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Not Just Cocktail Party Talk: Prime Brokers and the Need to Know 
Your Hedge Fund Clients  
 
Wall Street firms earn billions of dollars by servicing hedge fund clients, many of whom 
often use multiple prime brokers and rely on short selling strategies1 to enhance returns. 
Bear Stearns Securities Corp. (“Bear Stearns”) recently came under fire when one of its 
clients, the Manhattan Investment Fund (the “Fund”), was found to have perpetrated a 
fraud on its investors and was forced into bankruptcy. On December 17, 2007, The 
United States District Court for the Southern District of New York (the “District Court”) 
partially overturned a recent bankruptcy court decision that found that transfers made by 
the Fund to its margin account at Bear Stearns should be avoided because: (1) the 
transfers were made with “actual intent to hinder, delay, or defraud the Fund’s creditors” 
as defined by section 548(a)(1)(A) of the Bankruptcy Code (the “Code”); (2) Bear 
Stearns was an “initial transferee” under section 550(a) of the Code; and (3) Bear 
Stearns did not prove that it accepted the transfers in good faith.2 On appeal, the District 
Court held that actual intent to defraud existed as to all transfers related a Ponzi 
scheme and that Bear Stearns was in fact the initial transferee of the fraud-tainted 
funds. Consequently, it was potentially liable to return the funds. However, the District 
Court concluded that genuine issues of material fact existed as to whether Bear Stearns 
diligently investigated the Fund and thus could prevail on a good faith defense.3 
 
The Facts and Postsure of Manhattan Investment Fund. Bear Stearns served as 
prime broker for the Fund, a hedge fund controlled by Michael Berger. As prime broker, 
Bear Stearns facilitated the Fund’s strategy of short selling technology stocks by bor-

 
1.  Short selling, or shorting, refers to the practice of selling securities that are borrowed from a third party in the hope of repur-

chasing them later at a lower price and returning them to that third party. This strategy is used where the investor expects a 
decline in the security’s price. 

 
2.  In re Manhattan Investment Fund Ltd., 2007 U.S. Dist. LEXIS 92194, 1-2 (Bankr. S.D.N.Y. 2007). 
 
3.  Id. at 64-69. 
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rowing stocks from third parties, selling them for the Fund and depositing the proceeds 
in a “short account” which credited the proceeds to the Fund. The Fund would then di-
rect Bear Stearns to repurchase the stocks and return them to the third party lenders in 
order to close out its short positions. In addition to the short account, the Fund was re-
quired to maintain a margin account, which served to protect Bear Stearns from the risk 
associated with fluctuations in the value of the stock loaned to the Fund. Bear Stearns 
was given a security interest in the money in the margin account as well other controls 
over the account. In the year preceding the Fund’s bankruptcy, the Fund transferred 
$141.4 million into the margin account. The monies transferred into the margin account 
at issue in this case.  
 
Berger hid the losses of the Fund from its brokers, auditors and service providers, and 
solicited new funds by reporting high returns to prospective investors while paying off 
old investors with newly acquired funds. In December 1998, a Bear Stearns executive, 
Frederik Schilling, overheard at a cocktail party that the Fund was reporting a 20% profit 
for the year. Schilling believed that the Fund was losing money on transactions con-
ducted with Bear Stearns as prime broker and confirmed with other Bear Stearns ex-
ecutives that the Fund had lost between $150 and $200 million in 1998. Upon inquiry by 
Bear Stearns, Berger explained the discrepancy between the losses in the Fund’s Bear 
Stearns account and the Fund’s reported performance as being due to the fact that the 
Fund used as many as eight other prime brokers; its transactions with others implicitly 
offset its losses with Bear Stearns. Although Bear Stearns viewed this explanation as 
reasonable, it contacted the Fund’s administrator to ensure that the Fund’s daily trading 
reports were being received. Bear Stearns also notified the Fund’s auditor, Deloitte & 
Touche (“Deloitte”), of its inquiry and of Berger’s explanation.  
 
According to Bear Stearns, in the spring of 1999, it was informed by Deloitte that the 
Fund’s audit reflected the Fund to be in good standing. By November 1999, however, 
Bear Stearns was making nearly daily margin calls to the Fund. Bear Stearns spoke 
with another Deloitte auditor and again urged caution. In December of that year, Bear 
Stearns made a series of discoveries which prompted it to run a credit check.4 The 
credit check did not reveal more than one prime broker and calls to various other prime 

 
4.  Among other discoveries, Schilling learned that a former marketer of the Fund was suing Berger alleging that he had not been 

paid by Berger for his work. Additionally, Schilling discovered that the Deloitte entity which he believed was the Fund’s auditor 
was not in fact the Fund’s auditor and that answers provided to another investor’s questions by the Fund were not adequate. 
Id. at 10, n 8. 
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brokers confirmed that none of them had a relationship with the Fund. After signing a 
confidentiality agreement, Bear Stearns was permitted to view the Fund’s financial 
statements. Subsequently, Bear Stearns reported the Fund to the Securities and Ex-
change Commission (the “SEC”). This led to the Fund eventually seeking protection un-
der chapter 11 of the Code. 
 
