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 It is axiomatic that all Ponzi schemes eventually fail.  When they do, bankruptcy is 
usually the result.  When representing a trustee – Ponzi schemes bankruptcies always result in 
the appointment of a trustee to displace the fraudulent Ponzi scheme perpetrator – in a Ponzi 
scheme bankruptcy, the prosecution of avoidance actions is often the major asset of the defunct 
business.  Avoidance actions include federal and state law fraudulent transfer claims as well as 
preference actions.  These actions are powerful tools that a trustee can employ to rectify the 
inequities fashioned at the hands of the fraudster.

 Ponzi schemes are by definition zero sum games where the fraudster takes money from 
one entity to pay it to another.  The result is that some entities receive back more than their initial 
investment while others receive back less.  Trustees commence avoidance actions to level the 
playing field among the victims of the fraudulent scheme.  By seeking recovery from those 
entities who received more than they invested, the trustee is able to make a distribution to those 
entities who received less than they invested.

 I. Fraudulent Transfer Claims Under the Bankruptcy Code 

A.  Actual Fraudulent Transfer: Bankruptcy Code § 548(a)(1)(A) 

In Ponzi scheme cases, the trustee may recover transfers received by a defendant within 
two years from the petition date under § 548(a)(1)(A), which provides for recovery of transfers 
that the transferor “made  . . . with actual intent to hinder, delay, or defraud . . . .” 11 U.S.C. § 
548(a)(1)(A) (2010).  If the transferor made a transfer with fraudulent intent, section § 
548(a)(1)(A) is satisfied; and the intent or understanding of the transferee is not relevant. See In 
re Bayou Group, LLC, 439 B.R. 284, 304 (S.D.N.Y. 2010) (“Bayou III”), 439 B.R. at 304.  Cases 
in the Second Circuit have held that the fraudulent intent of the transferor is presumed in cases 
where the debtor operated a Ponzi scheme as transfers made during the course of the scheme are 
made for no other purpose other than to hinder, delay or defraud creditors. See, e.g., Gredd v. 
Bear, Stearns Secs. Corp. (In re Manhattan Inv. Fund, Ltd.), 359 B.R. 510, 517–18 (Bankr. 
S.D.N.Y. 2007), aff’d in part, rev’d in part, 397 B.R. 1, 22–26 (S.D.N.Y. 2007) (“Manhattan
Inv. Fund”).  Once the trustee establishes the transferor’s actual fraud, all of the two year 
transfers are recoverable unless the transferee can prove that it received the transfers for “value” 
and in “good faith.” See Bayou III, 439 B.R. at 308. 

Because § 548(c) is an affirmative defense, the transferee bears the burden of proving 
both that it took for value and in good faith. Id.  Defendants who receive fictitious profits do not 
have a § 548(c) defense, as it has been universally held that an investor in a Ponzi scheme cannot 
provide value for transfers above the amount invested.  Although investors of principal typically 
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do not, strictly speaking, provide “value” because their money perpetuated the fraud, see
Armstrong v. Collins, U.S. Dist. LEXIS 28075, at *67 (S.D.N.Y. Mar. 24, 2010), a good faith 
investor generally would, nonetheless, be entitled to a claim of rescission to recover 100% of the 
amount of his investment.  See In re Bayou, Group, LLC, 396 B.R. 810, 844 (Bankr. S.D.N.Y. 
2008) (“Bayou II”).

Although good faith is not defined in the Bankruptcy Code, cases have explained that a 
transferee attempting to prove its good faith is subject to a two-step analysis: (1) whether the 
transferee was on inquiry notice of the debtor’s fraud; and if so, then (2) whether the transferee 
was diligent in its investigation.  See Manhattan Inv. Fund, 397 B.R. 1, 22–23 (S.D.N.Y. 2007).
The test for good faith is objective: “An objective, reasonable investor standard applies to both 
the inquiry notice and the diligent investigation components of the good faith test.”  Bayou III,
439 B.R. at 313 (taking into account the “standards, norms, practices, sophistication, and 
experience” of the participants in the defendant’s “industry or class”)  Willful blindness to a 
fraud constitutes inquiry notice. Armstrong v. Collins, 2010 U. S. Dist. LEXIS 28075, at *82–83 
(rejecting good faith defense because facts indicated that investor “could no longer ‘safely turn a 
blind eye’ to the mounting evidence that [debtor] was not engaged in legitimate business.”). 

Once a defendant is on inquiry notice, a transferee must satisfy the “diligent 
investigation” requirement to establish good faith.  This requirement has been defined variously 
as requiring a transferee to show that it “was diligent in its investigation” of the facts, see, e.g.,
Manhattan Inv. Fund, 397 B.R. at 22–23.  At a minimum, the requirement is not satisfied by 
merely inquiring with the transferor itself.   Manhattan Inv. Fund, 359 B.R. at 526.  If the 
transferee was on inquiry notice and did not conduct a diligent investigation, the transferee 
cannot carry its burden of establishing a good faith defense under section 548(c). See Picard v. 
Merkin (In re BLMIS), 440 B.R. 243, 256 (Bankr. S.D.N.Y. 2010).  Of course, if a diligent 
investigation is conducted that “aggravates, rather than allays, the concerns placing the transferee 
on inquiry notice, then no ‘good faith’ defense is supported.” Bayou II, 396 B.R. at 846.
Furthermore, support for a finding of inquiry notice can be found in a transferee’s own 
reactions—for example, if the information in fact caused the transferee to take some action.  See
Manhattan Inv. Fund, 397 B.R. at 23. 

