 
“profits” of the underlying business venture. The fraud 
consists of funnelling proceeds received from new 
investors to previous investors in the guise of profits 
from the alleged business venture, thereby cultivating 
an illusion that a legitimate profit-making business 
opportunity exists and inducing further investment. 

In re United Energy Corp., 944 F.2d 589, 590, FN1 (9th 
Cir. 1991).
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DEFINITION OF A 
PONZI SCHEME—AGRETECH

• A Ponzi scheme is an arrangement whereby an 
enterprise makes payments to investors from the 
proceeds of a later investment rather than from profits 
of the underlying business venture, as the investors 
expected. The fraud consists of transferring proceeds 
received from the new investors to previous investors, 
thereby giving other investors the impression that a 
legitimate profit making business opportunity exists, 
where in fact no such opportunity exists.

In re Agricultural Research and Technology Group, Inc., 
916 F.2d 528, 531 (9th Cir. 1990).
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TRUSTEE’S CLAWBACK 
CLAIMS

• Fraudulent/Voidable Transfer Claims

• Claims Under the Bankruptcy Code

• 11 U.S.C. Sections 548 and 550

• Claims Under State Statutes

• 11 U.S.C. Section 544 and the UFTA (for 
California, Civil Code section 3439, et seq.—
now the Uniform Voidable Transactions Act) 

• Preference Claims

• 11 U.S.C. section 547 
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FRAUDULENT/VOIDABLE 
TRANSFER CLAIMS
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Actual Intent Claims 
Under the Bankruptcy Code

• “The trustee may avoid any transfer … that was made 
or incurred on or within 2 years before the date of the 
filing of the petition, if the debtor voluntarily or 
involuntarily—(A) made such transfer or incurred such 
obligation with actual intent to hinder, delay, or defraud 
any entity to which the debtor was or became, on or 
after the date that such transfer was made or such 
obligation was incurred, indebted…”  

• 11 U.S.C. Section 548(a)(1).
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Actual Intent Claims 
Pursuant to Section 544 and 
State UFTA/UVTA Statutes 

(California in example)
• “In other words, the effect of this section is ‘to clothe the trustee 

with no new or additional right in the premises over that possessed 
by a creditor, but simply puts him in the shoes of the latter.’”  In re 
DBSI, Inc. 869 F.3d 1004, 1009 (9th Cir. 2017).

• “A transfer made or obligation incurred by a debtor is voidable as to 
a creditor, whether the creditor’s claim arose before or after the 
transfer was made or the obligation was incurred, if the debtor 
made the transfer or incurred the obligation as follows: (1) With 
actual intent to hinder, delay, or defraud any creditor of the debtor.”  
California Civil Code Section 3439.04(a).
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Actual Intent Claims with a 
Guilty Plea

• A guilty plea in a criminal case by the Ponzi 
scheme principal can conclusively establish 
actual intent

• “[w]e now hold that a debtor’s admission, 
through guilty pleas and a plea agreement 
admissible under the Federal Rules of 
Evidence, that he operated a Ponzi scheme 
with the actual intent to defraud his creditors 
conclusively establishes the debtor’s 
fraudulent intent under 11 U.S.C. section 
548(a)(1)(A) and California Civil Code section 
3439.04(a)(1), and precludes relitigation of 
that issue…” Johnson v. Neilson (In re 
Slatkin), 525 F.3d 805, 814 (9th Cir. 2008)
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Actual Intent Claims with 
No Guilty Plea

• The trustee must establish that a Ponzi scheme 
existed (the Ponzi scheme presumption), or 
otherwise establish actual intent to hinder, delay 
or defraud.  If the Court concludes that the Debtor 
operated as a Ponzi scheme, actual intent to 
hinder, delay or defraud creditors will be 
established as a matter of law (the mere existence 
of a Ponzi scheme is sufficient to establish actual 
intent).

• Donell v. Kowell, 533 F.3d 762, 770 (9th Cir. 
2008)

• Barclay v. Mackenzie (In re AFI Holding, 
Inc.), 525 F.3d 700, 704 (9th Cir. 2008)
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Actual Intent Claims with No 
Guilty Plea (continued)

• The Trustee may establish statutory badges of fraud
• “It is often impracticable, on direct evidence, to demonstrate 

an actual intent to hinder, delay or defraud creditors. 
Therefore, as is the case under the common law of fraudulent 
conveyance, courts applying Bankruptcy Code § 548(a)(1) 
frequently infer fraudulent intent from the circumstances 
surrounding the transfer, taking particular note of certain 
recognized indicia or badges of fraud…” In re Acequia, Inc., 
34 F.3d 800, 805–06 (9th Cir. 1994) (citing to Max Sugarman,
926 F.2d at 1254–55). 

• See California Civil Code § 3439.04(b) for badges non-
exclusive badges of fraud under California law.

• The Trustee may use non-statutory elements/evidence (badges 
are not exclusive) and circumstantial evidence showing the 
Debtor’s actual intent

• Actual intent also can be, and usually is, established by 
circumstantial evidence or “ ‘inferences drawn from a course 
of conduct.’ ”  In re Lull, 386 B.R. 261, 270 (Bankr. D. Hawaii 
2008).

