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THREE THEMES

1. Mechanics of the Scheme
 Ponzi or Pyramid

 Different from Multi-Level Marketing

2. The Investments
 Securities – Almost Always “High Yield”

• Common securities, e.g. stocks and bonds

• Esoteric of fake securities, e.g. Prime Bank notes 
and “Forex”

• Real Estate based securities

3. The Victims
 Affinity Frauds
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Rogues Gallery
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Who Am I?
 Nick Leeson

 Sir Allen Stanford

 Austin Powers

 Charles Ponzi

 Bernard Madoff

 Jerome Kerviel

 I caused the collapse of Barings Bank, the UK‟s 
oldest investment bank, in a $1.4 billion fraud; I 
was sentenced to 6.5 years in a Singapore prison

 I am sitting in a U.S. jail awaiting trial on criminal 
charges of orchestrating an $8 billion ponzi scheme 
run out of the U.S. and Antigua.

 I am international man of mystery.

 I invented the Ponzi scheme; I was born in Italy, 
spent time in U.S. and Canadian jails, and died in 
Brazil.

 I operated a $50 billion international ponzi scheme 
and was sentenced to 150 years in a U.S. prison.

 I am awaiting trial on criminal fraud charges in 
France for allegedly causing $7 billion in losses to 
French bank Societe Generale.
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Born in Italy, immigrated to U.S. in 1903, with 

$2.50 in his pocket.

 One of the greatest swindlers in American history 

 Died in Rio de Janeiro, Brazil 1949.

 “Parts of Ponzi's life are 

somewhat difficult to 

determine, due to his 

propensity to fabricate and 

embellish facts.”

Charles Ponzi (1882-1949)
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1920 - Formed “Securities and Exchange Company”
 Promised 50% returns every 45 days

• Claimed he could leverage the exchange rates of countries that 
issued overseas “reply postal coupons” to make huge profits 

• Buy “postal reply coupons” in Italy cheaply, which could then be 
redeemed for more valuable U.S. postage stamps

 July 24 – Boston Post runs positive story about the venture
 17,000 investors invest millions, mortgaging homes and life 

savings
 Ponzi becomes a multi-millionaire, bought mansion with air 

conditioning and heated swimming pool
 July 26 – series of articles noting Ponzi not investing in own 

scheme, not enough postal coupons to cover investments
 August 10 – Ponzi‟s company raided and shut down
 August 13 – Ponzi arrested on 86 counts of fraud
 Ponzi sentenced to 5 years federal prison, 9 years state 

prison.

The Ponzi Scheme, Boston, 1920
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Ponzi = Pyramid

 Assume that fraudsters must 
recruit 3 new investors to for 
each existing investor for 
economics to work

 Economics are not 
sustainable

 “a non-sustainable 
business model that 
involves the exchange of 
money primarily for 
enrolling other people 
into the scheme, usually 
without any product or 
service being delivered”



Guatemala (8-09) 8

Ponzi = Pyramid

 Any scheme that 
requires new 
investors to pay 
existing investors 
is a fraud.



Guatemala (8-09) 9

Multi-Level Marketing Definition

(Wikipedia)
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Scheme Has Three Stages

Stage 1

1. Early investors drawn to promise of 
low risk and high returns

 Fraudsters and/or distributors 
marketing directly to victims

 Fraudsters may engage in high profile 
activities
 Publicized philanthropy

 Olint / Caribbean:  Purchase of a soccer team
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Stage 2

1. New investors join as scheme 
generates successful cycles
 Can keep this aspect of the scheme alive 

for years through various stratagems

 “Rolling over” investment principal and 
purported returns

 Defined “investment” periods

 Steady stream of new investors

 Fraudsters may no longer need to market 
as investors seek out fraudsters
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Stage 3

1. Scheme collapses when interest and 
principal owed to old investors exceeds 
funds from new investors

 Rush to withdraw, but too late
 Sometimes dire consequences

2. External events may lead to exposure 
and collapse

 Publicity from other schemes, or depressed markets 
generally, may cause investors to seek to withdraw 
funds

 Depressed markets also limit fraudsters‟ ability to 
keep payments flowing
• Hard to earn or attract sufficient funds
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Albania, 1994-1997

 Pyramid schemes swept the country
 Government inaction
 2/3 population invested
 People were unfamiliar with financial 

markets
 Liability equaled ½ Albania‟s GDP
 Collapse caused civil unrest, and almost 

led to downfall of the government

 People blamed the government
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Role of the Security

 Security is offered 
as an interest in 
the investment 
opportunity.

