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s more fraudulent financial
Aschemes are exposed and forced

into bankruptcy, the trustee
(or, in other circumstances, possibly a
deblor-in-possession or the committee
of unsecured creditors) assigned the role
of recovering estate assets is often asked
to evaluate the viability of asserting
Bankruptcy Code chapter 5 causes of
action against financial institutions that
served a variety of roles within these
flawed arrangements.
One particular ave-
nue trustees must
often consider
involves the merits
of fraudulent-
transfer claims
against brokerage
firms (hereinafter,
“brokers™) who
participated in (and
often facilitated)
short-sale transactions within the
investment scheme. As defined in
Manhatian Investiment Fund, one of the
most recent cases assessing this type of
claim, “[a] short sale is a speculative
transaction where a security not owned
by the seller is sold in the hope that
the price of the security will decline,
permitting the seller to later repurchase
the security (‘cover’) and make a profit.
Typically, the seller borrows the security
to be sold short from his broker and
covers by later buying the identical stock
and transferring it to his broker,™

Generally, brokers involved in

these transactions serve as the source of
the stock sold short by the investment
scheme (i.e., the brokers pay for
securities purchased by the debtor and
deliver securities sold by the debtor).
To support trading activity, the debtor
is required to maintain a margin account
with a specifically-required balance
and, therefore, the debtors periodically
make “margin payments” to ensure
the continuation of this account and
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the investment scheme. Accordingly,
such fraudulent-transfer claims would
likely be targeted at avoiding the margin
payments received by the brokers.

For example,
in Manhattan
fnvestment Fund,
Bear Stearns acted as
the debtor's broker
to facilitate the
debtor’s short sale
activities, and the
debtor maintained
a margin account
with Bear Stearns.’
In the one year immediately preceding
the debtor's bankruptey filing, the debtor
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made |8 margin payments totaling
S141.1 million to its margin account with
Bear Stearns.’ The trustee’s fraudulent-
transfer claims against Bear Stearns
were aimed at avoiding these particular
margin payments.

At first glance, such claims
provide immediate appeal (o trustees
looking to recover seemingly
evaporated funds because they often
involve large damage models against
{generally speaking) solvent entities.
Nevertheless, a closer look at these
claims demonstrates that, before diving
into this “pot of gold,” trustees should
recognize the significant legal and
factual hurdles they will encounter in
their recovery efforts.

This article focuses on the
three primary hurdles that trustees
administering the bankruptcy estates of
exposed fraudulent financial schemes
face upon asserting fraudulent-transfer
claims against brokers involved in short-
sale transactions. The discussion below
provides a roadmap for trustees to best
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navigate through—and potentially
overcome—each hurdle. These hurdles
are (1) establishing actual intent, (2)
demonstrating that the broker was an
initial transferee and (3) overcoming the
oood-faith defense.

Hurdle #1: The Actual-Intent
Requirement and the Ponzi
Scheme Presumption

When fraudulent transfer claims
are brought against brokers,* trustees
are limited to asserting actual-intent
fraudulent-transfer claims under
§548(a) 1)(A) of the Bankrupicy Code.
Accordingly, the first hurdle trustees
must overcome is establishing the
debtor’s actual intent to hinder, delay
or defraud. The claim of actual fraud
looks only to the fraudulent intent of
the debtor-transferor (the “debtor™)
and does not require the trustee to
allege or prove that the transferee had
any intent to hinder, delay or defraud

or had any knowledge of the debtor’s
fraudulent intent.’

Establishing actual intent often
entails a prolonged fact-intensive
inquiry. However, to assist the plaintiff
in the fraudulent-investment-scheme
context, courts have fashioned a
presumption that when a plaintiff
establishes the debtor’s operation as
a Ponzi scheme, the debtor’s actual
intent to hinder, delay or defraud its
creditors is established as a matter of
law." However, for the presumption
to apply. the trustee must satisfy the
burden that the investment scheme in
question could only serve to defraud
investors and, therefore, is a qualifying
Ponzi scheme.” In the absence of this
presumption, the trustee must rely on
circumstantial evidence of fraudulent
intent to establish its claim,

4 Bankrupicy Code §546ie) (% stockbroker exceplion) provides A safe
narhor [hat shields margin payments from avoidancs notwithslanding
§6544, 545, 547 and S480a)1)(8] (constructive-intert frawmsulen]-
transfer claims) and 548(h). 11 LS, §548(e) However, th xceplon
does not apply when the debior makes such payments wilth achzal
Intent to defraud olher crediions. See 11 USC. 5548 [not including
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In addition to situations in which
the debtor admits to operating a Ponzi
scheme or is found criminally liable
for fraud,” several decisions have
applied the Ponzi scheme label and
presumption to any sort of inherently
fraudulent arrangement under which
the debtor must utilize after-acquired
investment funds to pay off previous
investors in order to forestall disclosure
of the fraud.” Nevertheless, it is
unlikely that the presumption will apply
in every case of FPonzi-type investment
arrangements, meaning that the trustee
will often be tasked with establishing
that the scheme could only serve to
defraud investors.