The Fund’s chapter 11 Trustee sought to avoid the transfers made to the Fund’s Bear 
Stearns margin account on the grounds that the transfers were fraudulent transfers and 
to have the funds returned to the estate. Upon cross motions for summary judgment, 
the bankruptcy court denied Bear Stearn’s motion for summary judgment to dismiss and 
granted the Trustee’s motion for summary judgment finding Bear Stearns accountable 
for $125 million plus interest, or approximately $160 million.5 Applying the standard for 
summary judgment which requires that the District Court resolve all evidentiary conflicts 
and draw all reasonable inferences in favor of Bear Stearns, the District Court partially 
overturned the bankruptcy court’s decision.6 The bankruptcy court had ruled that Bear 
Stearns’ response to the “cocktail party notice” was not sufficient to entitle it to the good 
faith defense. The District Court was not so sure.  
 
The Manhattan Investment Fund Opinion. First, the District Court affirmed that actual 
fraud existed as a matter of law under Section 548(a)(1)(A)7, which provides for avoid-
ance of any transfer made by the debtor in the year prior to the filing of its bankruptcy 
petition as a fraudulent conveyance provided that the transfer was made with actual 
fraudulent intent. The District Court concurred with the bankruptcy court’s finding that 
the Fund operated as a Ponzi scheme8, and the transfers to its margin account were 
made in furtherance of the scheme because the Fund had to maintain its margin ac-
count in order to continue with its strategy of short-selling stocks.9 Under the Ponzi 

 
5.  Julie Creswell, Bear Stearns Told to Pay $160 Million to Investors, N.Y. Times, February 16, 2007.  
 
6.  2007 U.S. Dist. LEXIS 92194, at 68-69. 
 
7.  Section 548(a)(1)(A) provides that the trustee may avoid any transfer (including any transfer to or for the benefit of an insider 

under an employment contract) of an interest of the debtor in property, or any obligation (including any obligation to or for the 
benefit of an insider under an employment contract) incurred by the debtor, that was made or incurred on or within 2 years be-
fore the date of the filing of the petition, if the debtor voluntarily or involuntarily 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 trans-
fer was made or such obligation was incurred, indebted. 11 U.S.C. § 548(a)(1)(A).  

 
8.  The District Court held that the Fund was a Ponzi scheme because it had at least two characteristics of such a scheme. It re-

quired and secured new investors to perpetuate the scheme, and it also used new monies to make redemption payments to 
earlier investors. Id. at 26-27. 
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scheme presumption, such a scheme demonstrates actual intent as a matter of law be-
cause transfers made in the course of a Ponzi scheme could have been made for no 
purpose other than to hinder, delay or defraud creditors.10 
 
The District Court further affirmed that Bear Stearns was an “initial transferee” under 
section 550(a)11 of the Code because Bear Stearns, while not a “mere conduit,” had 
“dominion and control” over the transferred funds.12 The District Court reasoned that 
Bear Stearns had control over the transfers while the Fund’s short positions were open, 
had the ability to close out the Fund’s short positions at any time and that Bear Stearns 
in fact used the money to cover certain of the Fund’s positions.13 Accordingly, Bear 
Stearns was an “initial transferee.” Under section 550(a), a transfer which can be 
avoided under the Code can be recovered from an initial transferee, unless the trans-
feree can establish that it accepted such transfers in good faith.14 
 
Good Faith Defense. Turning to the good faith defense, the District Court applied a 
two prong test: (1) was Bear Stearns on inquiry notice of the Fund’s fraud and (2) was 
Bear Stearns diligent in its investigation of the Fund.15 The District Court considered 
whether the information Bear Stearns knew or should have known triggered an obli-

 
9.  Id. at 30-31. 
 
10.  Id. at 14 (citations omitted). 
 
11.  Section 550(a) of the Code provides: 
 

Except as otherwise provided in this section, to the extent that a transfer is avoided under section 544, 545, 
547, 548, 549, 553(b), or 724(a) of this title, the trustee may recover, for the benefit of the estate, the property 
transferred, or, if the court so orders, the value of such property, from—  

 
(1)  the initial transferee of such transfer or the entity for whose benefit such transfer was made; or  
 
(2)  any immediate or mediate transferee of such initial transferee.  

 
11 U.S.C. § 550(a). 

 
12.  2007 U.S. Dist. LEXIS 92194, at 55. 
 
13.  Id. at 54-55. 
 
14.  Section 548(c) of the Code provides that, even if a transfer is voidable, “a transferee that takes for value and in good faith 

may retain any interest transferred to the extent that such transferee gave value to the debtor in exchange for such transfer 
or obligation.”  