18



Actual Intent Claims with No 
Guilty Plea (continued)

• Proving a Ponzi scheme may require:
• Testimony from an expert witness (e.g., CPA) to establish 

that the debtor operated as a Ponzi scheme from an 
accounting perspective, including that the debtor used 
funds of investors to pay principal/interest to other 
investors

• Admissible records, including bank and financial records

• Testimony from officers/directors/employees of the 
Ponzi scheme may also be helpful
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Constructive Fraud Claims
Under the Bankruptcy Code

• “…(B)(i) received less than a reasonably equivalent value in 
exchange for such transfer or obligation; and (ii)(I) was 
insolvent on the date that such transfer was made or such 
obligation was incurred, or became insolvent as a result of 
such transfer or obligation; (II) was engaged in a business 
or transaction, or was about to engage in business or a 
transaction, for which any property remaining with the 
debtor was an unreasonably small capital; (III) intended to 
incur, or believed that the debtor would incur, debts that 
would be beyond the debtor’s ability to pay as such debts 
matured; or (IV) made such transfer to or for the benefit of 
an insider, or incurred such obligation to or for the benefit of 
an insider, under an employment contract and not in the 
ordinary course of business.”

• 11 U.S.C Section 548(a)(1)(B).

20



Constructive Fraud Claims 
Under State Law (California)
• “A Transfer made or obligation incurred by a debtor is 

voidable as to a creditor, whether the creditor’s claim arose 
before or after the transfer was made or the obligation was 
incurred, if the debtor made the transfer or incurred the 
obligation as follows:… (2) without receiving a reasonably 
equivalent value in exchange for the transfer or obligation, 
and the debtor either: (A) Was engaged or was about to 
engage in a business or a transaction for which the 
remaining assets of the debtor were unreasonably small in 
relation to the business or transaction.  (B) Intended to incur, 
or believed or reasonably should have believed that the 
debtor would incur, debts beyond the debtor’s ability to pay 
as they became due.”  California Civil Code Section 
3439.04(a).  See also alternate test under Section 3439.05.
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Constructive Fraud vs. 
Actual Intent Claims

• Constructive fraudulent transfer claims 
should have the same outcome as actual 
intent claims, but what must be proven 
differs.  Donell v. Kowell, 533 F.3d 762, 
771 (9th Cir. 2008).

• In addition to differences re what must be 
proven, constructive fraud claims will 
likely require an expert witness (e.g., 
forensic accountant).  Although, if there is 
no plea agreement, proving a Ponzi 
scheme will likely require an expert 
witness.

• If there is no plea agreement or ability to 
demonstrate the debtor’s actual intent, 
the insolvency tests in constructive fraud 
claims provide an alternate way to avoid 
and recover transfers.
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Fraudulent Transfer Claims 
Reach-Back-State vs. Federal Law

• 2 year pre-bankruptcy petition reach-back under 
11 U.S.C. section 548(a)(1)

• There is normally a longer reach-back under state 
law

• In California, the reach back period is up to 7 
years (Cal. Civil Code section 3439, et seq.)

• The trustee typically has 2 years after entry of an 
order for relief to file a complaint post-bankruptcy 
(11 U.S.C. section 546(a))
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Reach-Back Period

• In California, there was an issue as to 
whether the reach-back period is 7 years 
prior to: (1) the filing of the adversary 
proceeding; or (2) prior to the filing of the 
bankruptcy case. See, e.g.:

• In re Acequia, Inc., 34 F.3d 800, 807 
(9th Cir. 1994)

• Slatkin I
• In re Slatkin, 222 Fed.Appx. 545, 547 

(9th Cir. 2007)(“Slatkin I”)
• In re Slatkin, 243 Fed.Appx. 255, 258 

(9th Cir. July 5, 2007)(“Slatkin II”)

• Statute of limitations versus statute of 
repose

• The issue was resolved by the Ninth 
Circuit Bankruptcy Appellate Panel in In 
re EPD Investment Co., LLC, 523 B.R. 
680 (9th Cir. BAP 2015)
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Reach-Back Period (continued)
• Issues:

• Statutes of limitation vs. statutes of repose
• Federal law vs. state law
• Interplay of Sections 544 and 546(a)

• “The narrow question of whether section 546(a) 

preempts a state-law statute of repose such as 

CAL.CIV.CODE section 3439.09(c) is an issue of 

first impression in this circuit.  At least no published 

decisions have addressed it.  While relatively few 

courts have addressed this particular issue, 

virtually all have held in favor of Trustee.  We 

conclude that the bankruptcy court erred in its 

application of section 546(a), and we REVERSE.”  

EPD at 682. In re EPD Investment Co., LLC, 523 

B.R. 680 (9th Cir. BAP 2015).
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• In re EPD Investment Co., LLC, 523 B.R. 680 
(9th Cir. BAP 2015):

• “Accordingly, we hold that so long as a 
state-law fraudulent transfer claim exists 
on the petition date (or the date the order 
for relief is entered), i.e., the state’s 
applicable repose period governing the 
action has not yet expired on the petition 
date (or the order for relief date), the 
trustee may bring the avoidance action 
under section 544(b), provided it is filed 
within the limitations period in section 
546(a).  The “reach back” period is 
established on the petition date (or the 
order for relief date) and encompasses all 
transfers within the relevant period 
provided by state law.”  EPD at 691-692.  
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Reach-Back Period / Tolling 
Period

• Two-Year Tolling Period is because 
trustees need adequate time to 
investigate the debtor’s financial affairs 
and operations (“breathing room”—see 
EPD at 691)

• Need to obtain bank and financial records 
and testimony through Fed. R. Bankr. P. 
2004

• Forensic accountants need sufficient time 
to review and analyze transfers prior to 
the filing of avoidance actions

• If the reach-back period is not tolled for a 
two-year period, requires the process to 
move faster and will be more costly at the 
outset
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Stepping Into the Shoes of the IRS 
for a Longer Reach Back Period?