B. Constructive Fraudulent Transfer: Bankruptcy Code § 548(a)(1)(B)

The trustee in a Ponzi scheme bankruptcy may also allege claims against defendants 
based on constructive fraud under the Bankruptcy Code, which provides that a transfer is 
constructively fraudulent when the debtor makes a transfer of an interest in property for which 
the transferee does not provide “reasonably equivalent value” while the debtor is insolvent, 11 
U.S.C. § 548(a)(1)(B) (2010), regardless of the good or bad faith of the transferee.  Again, as 
discussed in context of actual fraudulent transfers, value is never received by the debtor in 
exchange for fictitious profits in a Ponzi scheme.  See In re Bayou Group, LLC, 362 B.R. 624, 
636 (Bankr. S.D.N.Y. 2007) (“Bayou I”).  Thus, for the same reasons it would prevail on its 
actual fraud claim, the trustee would typically prevail on his constructive fraud claim to avoid 
fictitious profits, i.e., no value. 

As discussed above, the trustee is entitled to the recovery of two year transfers of an 
investor’s principal; the value of such defendant’s initial investment is not actually viewed as a 
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return of principal, because the initial investment is not considered a true investment.  See Donell 
v. Kowell, 533 F.3d 762, 772 (9th Cir. 2008).  “By ‘investing’ in a Ponzi scheme run by the 
debtor, even unwittingly, a person does not—strictly speaking—provide ‘value.’  This is because 
the money invested simply perpetuates the debtor’s fraudulent scheme . . . .”  Armstrong, 2010 
U.S. Dist. LEXIS at *67.  On the issue of good faith, “only innocent investors who reasonably 
believed that they were investing in a legitimate enterprise are entitled to claims for restitution.”  
Merkin, 440 B.R. at 262.  Accordingly, “good faith” investors in a Ponzi scheme may have a 
claim for restitution up to the amount of their investment. 

II. Fraudulent Transfer Claims Under State Law 

In addition to the actual and constructive fraudulent transfer provisions of § 548 of the 
Bankruptcy Code, the trustee is also empowered under § 544 of the Bankruptcy Code to recover 
fraudulent conveyances under state law.  State law often provides a longer look-back period than 
federal law.  For instance, the New York Debtor & Creditor Law (the “NYDCL”) permits the 
trustee to recover transfers made within six years of the petition, as well as transfers made 
beyond such six-year period based upon the discovery rule.2  The underlying analysis is 
substantially the same: a transfer may be avoided by the trustee unless the transfer was taken 
both for value and in good faith. 

 III. Preference Claims 

A trustee may bring preference actions to recover funds that were transferred out of Ponzi 
scheme during the 90 days prior the commencement of the bankruptcy as to all creditors and 
during the one year prior to the filing date as to insiders.  To establish a preference claim, the 
trustee must prove: 

1)  the transfer (to the creditor) occurred within the applicable 90-day or one-year period; 
2)  the debtor was insolvent at the time of the transfer, was rendered insolvent by the 

 transfer or was left with unreasonably small capital as a result of the transfer; and 
3)  the transfer was a return of principal (existence of an antecedent debt). 

Preference claims under § 547 of the Bankruptcy Code require the existence of an 
antecedent debt as a predicate fact.  A prior investment in the Ponzi scheme is considered an 
antecedent debt up to the amount of that investment.  Thus, the trustee may generally only bring 
a preference claim to recover transfers that constituted the return of an investor’s principal, and 
not to recover fictitious profits.  There is no good faith defense to preference claims.  
Accordingly, the Trustee is not required to plead or prove that the investor was on inquiry notice 
to recover preference monies. 

While insolvency is presumed in normal bankruptcy cases during the preference period, 
in a Ponzi scheme, the debtor is insolvent as a matter of law since the inception of the Ponzi 
scheme.  In re Carrozzella & Richardson, 286 B.R. 480, 486 (D. Conn. 2002).  Thus, a trustee 
can rely on the Ponzi scheme insolvency presumption to meet his or her burden in a preference 
action.  As such, establishing a preference action in the context of a Ponzi scheme is usually not 
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difficult. 

IV.  Initial and Subsequent Transferees 

Once a trustee has established that an entity received a fraudulent transfer or preference, 
he or she is entitled to recover those amounts under section 550 of the Bankruptcy Code from the 
entity who received the transfer (known as the initial transferee).  The trustee may also seek 
recovery from subsequent transferees, i.e., entities who received transfers from the initial 
transferee or from another subsequent transferee.  Thus, subject to certain defenses that a 
subsequent transferee may be able to establish, the trustee can “follow the money” and seek 
recovery from multiple entities. 

The trustee, however, is limited to the extent of its recovery from subsequent transferees.  
Specifically, a trustee may not recover from a subsequent transferee that either, (1) takes for 
value, including satisfaction or securing of a present or antecedent debt, in good faith, and 
without knowledge of the voidability of the transfer avoided; or (2) any mediate or immediate 
good faith transferee. See 11 U.S.C. § 550(b) (2010).  There is also a temporal limitation.  The 
trustee must bring a cause of action for recovery against the subsequent transferee within one 
year of the avoidance of the transfer on account of which recovery under § 550 is sought.  11 
U.S.C. § 550(f).  The trustee may only seek a single satisfaction against initial and subsequent 
transferees.  11 U.S.C. § 550(d) (2010). 
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