 The nature of the 
investment 
opportunity itself is 
irrelevant to the 
analysis of whether 
a security has been 
offered or sold.
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What Constitutes a “Security?”
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What do these animals 

have in common?
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Statutory Definitions

 Section 2(a)(1) of the 1933 Act, 15 U.S.C. 
§ 77b(a)(1), and §3(a)(10) of the 1934 
Act, 15 U.S.C. § 78c(a)(10), in slightly 
different formulations which are treated as 
essentially identical in meaning, define 
“security” to include “any note, stock, 
treasury stock, security future, bond, 
debenture, … investment contract, … [or 
any] instrument commonly known as a 
„security‟.” 

 “Investment contract” is not itself defined. 

http://www.law.cornell.edu/supct-cgi/get-usc-cite/15/77b
http://www.law.cornell.edu/supct-cgi/get-usc-cite/15/77b
http://www.law.cornell.edu/supct-cgi/get-usc-cite/15/77b
http://www.law.cornell.edu/supct-cgi/get-usc-cite/15/77b
http://www.law.cornell.edu/supct-cgi/get-usc-cite/15/78c
http://www.law.cornell.edu/supct-cgi/get-usc-cite/15/78c
http://www.law.cornell.edu/supct-cgi/get-usc-cite/15/78c
http://www.law.cornell.edu/supct-cgi/get-usc-cite/15/78c
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Supreme Court Interpretations
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The Howey Test

 The test for an “investment contract” was 
established in SEC v. W. J. Howey Co., 328 U.S. 
193 (1946). 

 The analysis is “whether the scheme involves an 
investment of money in a common enterprise 
with profits to come solely from the efforts of 
others.”

 This definition “embodies a flexible rather than a 
static principle, one that is capable of adaptation 
to meet the countless and variable schemes 
devised by those who seek the use of the money 
of others on the promise of profits.”
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The Reves Test

 In Reves v. Ernst & Young, 494 U.S. 
56 (1990), the Supreme Court 
adopted the “family resemblance” 
test, articulated by the Second 
Circuit, in determining whether or 
not a particular note constitutes a 
security. 
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Four Factor Test

1. The motivation of the buyer and seller;
 Seller raising capital?  
 Buyer expecting returns?

2. The plan of distribution of the instrument;
 Offering document, memorandum or prospectus?  
 Trading or a secondary market?

3. The reasonable expectations of the investing public; 
 Representations or advertising?

4. Whether there is any risk-reducing factor.
 Is reliance on the SEC or state securities statutes necessary?
 Product under oversight of another regulatory organization? 

 The Reves factors are viewed collectively and no one factor is 
dispositive. 
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The Fraudulent 

Investments
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Treasury Direct
http://www.treasurydirect.gov/instit/statreg/fraud/fraud_primebank.htm
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 Blocked Funds Investment Program 
 Roll Program 
 Irrevocable Pay Orders 
 Fresh-Cut Paper 
 High-Yield Investment Program (HYIP) 
 ICC 3034 or 3039 Letter of Credit 
 Off Balance Sheet Program 
 Prime Insurance Guarantees 
 High-Yield Debenture Trading, Financial Programs, Asset 

Management Programs 
 Intermediate Bank Notes 
 ICC 500 or 600 Bank Debenture Instrument

IMF Stand-by Letters of Credit
 Discounted U.S. Treasury Obligations, Renting or Leasing of 

Treasury Securities
"Limited Edition" or Defacto Treasury Securities, 

 Blocked Funds Letters or Investment Programs, Seasoned Bank 
Debentures 

 Private Placement Programs 
 Private Trading Programs, International Certificate of Deposit 

(LCD) 
 Irrevocable Bank Purchase Order (IBPO)

Irrevocable Corporate/Confirmed Purchase Order (ICPO)
Irrevocable Prime Bank Commitment 
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Signs of “Prime Bank” Fraud

 Excessive guaranteed returns

 Little or no risk

 Fictitious financial instruments

 Extreme secrecy

 Exclusive opportunity

 Time sensitivity

 Inordinate complexity

 Meaningless “buzzwords”
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 Court found in this criminal case, 
beyond a reasonable doubt, “that the 
very notion of a „prime bank note‟ 
was fictitious,” and that the term 
“prime bank” was not used in the 
financial industry “and was 
commonly associated with fraud 
schemes.”

U.S. v. Rude,

88 F.3rd 1538 (9th Cir. 1996)
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Common Misrepresentations

 Proprietary trading strategy, software or 
platform

 Trading by banks or currency traders in 
Geneva or Zurich (or anywhere else with 
similar appeal)

 “Unique” experience and/or connections of 
trader

 Leverage for high returns

 Low risk 
• Low margins on high volume trading
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Don’t be fooled by “FOREX”

 Usually the fraudster never did any FOREX 
trading at all

 But even if trading happened, this is 
usually irrelevant because:
• Material misrepresentations omissions made as 

to risks, returns, use of funds
 Fraudsters always convert investor funds to personal 

uses not disclosed to investors
• Luxury items, travel, personal expenses

 When fraudsters do trade, they seldom (if ever) trade 
all the funds and never make money

• In fact, they usually lose their investment funds
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Other Investments

 Traditional securities
• Stocks, bonds, options

 Real Estate
 Partnership interests

• Investor purportedly involved in management of 
investments

 Interests in specific assets or property
• Oil and gas wells
• Vending machines
• Telephone booths

 Do not be guided by what fraudsters call the 
investments!!!
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Affinity Fraud

 Investment scams 
that prey upon 
members of 
identifiable groups

 Ponzi and Pyramid 
Schemes marketed 
to affinity groups

 Affinity aspects 
pose regulatory 
challenges
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New Focus?