• “In sum, this Court agrees with Kaiser and the 
majority of decisions that the language in § 544(b) is 
clear and allows the Trustee in this case to step into 
the shoes of the IRS to take advantage of the ten-year 
collection period in 26 U.S.C. § 6502.”  In re Kipnis, 
555 B.R. 877, 883 (Bankr. S.D. Fla. 2016).

• “So, the Vaughan court's policy concerns may be 
justified and Vaughan may be right in believing that 
Congress intended that § 544(b) be limited to 
avoidance actions that only non-governmental 
creditors could bring. But the statute does not say that 
and this Court cannot simply read such a limitation 
into the text.”  Kipnis at 883.
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Fictitious Profits

• General rule is that the Trustee’s recovery is 
limited to recovery of fictitious profits from net 
winners

• Withdrawals - Investments = Fictitious Profits in 
most circuits

• Donell v. Kowell, 533 F.3d 762, 770 (9th Cir. 
2008)
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Fictitious Profits 
in the Madoff Case

• “Equality is achieved in this case by employing the 
Trustee's method, which looks solely to deposits 
and withdrawals that in reality occurred. To the 
extent possible, principal will rightly be returned to 
Net Losers rather than unjustly rewarded to Net 
Winners under the guise of profits. In this way, the 
Net Investment Method brings the greatest 
number of investors closest to their positions prior 
to Madoff's scheme in an effort to make them 
whole.”  In re Bernard L. Madoff Inv. Sec. LLC, 
424 B.R. 122, 142 (Bankr. S.D.N.Y. 2010)
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Potential for the Trustee to Recover 
More than Fictitious Profits

• The Trustee can recover the total transfers from 
the debtor to the defendant (fictitious profits + 
return of principal) if: 

• The Trustee establishes his prima facie case; 
and 

• The defendant does not establish the 
applicable defenses (11 U.S.C. section 548(c) 
or section 544 and the comparable provision 
in the UVTA/UFTA)
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Recovering Amounts from Other 
Transferees as Fraudulent/Voidable 

Transfers
• Third parties that receive transfers for the benefit of 

investors (e.g., credit card companies, lenders, auto 
finance companies)

• Third parties that receive transfers for the benefit of the 
principal of the debtor or for the benefit of other people or 
entities 

• Potential heightened pleading standard for non-investors 
• Some courts have ruled that the trustee must tie 

together the intent with the intent with the specific 
transfers to third parties.  See In re Automated 
Finance Corp., 2011 WL 10502417 (Bankr. C.D. Cal. 
2011) 

• Recovery from the IRS
• “[i]n allowing for the avoidability of transfers made to 

the IRS, Congress ensured that the IRS is on equal 
footing with all other creditors.”  In re DBSI, Inc., 869 
F.3d 1004, 1016 (9th Cir. 2017) (where the Court held 
“[w]e affirm the district court’s judgment that 
sovereign immunity does not preclude Zazzali from 
avoiding the $17 million in tax payments that were 
fraudulently transferred to the IRS.”)
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Recovering Gambling Losses
• Gambling in casinos

• Often difficult to recover (e.g, In re 
Chomakos, 69 F.3d 769 (6th Cir. 1995; 
Fisher v. Las Vegas Hilton Corp., 47 
Fed.Appx. 824 (9th Cir. 2002)).

• Gambling at homes/hotels/other locations

• “Controlled games” under state/local 
laws?  E.g., California Penal Code section 
337(j), California Business & Professions 
Code section 19800, et seq. and 19923 

• Operators of games licensed by the state 
or local government?

• Location a licensed establishment to 
conduct gaming?

• Equipment used licensed for gaming?
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Recovering Fraudulent 
Transfers Made to Charities

• Limitation on avoiding transfers to charities.  
11 U.S.C. Section 548(a)(2)

• Limitation only applies to constructive 
fraudulent transfers, not as to fraudulent 
transfers made with actual intent
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Motions to Compel Arbitration 
of  Fraudulent Transfer Claims

• No arbitration of state law fraudulent 
transfer claims

• “Only the parties to an arbitration 
agreement are bound by it. Mitsubishi 
Motors Corp. v. Soler Chrysler–
Plymouth, Inc., 473 U.S. 614, 625, 
105 S.Ct. 3346, 87 L.Ed.2d 444 
(1985). The creditors did not sign the 
arbitration clauses at issue here. As a 
result, arbitration agreements signed 
by the debtors cannot apply to claims 
under § 544 or California Civil Code 
section 3439.04.  See Allegaert v. 
Perot, 548 F.2d 432 (2d Cir.1977) (so 
holding). As to these claims, then, the 
court had no discretion to allow 
arbitration.”  In re EPD Inv. Co., LLC, 
821 F.3d 1146, 1152 (9th Cir. 2016).
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PREFERENCE 
CLAIMS
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Preference Claims

• Transfers in Ponzi schemes are more vulnerable 
to attack as fraudulent transfers

• In re Grafton Partners, L.P., 321 B.R. 527, 532 
FN 5 (9th Cir. BAP 2005)

• However, transfers in Ponzi cases can still be 
recovered as preferences

• See In re United Energy Corp, 102 B.R. 757 
(9th Cir. BAP 1989); Danning v. Bozek (In re 
Bullion Reserve of North America), 862 F.12 
1214 (9th Cir. 1988)
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Why Pursue Preference Claims 
Against Recipients of 
Fraudulent Transfers?