Moreover, because fraudulent-
transfer claims against brokers
concern funds transferred to a financial
institution rather than to investors, a
trustee arguing for application of the
Ponzi scheme presumption may also
need to demonstrate that the transfers
were related to, or made to, further
the Ponzi scheme.' If the Ponzi
scheme involved short-sale activities
and margin payments, this argument
should prevail because transfers into
margin accounts are necessary to keep
the debtor operational and alive (i.e.,
the financial institution would have
closed out its short positions and used
the money in the account to cover its
own liabilities if the transfers were not
made).'' Here are some key guestions to
consider when attempting to overcome
the first hurdle.

* Was the debtor’s investment

arrangement & Ponzi scheme?

— Was the debtor’s investment
program connected to any
legitimate business operation
or an operation that was
significantly overleveraged?
— Did the debtor make highly
unrealistic promises (o investors?
— Did the debtor become grossly
overextended within a short
period of time?
— Has the debtor admitted to
operating a Ponzi scheme or been
found criminally liable for fraud?
— Was the debtor involved in
an arrangement under which
the debtor had to utilize after-
acquired investment funds to
pay off previous investors in
order to forestall disclosure of
the fraud?

[ ——— Lefmann, 56 F-3d 750, 762 (T Cir, 1995)
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* If there was a Ponzi scheme,
were transfers to the broker related
to, or made in furtherance, of the
Ponzi scheme?

= If there was no Ponzi scheme, did
the debtor otherwise transfer or incur
an obligation with actual intent to
hinder, delay or defraud?

Hurdle #2: The Initial
Transferee Quandary

Since we are assessing the
viability of claims against brokers
and not investors, after establishing
the debtor’s actual intent, the trustee
will almost certainly be required
to establish that the broker was an
initial transferee under §550(a) of
the Code, rather than a mere conduit
or intermediary that cannot be held
liable for the recovery of damages for
fraudulent-transfer claims.

The meaning of “transferee” has
developed through case law because
the Code “does not define “transferee’
and there is no legislative history on
the point.”"* Most circuits analyzing
this issue have adopted the “dominion
and control™ test (the “mere conduit”
test) to determine transferee liability
under §550." Under this test, “the
minimum reguirement of status as
a ‘transferee’ is dominion over the
money or other asset, the right to put
the money to one’s own purposes.
When A gives a check to B as agent
for C, then C is the “initial transferee;’
the agent may be disregarded.”"
The “dominion and control™ test
seeks to ensure that the term “initial
transferee” means something more
than “initial recipient.” “the passing
of mere possession” or “the first hands
to touch the asset,”™"

In applying the “dominion and
control” test, the transferee status is
measured at the time of the transfer
(i.e., receipt of the transfer), and
not based on subsequent events.
Moreover, the test turns on the
recipient’s legal rights and obligations
toward the transferred asselts,
not simply the recipient’s legal
relationship with the debtor or the
ultimate use of the assets.

Based on dicta from Hon. Frank
Easterbrook in Bonded Financial
Services, brokers facing fraudulent-

12 Bonded Fin. Swcs. ne. v, Eurnpean Am. Sak BI8 F 24 B20, 8O3 [TIn
Cir. 1565

13 g Sew i ro Mantiatian v, Fund, 397 BR. 81 16 jregarding Second
Circud): o rer droovonet Ing, 453 F .30 1064 (9th Ci. 2006} {regarding
Binth Clrcuit)
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transfer claims might argue that the
recipient must have “unfettered control™
over the funds.'"® The Manhattan
Investment Fund courts disagreed
with this argument, holding that
legal restrictions on the use to which
transferred funds can be put merely
limits how the recipient will exercise
its dominion over the funds; they do
not preclude the recipient from having
dominion at all."”

Nevertheless, financial institutions
are not tyvpically deemed to be initial
transferees because the funds are
merely passing through their accounts
to a third party, and the broker has no
dominion or control over the pass-
through funds.'* Financial institutions
are generally deemed mere conduits of
a customer's deposits.

Moreover, brokers facing claims
in this context will almost certainly
argue that Rule 15¢3-3 (the Customer
Protection Rule) of the Securities and
Exchange Commission (SEC) expressly
precludes a conclusion that the broker
has dominion and control over the
transferred funds and requires brokers
to maintain a strict separation between
its proprietary activities and customer
assets. Accordingly, brokers are arguably
expressly precluded from using any
monies in the account for purposes
unrelated to the debtor’s trading. Some
have alleged that Rule 15c3-3"s express
prohibition is sufficient on its face to
conclude that a broker subject to the rule
lacks the requisite dominion and control
to be a transferee.