 Lots of lessons to be learned

• Historical focus on bottom of the market

• Recent events show that these schemes 
can occur at the top of the market
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The “Madoff” Scheme

 The case is ongoing.  All the facts below are 
from public sources.

 1960:  Opens “Bernard L. Madoff Investment 
Securities L.L.C.” at age 22, with $5,000

 1989:  His trading firm handled more than 5% of 
the trading volume on the NYSE

 1990:  Becomes Chairman of the Nasdaq

 2008:  Scheme unravels as investors, rattled by 
the financial crisis, start taking money out faster 
than Madoff can bring fresh cash in the door
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The Scheme - continued

 Dec 11:  SEC files emergency action
• Court appoints receiver for Madoff entities in UK

 Dec 12:  U.S. Court imposes TRO 
 Dec 15:  Court enters protective decree on application of SIPC 

(Securities Investor Protection Commission)
• SIPC trustee appointed
• SPIC – nonprofit membership corporation; SIPC fund available to satisfy 

investors‟ claims against failed broker dealers

 Dec 18:  U.S. Court enters preliminary injunction and asset freeze
 Dec 19:  U.K. Court appoints liquidators for Madoff entity in UK
 Jan 8:  Prosecutors argue Madoff a “danger to the community” 

and should go to jail pending trial, after he mailed valuables to 
friends and family

 Jan 13:  Judge declines to revoke bail; NYT reports plea deal 
being negotiated

 Feb 10:  Madoff and SEC reach partial deal
 Mar 3:  Madoff pleads guilty to 11 criminal charges, including 

securities fraud
 June 29:  Madoff sentenced to 150 years in Prison



Guatemala (8-09) 42



Guatemala (8-09) 43



Guatemala (8-09) 44

The Victims

 “Feeder Funds” 

• raise issues of disclosure

 Prominent U.S. and international 
financial institutions

• Issues of further financial instability?

 Individuals with relationships and 
affinities
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Red Flags (From Public Sources)

 Regularity of returns, despite market conditions
 Returns too high given amounts under management
 Non-transparency of investment strategy 
 Other industry professionals unable to duplicate 

returns
• Public and private doubts

 Madoff was both the broker dealer and investment 
adviser

 He sent paper copies of trading records to clients 
instead of electronic copies (or electronic access to 
firm‟s trading platform)

 1 CPA responsible for audit of entire Madoff enterprise
 Fee structure (commissions vs. money management 

fees)
 Enteprise is a family business with no independent or 

outside scrutiny
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Ouch!
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The Fallout

 Regulatory
• WSJ (Jan 5, 09):  SEC “examined” Madoff at least eight 

times in 16 years; interviewed him at least twice; FINRA 
involved in “several investigations” of Madoff‟s firm
 Industry / Competitors‟ concerns

 Political
• Congressional Hearings

 Statutory
• E.g., Enron and Sarbanes-Oxley

 Industry
• Hedge Fund regulation

 Independent administrators
 (In June 2006, a U.S. Court of Appeals overturned the SEC 

rule requiring hedge-fund managers to register as 
investment advisers.

 Professional careers and reputations
• Suicide; security; financial ruin 
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Another “Up Market” Scheme

 SEC v. Stanford International Bank 
(N.D.TX) Case No. 3-09CV0298, filed 
February 17, 2009
• http://www.sec.gov/litigation/litreleases/2009/lr20901.htm

• Robert Allen Stanford and three of his 
companies, the Antiguan-based Stanford 
International Bank (SIB); Houston based 
broker-dealer and investment adviser, 
Stanford Group Company (SGC); and 
investment adviser, Stanford Capital 
Management, accused of $8 billion Ponzi 
scheme

http://www.sec.gov/litigation/litreleases/2009/lr20901.htm
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International Aspects

 Perpetrators

 Related Entities 
• Corporations

 Bank Accounts

 Other Assets
• Real Estate; Cars; Art

 Offices

 Fund Transfers

 Intermediaries

 Privacy / Secrecy Laws

 Regulatory Cooperation
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Linda Thomsen:  “Since the beginning of 2008, the SEC 

has worked on over 24 Ponzi-type cases that raised over 

$1 billion from over 15,000 defrauded investors.”