• Alternate theory for recovery

• The defendant may have an 
applicable defense to fraudulent 
transfer claims but not to preference 
claims

• 11 U.S.C. section 547(f)—presumed 
insolvency for 90 days pre-petition.  
Could be an issue if there is no plea 
agreement or guilty plea
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Defenses to Preference Claims

• Same defenses as to a normal preference claim

• But, no ordinary course defense

• Henderson v. Buchanan, 985 F.2d 1021, 1025 
(9th Cir. 1993)

• In re Bullion Reserve Co. of North America, 
836 F.2d 1214, 1219 (9th Cir. 1988)
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SPECIFIC DEFENSES

 Good Faith

 For Value

 Section 546(e)

 Withdrawal of Reference

 “Mere Conduit” Defense

 Standing

 Defenses for Non-U.S. Parties
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C.  Good Faith

1. Not Subject to Precise Definition Making Summary

Judgment Rare:

Consove v. Cohen (In re Roco Corp.), 701 F.2d

978, 984 (1st Cir. 1983) ("[G]ood faith requirement .

. . [under 548(c)] . . . is not susceptible of precise

definition"). The determination is specific to each

avoidance action based on the unique facts of what

each recipient of a fraudulent conveyance knew or

had inquiry notice of. Summary judgment is rare.

See Brown v. Third Nat'l Bank (In re Sherman), 67

F.3d 1348, 1355 (8th Cir. 1995) ("Good faith is not

susceptible of precise definition and is determined

on a case-by-case basis.").
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C.  Good Faith (cont.)

2. Objective Good Faith; Against Whom Inquiry Notice

is Measured:

Courts grapple with whether the defendant's good faith

should be decided on a subjective test (based on the

actual mindset of the particular transferee who receives

the transfer) or on an objective test (based on whether

a typical investor with the same acumen and

sophistication of the actual defendant would have been

put on inquiry notice that the transaction lacks good

faith). Compare In re Agric. Research & Tech. Corp.,

916 F.2d 528, 535-36 (9th Cir. 1990) (applying an

objective test) with Gold v. First Tennessee Bank Nat'l

Ass'n (In re Taneja), 743 F.3d 423 (4th Cir. 2014)

(finding that "good faith" has both a subjective and

objective component).
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C.  Good Faith (cont.)

3. Frequently, courts place a "specific focus on
the class or category of the transferee" and,
therefore, whether a transferee on inquiry
notice is informed by "the standards, norms,
practices, sophistication and experience
generally possessed by participants in the
transferee's industry or class." In re Bayou
Group (“Bayou IV”), 439 B.R. 284, 313
(S.D.N.Y. 2010).

4. What a person with defendant's experience
and sophistication should have known is itself
almost always an issue of fact. Id. at 320-327.

5. The Fourth Circuit in the recent Taneja case
applies a more lenient standard.
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C.  Good Faith (cont.)

6. The defendant may still be able to establish its good

faith, even if it was under a duty of inquiry, if it can

show that it would not have been able to ascertain

relevant facts about the debtor even if it had made

reasonably diligent inquiry. In re Agric. Research &

Tech. Corp., 916 F.2d at 536. This also is a factual

issue to be decided case by case.

7. Other courts impose a higher standard and require

that the defendant actually make diligent inquiry

where it is found to be on inquiry notice. See e.g.

In re Manhattan Inv. Fund III, 397 B.R. 1, 22-24

(S.D.N.Y. 2007); see also S.E.C. v. Forte, 2012 WL

1719145 (E.D. Pa. May 16, 2012).
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C.  Good Faith (cont.)

8. Lack of Good Faith is Premised on Knowledge or

Inquiry Notice of Debtor's Fraud or Insolvency:

There are two types of information that, if possessed by

the defendant, courts have held manifest lack of good

faith: (a) knowledge of the fraud or (b) knowledge of the

debtor's insolvency. Bayou IV rejects the notion that

inquiry notice awareness of other issues regarding the

transferor's operations that do not meaningfully bear on

the debtor's insolvency or its fraudulent practices give

rise to a basis to challenge the defendant's good faith.

439 B.R. at 314 (bankruptcy court erred by considering

information suggesting any "infirmity in [the transferor] or

[in] the integrity of its management").

47



C.  Good Faith (cont.)

9. Above Market Returns.

Frequently in Ponzi cases, the trustee argues

that the transferee is put on notice of the likely

fraudulent nature of the debtor's business

because the purported returns to the transferee

are substantially above typical market returns

for similar investments.
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C.  Good Faith (cont.)