Finally, trustees asserting claims
against the broker should expect to
face certain public policy arguments
from not only the broker, but also
interested securities boards and
commissions. For example, as set
forth by the SEC in its amicus brief
to the Second Circuit in Manhattan
Investment Fund, these public policy
arguments will likely be focused on
the alleged disproportionate potential
liability faced by brokers compared
with the financial gains they actually
earn in this role."

Notwithstanding these legal and
public policy arguments, Manhattan
Investment Fund demonstrates that
courts may deem brokers involved in

16 833 F.2d &t 69384 {noting that initial fransferes Bas right 1o “buy
fotery Boknts or irAnAM Si0cks ")

17 in o Manfaitan v, Fund, 357 BLR. at 16; it re MankaStan lov, Fund,
350 BA. af 52122

1B Saw o9, i e First Sec. Morigage Cor. 33 F.3d 42, 84 [10th Cir_ 1994),

19 S5 briel, smicus curias, in susport of Defendant- Cross-Appelact a1 28-28.
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short-selling and margin payments to
be distinguishable from general “mere
conduit™ cases, regardless of Rule
15¢3-3 or public policy.™

Specifically, the bankruptcy court
and district court held that, pursuant
to the brokerage agreement at issue
and an analysis of the operations of
the relationship between the debtor
and Bear Stearns, Bear Stearns’ short-
selling and margin payments involved a
sufficient level of dominion and control
over the transferred funds (although
not unfettered) to render Bear Stearns
an initial transferee.”’ Based on this
holding, the initial-transferee analysis in
the Ponzi scheme context likely hinges
on a fact-intensive inquiry focused on
the relationship between the broker at
issue and the assets transferred. Here
are some key questions to consider
when attempting to overcome the
second hurdle.

?‘mem Mlanhatian dwestment Fungd was decided in June 2009
328 Fed. Appx. 70O (2d Cir. 2008), Alter affuming the distnicl courl's
opinion on he good-taith defense inqury {discuzsad moee fully in hundia
mumber heee), the Second Circult expressly declined to neach e S5ue
of wheter Bear Sieams was an intal transheres. id a2 T10-11

20 fa e Manfaftan im Fund, 397 B.R. & 16-22; In ro Mahatian by,
Fund, 359 B.R. of 521-22.
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* Did the broker receive
compensation for its services as
broker (e.g., fees for brokerage
services or commissions)?

» Did the broker face potential liability
if the transfers were not made?

* What were the terms of the debtor’s
account agreement with the broker,
and were the terms structured to
ensure that monies transferred would
be available to protect the broker’s
economic interests?

= Once the transferred funds were
deposited with the broker, did
the broker have any obligation to
respond to the debtor while short
positions were open?

* Was the broker authorized to use
transferred funds to make a separate profit
or for any other proprietary activities?

* Could the broker make decisions
regarding transferred funds once they
were in the debtor’'s account with
the broker and, if so, what types of
decisions could be made?

* Could and did the broker raise
or adjust the debtor’s required
margin levels?

* Were there legal or contractual
restrictions placed by the debtor on
the broker's use of transferred funds?
* Did the broker use transferred funds
to satisfy a pre-existing debt or an
obligation it had elsewhere?

» Were there open short positions in the
debtor’s account with the broker when
each transfer was made to the broker?
= Did the debtor ever seek to rescind
the terms of the account agreement
or close out its short positions?

* Did the broker produce reports
(over any timeframe) Lo assess
whether the debtor posed a risk to
the broker’s capital?

* To the extent that the broker held a
security interest in funds held in the
debtor’s account, did the broker ever
exercise its security-interest rights?

Hurdle #3: A Good-Faith Defense

Afier the trustee satisfies its burdens
that the debtor acted with actual intent
and the broker was in fact an initial
transferee, the trustee will almost
certainly have to contend with the
broker's defense of good faith. The
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good-faith defense under §548(c) of the
Code provides the broker with a statutory
opportunity to overcome the trustee’s
demonstration of actual intent. The good-
faith defense is an affirmative defense,
and the burden is on the broker to plead
and establish facts to prove the defense.”
Courts have held that the good-faith
inquiry in the actual-intent fraudulent-
transfer context is an objective one: the
duty of care that must be exercised is that
of a reasonable person.”

The broker, therefore, cannot meel
this burden by merely proving that
it did not have any actual, subjective
knowledge that the debtor was operating
a Ponzi scheme, The broker must
also establish that there were no facts
surrounding its dealings with the debtor
to put it on inguiry notice of the debtor’s
fraud or insolvency.” If the broker knew
or should have known that the debtor’s
investment scheme was oo good to be
true, then the broker has failed to carry
the burden of proving that it accepted
sums from the debtor in good faith, and
the trustee is prospectively entitled to
recover all amounts the broker received
from the debtor.”