 
11 U.S.C. § 548(c). 

 
15.  2007 U.S. Dist. LEXIS 92194, at 59. 
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gation to investigate further and whether its investigation was reasonable under the 
circumstances.16 
 
First, the District Court affirmed the bankruptcy court’s decision that Bear Stearns was 
put on inquiry notice of the Fund’s fraudulent activity beginning the day after the cocktail 
party where Schilling was alerted to a potential issue with the Fund.17 Schilling investi-
gated the cocktail party information further by confirming with his superiors that Bear 
Stearns’ records did not match the Fund’s reported performance. He confirmed the 
Fund’s losses with other Bear Stearns executives and then investigated further by ar-
ranging a conference call with the Fund’s introducing broker and Berger. Despite Ber-
ger’s reasonable explanation for the discrepancies, Bear Stearns took further action by 
contacting Deloitte and putting it on notice. After learning of the Fund’s investor redemp-
tions in 1999, Bear Stearns continued its investigation and eventually reported the Fund 
to the SEC. Applying a reasonable prime broker standard, the District Court found that 
while Bear Stearns was on inquiry notice, its actions to investigate the Fund may serve 
as evidence of its good faith.18  
 
Next, the District Court considered whether Bear Stearns could prevail on its good faith 
defense by showing that its investigation was diligent.19 The Trustee argued that Bear 
Stearns was not diligent because the Fund’s fraudulent activity would have been ex-
posed earlier had the actions taken by Bear Stearns in December 1999 of running a 
credit check and contacting other prime brokers been taken in 1998. Under the sum-
mary judgment review standard, viewing the facts and inferences in favor of Bear 
Stearns, the District Court could not find as a matter of law that Bear Stearns should 
have taken the actions in December 1998 that it eventually took in December 1999. 
First, the circumstances changed between 1998 and 1999 in that Bear Stearns begin to 
witness investor redemptions, increased margin calls and correspondence with an in-
vestor about its inquiries into the Fund. Additionally, Bear Stearns took other steps such 
as notifying Deloitte of a potential problem, obtaining the Fund’s financial statements 

 
 
16.  Id. 
 
17.  Id. at 59-60. 
 
18.  Id. at 63-64. 
 
19.  Id. at 64. 
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and informing the SEC of the Fund’s misrepresentation. Therefore, the District Court 
could not find that no reasonable jury could find Bear Stearns’ actions diligent.20 
 
Given that there existed questions of material fact as to whether the steps taken by 
Bear Stearns amounted to a diligent investigation, the District Court partially overturned 
the bankruptcy court’s ruling and found that a trial on the issue was necessary.21 
 
Commentary on Manhattan Investment Fund. Bear Stearns’ close call with being re-
sponsible for almost $160 million is a lesson to practitioners that prime brokers must 
know their hedge fund clients or risk liability for transfers made in furtherance of such 
clients’ trading activities. The risk that an innocent party can be exposed for transfers 
made as part of a fraud is not generally perceived. With the subprime debt crisis loom-
ing in the background of a deteriorating economy and volatile marketplace, hedge fund 
implosions are a genuine concern. It is no longer sufficient for a prime broker to rely on 
the defense that it had no actual knowledge of fraud. In today’s landscape, a prime bro-
ker should consider whether, acting as a reasonable prime broker, it has an obligation 
to investigate into whether there is a fraud being carried out by its customer. Prime bro-
kers should be cautious to not ignore questionable performance reports and to inform 
themselves, at the least, of the credit background of their hedge fund clients including 
determining whether particular clients rely on multiple prime brokers. Only putting Bear 
Stearns’ actions to test at trial will answer the greater question of how much investigat-
ing is enough. Stay tuned.  
 
For more information on sections 548 and 550 of the Bankruptcy Code, see Collier 
on Bankruptcy, ch. 548, 550. (Matthew Bender). 
 
For a one-stop source for all bankruptcy research, see the lexis.com bankruptcy 
area of law page. 
 
 

About the Author. Daniel Glosband is a partner in Goodwin Procter LLP’s Fi-
nancial Restructuring Practice, www.goodwinprocter.com. He recently represented  
 

 
 
20.  Id.  
 
21.  Id. at 69. 
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the lead investors in the confirmed Chapter 11 plan of US Airways and its merger 
with America West and the fiduciaries for the employee stock plan in the Delta 
case. 
 
Mr. Glosband is a Vice President of the American College of Bankruptcy and a 
conferee of the National Bankruptcy Conference, which advises Congress on 
bankruptcy legislation. He was a draftsman of the UNCITRAL Model Law on 
Cross-Border Insolvency and one of two primary draftsmen of Chapter 15 of the 
United States Bankruptcy Code, “Ancillary and Other Cross-Border Cases.” He is 
a contributing author to Collier on Bankruptcy 15th Ed. Revised, Collier Bank-
ruptcy Practice Guide and Collier International Business Insolvency Guide. 
 
He is admitted to practice in New York, Massachusetts, the U.S. District Courts in 
Massachusetts, Connecticut, Vermont and the Southern District of New York, the 
U.S. Court of Appeals for the First Circuit and the U.S. Supreme Court. He re-
ceived a J.D. from Cornell University in 1969 and a B.A. from University of Mas-
sachusetts in 1966. 
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