10. Red Flags:

In determining whether the transferee should

be on inquiry notice of a debtor's fraudulent

activities or insolvency, potential "red flags"

identified by courts include:

a. Statements by the debtor concerning its

improprieties and fraudulent conduct. See

Armstrong v. Collins, No. 01 Civ. 2437 (PAC), 02

Civ. 2796 (PAC), 02 Civ. 3620 (PAC), 2010 WL

1141158, at *27-28 (S.D.N.Y. Mar. 24, 2010).
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C.  Good Faith (cont.)

b. Actual knowledge of the debtor's financial

problems. See In re Grove-Merritt, 406 B.R. 778,

810 (Bankr. S.D. Ohio 2009).

c. Knowledge of a tax lien filed against the debtor.

See In re Armstrong, 259 B.R. 338, 344 (Bankr.

E.D. Ark. 2001).

d. Knowledge of an impending bankruptcy. See In

re McLaren, 236 B.R. 882, 902 (Bankr. D.N.D.

1999).

e. Knowledge of the debtor's commingling of funds,

acceptance of escrow checks in its personal

account, and previous bounced checks. See

Cannon v. J.C. Bradford & Co., 230 B.R. 546,

593-94 (Bankr. W.D. Tenn. 1999) (reversed on

appeal).
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C.  Good Faith (cont.)

f. Promises of investment returns of 468% coupled

with the debtor's use of post-dated checks to

investors, and checks returned to investors with

insufficient funds. See Jobin v. McKay, 84 F.3d

1330, 1338-39 (10th Cir. 1996).

g. Knowledge that the transfer received as "grossly

in excess of the value" the transferee had

provided. See In re Agric. Research & Tech.

Corp., 916 F.2d at 539.
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C.  Good Faith (cont.)

11. Expert Testimony Not Necessarily Required:

The Fourth Circuit stated in Taneja that:

"[W]e decline to hold that a defendant asserting a

good-faith defense must present third-party expert

testimony in order to establish prevailing industry

standards. Although certain cases may warrant, or

even require, such specialized testimony, an

inflexible rule that expert testimony must be

presented in every case to prove a good-faith

defense unreasonably would restrict the

presentation of a defense that ordinarily is based on

the facts and circumstances of each case and on a

particular witness' knowledge of the significance of

such evidence."
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C.  Good Faith (cont.)

12. To recover transfers in SIPA proceedings, the trustee bears the 

burden of proving an investor’s lack of good faith, in line with 

SIPA’s twin goals of maintaining marketplace stability and 

encouraging investor confidence. SIPC v. BLMS, 516 B.R. 18 

(S.D.N.Y. 2014)

• An investor has no inherent duty to inquire, and SIPA creates no 

such duty. Picard v. Katz, 462 B.R. 447 (S.D.N.Y. 2011).

• But the court will find the investor lacked good faith in a SIPA 

proceeding as a result of the investors: 

1) “actual knowledge” of fraud; or 

2) “willfull blindness” to a fact highly suggesting fraud. Picard v. 

Magnify, Inc. (In re BLMIS), 583 B.R. 829 (Bankr. S.D.N.Y. 

2018) (collecting cases); Picard v. Katz, 462 B.R. 447 

(S.D.N.Y. 2011). 
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C.  Good Faith (cont.)

13. Actual Knowledge: The trustee may avoid intentional fraudulent 

transfers under § 548(a)(1)(A), if the investor had actual 

knowledge of the Ponzi scheme.

• The investor lacks good faith if he did not merely suspect 

fraud but actually knew of the fraud. Picard v. Magnify, Inc.

583 B.R. 829 (Bankr. S.D.N.Y. 2018). 

• The investor was not entitled to safe harbor protection where 

the investor had “actual knowledge that there were no actual 

securities transactions being conducted.” SIPC v. BLMIS, 

2013 WL 1609154 (S.D.N.Y. 2013).

• Actual knowledge “implies a high level of certainty and 

absence of any substantial doubt regarding the existence of 

a fact.” Picard v. Merkin (In re BLMIS), 515 B.R. 117 (Bankr. 

S.D.N.Y. 2014).
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C.  Good Faith (cont.)

14. Willful Blindness: Trustee must plead with particularized 

allegations a lack of subjective good faith, meaning the investor 

turned a blind eye to facts that suggested a high probability of 

fraud. SIPC v. BLMIS, 516 B.R. 18 (S.D.N.Y. 2014)

• The trustee must prove both elements of willful blindness: 

1) Lack of Subjective Good Faith: The investor subjectively 

believed there is a high probability a fact existed; and lack of 

objective good faith is not enough. Picard v. Avellino, 469 B.R. 

408 (S.D.N.Y. 2012)

2) Deliberate Action: The Investor took deliberate actions to 

avoid learning that fact. Picard v. BNP Paribas S.A., 594 B.R. 

167 (Bankr. S.D.N.Y. 2018)

• If a person intentionally blinds himself to the “red flags,” 

that suggests a high probability of fraud; his “willful 

blindness” to the truth is tantamount to a lack of good faith. 

Picard v. Katz, 462 B.R. 447 (S.D.N.Y. 2011)
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C.  Good Faith (cont.)

15. Picard v. Citibank, N.A., 608 B.R. 181 (Bankr. S.D.N.Y. 

2019)

• Investor knew returns were unrealistic;

• Investor could not verify options trades;

• Employee believed returns could not have been achieved 

through stated strategy;

• Options desk was unfamiliar with Madoff options trades;

• But no subjective belief that Madoff’s business was 

fraudulent;

• Citibank did due diligence to investigate its concerns, but its 

efforts did not reveal the fraud;

• Court held that it was implausible that Citibank would make a 

loan to a feeder fund in total amount of $400 million if it knew 

Madoff was a fraud.