The good-faith defense to an actual-
intent frandulent-transfer claim will
likely also involve an analysis of the
sufficiency of the broker’s due-diligence
investigation. Because the trustee’s
claims against brokers in the short-sale
transaction context often involve more
than one margin payment, there may be
a dispute regarding the period in time in
which due diligence was exhibited by
the broker. Specifically, when the claims
involve multiple transfers, questions may
arise regarding whether a broker already
on inquiry notice could nonetheless take
transfers in good faith even if it was still
in the process of determining whether the
debtor was engaged in fraud, but had vet
to complete its investigation.

In Manhattan Investment Fund, one
of the central appellate issues concerned
the district court’s jury instruction
regarding the good-faith defense,
including when good faith should be
assessed and the status of the broker’s
due diligence at the time of the transfers.
On appeal, the trustee argued that if Bear
Stearns was on inquiry notice of fraud,
the requisite due diligence inquiry had
to be completed prior 10 accepting any
of the transfers (i.e., with respect to each
specific transfer, there needed to be a

22 iy re Hayow Group, 362 BA. at&N
2 i e Lake States Commodides fne, 253 B.R. BGE, BTH (Beskr. N.D. [0
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showing that the financial institution’s
requisite due diligence inquiry was
completed, not ongoing, prior 1o
accepting the particular transfer).*

Bear Stearns’ relevant substantive
response was that the good-faith defense
should be determined on a case-by-case
basis, and when evaluating multiple
transfers, courts evaluate good faith over
a period of ime.” Although the issue in
Manhattan Investment Fund was focused
more on whether the jury instruction
constituted harmless error, if there are
multiple transfers at issue (as is likely
with these types of claims), the trustee
should be cognizant of the due-diligence
efforts made by the broker throughout
the history of the transfers, including
before the first transfer, during the series
of transfers, and even potentially after
the final transfer.”

InManhattan Investment Fund,
one of the central appellate issues
concemed the dlstrict court s jury
instruction regarcling the good-faith
aefense, incluidding when good faith
should be assessed and the status
of the broker's due diligence at the
fime of the transfers. On appeal, the
tustee argued that if Bear Steams
was on inquiry notice of fraud, the
requisite due dlifigence inquiry had to
be completed prior to accepting any
of the transfers.

While there are certain factors
courts generally apply in assessing the
objective good-faith standard to actual-
intent fraudulent-transfer claims,” the
questions below are specifically tailored to
considerations for a trustee asserting claims
against brokers, not ordinary investors.

= Did the broker have a high level of

business knowledge and experience

in the area of short-sale transactions?

26 g for Prawnisl-Apgsilant-Cross-Appelies ot 43-45

27 Brint for Detendant-Appedes-Cross-Appellast o 34-35.

28 The Second Circuit alfirmed the dsirict coart's opiion, holding “we
cannol Say hnmm:tm‘:mwmmmmlmm
10 the corect legal siandard or dad rt adeguately Inform the jury of the
kaw." 328 Fed. Apgx. 3 TH0.

T Sondnre W& L Bus. Mach, Co., B F.34 1230, 1332 (10t Cir. 19961

* Does the broker have experience
conducting investigations into similar
types of short sale transactions?
* Did the broker actually know or
suspect that the debtor was operating
a frandulent scheme?
* Did circumstances arise to put
the broker on inguiry notice of the
debtor’s scheme, and when did such
circumstances arise?
* What type of due diligence
investigation did the broker make of
the debtor's investment scheme?
— When did the debtor’s
investigation commence?
— When multiple transfers are
involved, was the broker diligent
in its inguiry throughout the time
the funds were being transferred?
- Were readily available
documents obtained and
examined by the broker?
- Was the investigation
independent or did it rely on
reports of third parties?
* Did the broker conduct a sufficient
inquiry to persuade a reasonable
person that there was no fraud with
the debtor’s scheme?
* Was there a discrepancy between
the debtor’s reported performance
and its performance to the broker, and
if s0, when did this occur and when
was it discovered by the broker?
* Was an audit performed by the
broker (or otherwise) on the debtor’s
assets, and if so, when did this occur
and what did it uncover?
* Did the broker receive inquiries from
investors questioning the accuracy of
the debtor’s performance?
* What types of information or
documents did the broker receive
regarding the debtor or the
debtor’s scheme, and how did the
broker respond to receipt of such
information or documents?

Conclusion

This article highlights and may
provide a useful guide to the various
arguments, defenses and questions that
must be fully vetted in the assessment
of fraudulent-transfer claims against
brokers involved in short-sale
transactions. This article is not intended
to provide a recitation of why such
claims are unlikely to succeed. Rather,
for trustees tasked with administering
the estates of fraudulent financial
schemes, such claims may well exist and
potentially provide significant recovery
for creditors. W
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