• On appeal to Second Circuit.
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D.  For Value

1. 11 U.S.C. § 548(d)(2) defines value as

"property, or satisfaction or securing of a

present or antecedent debt of the debtor . . .“

2. "Property" means a reasonably equivalent

exchange of consideration.

3. In the vast number of Ponzi scheme cases,

defendants can establish "value" by arguing

that the principal they recovered from the Ponzi

debtor was in satisfaction of an antecedent

debt because the nature of the initial

investment in the Ponzi scheme gave rise to a

claim.
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D.  For Value (cont.)

4. False Profits:

"[T]he general rule is that a defrauded investor

gives 'value' to the Debtor in exchange for a

return of the principal amount of the investment,

but not as to any payments in excess of

principal." Perkins v. Haines, 661 F.3d 623, 627

(11th Cir. 2011); Donell v. Kowell, 533 F.3d 762,

777 (9th Cir. 2008) ("Payouts of 'profits' made by

Ponzi scheme operators are not payments of

return on investment from an actual business

venture."); Scholes v. Lehmann, 56 F.3d 750, 757

(7th Cir. 1995); but see Finn v. Alliance Bank,

860 N.W.2d 638, 652-53 (Minn. 2015).
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D.  For Value (cont.)

5. Contrasting Debt with Equity Investments:

But what if the investment with the Ponzi entity

does not give rise to a claim against the debtor,

but instead is made as an equity infusion giving

rise to an "interest in" the debtor, such as a

limited partnership interest or limited liability

membership. Many hedge funds and private

equity funds are structured this way.

If the investment is made as equity, how can

the defendant establish "for value" based on

satisfying an "antecedent debt"?
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D.  For Value (cont.)

a. So how have the courts handled the

"interest in" Ponzi cases as distinct from the

"claims against" Ponzi cases.

b. Almost all of the reported cases have

involved claims, not interests.

c. Courts starting with Eby v. Ashley, 1 F.2d

971 (4th Cir. 1924), established the notion

that distributions made to investors who lent

money (i.e. creating a claim) also gave rise

to a tort "claim" for fraud and rescission.
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D.  For Value (cont.)

d. Two reported Ponzi cases, In re AFI

Holding, Inc., 525 F. 3d 700 (9th Cir. 2008)

and Perkins v. Haines, 661 F.3d 623 (11th

Cir. 2011), have found that the result in

equity investment cases should be the

same.

e. In re Terry Mfg. Co., Inc., 2007 WL 274319

(Bankr. M.D. Ala. 2007) supports making a

distinction in the treatment of claims vs.

interests.
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Section 546(e) Defense

 Actions involving securities 

transactions

 Statutory Safe Harbor

 Battleground

 Effect
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Section 546(e) Defense

 Section 546(e):  “Notwithstanding sections 544, 545, 547, 

548(a)(1)(B), and 548(b) of this title, the trustee may not avoid a 

transfer that is a margin payment, as defined in section 101, 741, or 

761 of this title, or settlement payment, as defined in section 101 or 

741 of this title, made by or to (or for the benefit of) a commodity 

broker, forward contract merchant, stockbroker, financial institution, 

financial participant, or securities clearing agency, or that is a 

transfer made by or to (or for the benefit of) a commodity broker, 

forward contract merchant, stockbroker, financial institution, 

financial participant, or securities clearing agency, in connection 

with a securities contract, as defined in section 741(7), commodity 

contract, as defined in section 761(4), or forward contract, that is 

made before the commencement of the case, except under 

section 548(a)(1)(A) of this title.”
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Section 546(e) Defense
 The issues focus on the definitions of “settlement 

payment,” “stockbroker,” “financial institution,” “securities 

contract” and “customer” in the context of a Ponzi 

scheme

 Clarity in the Second Circuit: the statutory safe-harbor of 

Section 546(e) bars the Madoff Trustee from asserting 

both “constructive” fraudulent transfer and preference 

claims.  

 See Picard v. Ida Fishman Revocable Trust, 773 F.3d 

411, 423 (2d Cir. 2014), cert. denied, 135 S.Ct. 2859 

(June 22, 2015).
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Section 546(e) Transactions

⚫ Section 546(e) is a defense to claims based on 
preference, constructive fraud, or on state law.

⚫ Added Significance: When state law claims are 
asserted, plaintiffs often benefit from reach-back 
periods under state law. If a Section 546(e) defense 
is successful, a plaintiff will be left with “actual” fraud 
claims under Section 548(a)(1)(A), which only permit 
the plaintiff to recover on transfers dating back two 
years from the filing of the bankruptcy petition.
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Section 546(e) Transactions

 A “stockbroker” is a “person-(A) with respect to which there is a 
customer . . . and (B) that is engaged in the business of effecting 
transactions in securities.” 11 U.S.C. § 101(53A).

 “Financial Institution” is defined broadly to include an entity that is a 
commercial or savings bank.  11 U.S.C. § 101(22).

 A “securities contract,” in turn, is defined at length in sections 
741(7)(A)(i)-(xi) of the Code as, inter alia, “a contract for the 
purchase, sale, or loan of a security.” 11 U.S.C. § 741(7)(A)(i)-(xi).
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Section 546(e) Transactions

⚫ “Settlement Payments”: Broadly defined and commonly construed to 
include as any transfer that concludes a securities transaction. 

⚫ Enron Creditors Recovery Corp. v. Alfa, S.A.B. de C.V., 651 F.3d 329, 
334 (2d Cir. 2011) (also noting the breadth of the term “securities 
transaction” and rejecting limitations on the definition).

⚫ Enron Corp. v. Int’l Fin. Corp. (In Re Enron Corp.), 341 B.R. 451, 456 
(Bankr. S.D.N.Y. 2006) (“in securities industry, any transfer of cash or 
securities to complete a securities transaction is considered a 
settlement payment”) (internal quotations omitted).
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Section 546(e) Transactions

⚫ Merit Management Group, LP v. FTI Consulting, Inc., 
183 S.Ct 883 (2018)

• To determine if a claim is barred by Section 546(e), a court must 
evaluate whether the transferor or transferee involved in the 
transfer to be avoided is a covered entity, not to an intermediary.

• The Court acknowledged that a transferee’s customer may also be 
the covered entity, given that 546(e) provides a safe harbor for 
transfers made “for the benefit of” a covered entity.  
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Section 546(e) Transactions

 In re Tribune Company Fraudulent Conveyance 
Litigation, 946 F.3d 66 (2d Cir. 2019)

⚫ Creditors brought state law constructive fraudulent 
conveyance claims when the Litigation Trustee chose 
to pursue only actual fraudulent transfer claims.

⚫ Creditor claims were not subject to automatic stay 
because the Bankruptcy Court had granted relief from 
it.

⚫ Creditor claims were barred by 546(e) because 
Tribune is a “financial institution” and the transfer was 
“in connection with a securities contract.”

• Tribune was a “customer” of Computershare and 
Computershare was Tribune’s “agent.”
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Section 546(e) Transactions

 Battleground (absent actual knowledge) 

will be on Good Faith defense

 Picard v. Merkin, 515 B.R. 117 (Bankr. 

S.D.N.Y. 2014).

 Picard v. Ceretti, 09-01161-smb, 2015 

WL 4734749 (Bankr. S.D.N.Y. Aug. 11, 

2015).

 Picard v. Legacy Capital Ltd., 548 B.R. 

13 (Bankr. S.D.N.Y. 2016).
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Withdrawal of the Reference

 Where should claims be brought: 

district court vs. bankruptcy court?

 Motion to Withdraw:  motions to 

withdraw cases from Bankruptcy court 

into Federal district court
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Withdrawal Decisions

 Picard v. Alpha Prime Fund Ltd.,11 Civ. 836 
(JSR), Order dated Mar. 25, 2011.

 Picard v. JPMorgan Chase, et al., 454 B.R. 307 
(CM) (S.D.N.Y. 2011).

 Picard v. HSBC Bank PLC et al., No. 11 Civ. 763 
(JSR), Order dated June 6, 2011.

 Picard v. Katz, No. 11 Civ. 3605 (JSR), Order 
dated July 5, 2011.

 Picard v. Flinn Invs., LLC, 463 B.R. 280 (JSR) 
(S.D.N.Y. 2011).

 Picard v. Greiff, 476 B.R. 715 (JSR) (S.D.N.Y. 
2012).
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Mere Conduit: Who is an initial 

transferee under Section 548?

 Decision based definitions

 “Dominion and control” test

 Judge Easterbrook’s seminal discussion in Bonded Fin. 
Servs. Inc. v. European American Bank, 838 F.2d 890, 
894 (7th Cir. 1988) -- recipient can be found to be an 
“initial transferee” within the meaning of the statute only if 
transferred funds are received into the transferee’s 
unfettered “dominion and control,” such that the funds 
may be spent on, for instance, “lottery tickets or uranium 
stocks.”
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Mere Conduit Defense

 Dominion and Actual Control test is widely adopted:

⚫ Bonded Fin. Servs, Inc. v. European Am. Bank remains the starting 
point.  838 F.2d 890, 893 (7th Cir. 1998) (a transferee must be 
capable of using funds “for its own purposes” to have transferee 
liability).

⚫ In re Finley, 130 F.3d 59 (2d Cir. 1997) adopting Bonded Financial
test.

⚫ Goldman Sachs Execution & Clearing L.P. v. Official Unsecured 
Creditors’ Comm. Of Bayou Group, 491 F. App’x 201, 204-05 (2d Cir. 
2012) refusing to reject Gredd II’s “dominion and control” test.

⚫ Andreini & Co. v. Pony Express Delivery Servs. (In re Pony Express 
Delivery Servs.), 440 F.3d 1296, 1303 (11th Cir. 2006) (requiring 
“unrestricted legal control” over funds).
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Mere Conduit Defense

 But one very fact-specific case from Judge Lifland in NY 
rejected a mere conduit defense suggesting right to control is 
the test and exercise of that control is not necessary. Bear, 
Stearns Sec. Corp. v. Gredd (In re Manhattan Inv. Fund III) 
(“Gredd II”), 397 B.R. 1, 4-6 (S.D.N.Y. 2007). 

 The Second Circuit applied the Gredd II reasoning in Goldman, 
finding that Goldman, whose customer held a margin account, 
could be an initial transferee because it had ability to use funds 
to protect itself. 491 F. App’x 201, 204-05. 

 Gredd II’s reasoning has been rejected by other Courts: See, 
e.g., Grayson Consulting, Inc. v. Wachovia Securities LLC (In 
re Derivium Capital LLC), 437 B.R. 798, 808-09 (Bankr. D.S.C. 
2010).

75



Mere Conduit Defense

 Taylor, Bean and Whitaker Plan Trust v. 
ADP Inc., 2018 WL 5784699 (M.D. Fl. 
Nov. 1, 2018)
⚫ Payroll transferee held to be mere conduit.
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Standing
 Applicable to common law claims asserted by Trustees (e.g., claims 

for common law fraud, aiding and abetting, conversion, breach of 

fiduciary duty, unjust enrichment)

 See Picard v. JPMorgan Chase & Co., 721 F.3d 54 (2d Cir.) cert. 

denied, 134 S.Ct. 2895 (2012) affirming, Picard v. JP Morgan 

Chase & Co., 460 B.R. 84 (S.D.N.Y. 2011) and Picard v. HSBC 

Bank PLC, 454 B.R. 25 (S.D.N.Y. 2011). 

⚫ Trustee lacks standing to pursue claims that belong to creditors and 

can only pursue claims that belonged to the debtor before

bankruptcy.

⚫ In pari delicto applies (see Kirschner v. KMPG LLP, 15 N.Y.3d 446, 

464 (2010)).

⚫ Subrogation and contribution theories will not work.

 But see Cobalt Multifamily Invs. I, LLC v. Shapiro, 6 Civ. 6468 (KMW) 

(S.D.N.Y. March 7, 2012) (suggesting different result in Conn. and N.J.).
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Standing

 Generally, creditors cannot assert derivative 

fraudulent transfer claims.

 But see In re Wilton Armetale, 2020 WL 4460000 (3d 

Cir. Aug. 4, 2020). 

⚫ Claim existed before bankruptcy and was general 

to all creditors; as a result, it was property of the 

estate.  

⚫ If a trustee abandons his or her claim, creditors 

can assert their own claims even if they would 

have been property of the estate.   
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Defenses for Non-U.S. Parties

 Personal jurisdiction

 Venue

 Extraterritoriality
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Extraterritoriality
 Morrison v. Nat’l Australia Bank Ltd., 130 S. Ct. 2869 

(2010).

 The Second Circuit in the BLMIS proceedings 

addressed the extraterritorial application of the 

Bankruptcy Code in 2019.  See In re Picard, Trustee for 

the Liquidation of Bernard L. Madoff Inv. Sec. LLC, 917 

F.3d 85 (2d Cir. 2019).

 The Second Circuit determined that the transfers were 

not extraterritorial and that the U.S.’s interest in 

recovering the proceeds from fraudulent transfers was 

compelling.  
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Extraterritoriality

 Madoff Ponzi scheme cases: In re Optimal U.S. 
Litig., 865 F.Supp.2d 451 (S.D.N.Y. 2012) (section 
10(b)); In re Banco Santander Sec.-Optimal Litig., 
732 F. Supp. 2d 1305 (S.D. Fla. 2010), aff'd sub 
nom. Inversiones Mar Octava Limitada v. Banco 
Santander S.A., 439 F. App'x 840 (11th Cir 2011) 
(same); In re Merkin, 817 F. Supp. 2d 346 (S.D.N.Y. 
2011) (same).

 Other statutes:  Norex Petroleum Ltd. v. Access 
Indus., Inc., 631 F.3d 29 (2d Cir. 2010) (RICO); 
NewMarket Corp. v. Innospec Inc., No. 3:10CV503-
HEH, 2011 WL 1988073 (E.D. Va. May 20, 2011) 
(Robinson-Patman Act).
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Personal Jurisdiction

 Madoff case law

⚫ Picard v. Maxam Absolute Return 

Fund, L.P. (In re BLMIS), 460 B.R. 

106 (Bankr. S.D.N.Y. 2011).

⚫ Picard v. Chais (In re BLMIS), 440 

B.R. 274 (Bankr. S.D.N.Y. 2010).

⚫ Picard v. Cohmad Sec. Corp. (In re 

BLMIS), 418 B.R. 75 (Bankr. S.D.N.Y. 

2009).
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Personal Jurisdiction

 Vasquez v. Hong Kong and Shanghai Banking Corp., 2020 WL 

4586729 (S.D.N.Y. Aug. 10, 2020).

⚫ Mere maintenance of a correspondent bank account is 

insufficient to establish personal jurisdiction.

⚫ Courts must evaluate specific correspondent bank 

transactions relevant to case to determine if they are 

“purposeful” contacts.

• Court held that HSBC did not purposefully avail itself of 

New York law, considering (1) the defendant bank’s 

level of control over the transfers, (2) the defendant 

bank’s marketing of the correspondent account or 

encouragement of others to use it, (3) the necessity of 

the correspondent account to the alleged scheme, and 

(4) other conduct by which the bank projected itself into 

the New York market.
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Venue

 Concern for non-U.S. parties, such as 

off-shore investment vehicles

 Chapter 15 proceedings 

 Issues

⚫ choice of forum

⚫ choice of law

⚫ FNC
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