
The past year has brought news of Ponzi 

schemes of stunning proportions. Schemes  

measured in billions of dollars have pushed 

schemes measured in mere millions of dollars off 

the front page. Thousands of investors, including  

individuals who invested their life savings and 

charities, have been hurt upon the inevitable  

collapse of these schemes.

Victims invariably react to news of the collapse by 

saying, “I can’t believe I did not see this coming.”  

In truth, though, Ponzi schemes can be  

extraordinarily difficult to detect. This article will 

explore some ways an investor can avoid being 

the next Ponzi victim.

Charles Ponzi did not invent the pyramid fraud 

scheme that now bears his name. His story, 

however, does demonstrate well the nature  

of a pyramid scheme and provides avoidance  

lessons that can still be applied today.

Mr. Ponzi was a charming and ambitious person  

who in the early 1900’s induced investors to 

invest with him by offering very high returns on a  

dubious scheme involving, of all things,  

international postage charges. Many of the  

investors were Mr. Ponzi’s friends (or friends of 

friends) and relatives. Mr. Ponzi kept the scheme 

afloat by using money from later investors to 

pay the earlier investors. After a few months, the  

supply of new investors ran out and the scheme 

collapsed leaving many investors with nothing.

Here are a few lessons from Mr. Ponzi’s 

story:

•		A	high	rate	of	return	is	suspect.	First	ask	why	 

this promoter can pay more than what is paid 

on comparable investments. Then ask why 

this promoter would pay more than a market 

rate. A legitimate promoter with a strong and 

stable history should be able to borrow from  

institutional lenders at very favorable rates. 

The very fact that the promoter is offering  

higher rates should be an indication either 

that the investment is untried and too 

risky for the ordinary investor or that the  

investment is fraudulent.

•		The	 fact	 that	 a	 promoter	 is	 a	 friend	 (or	 at	

least acts friendly) or a relative or is active in a  

particular club, charity, or religious  

organization, does not endow the promoter 

with special business skills and may not 

make	the	promoter	any	more	trustworthy.	For	

example, dramatic charitable contributions 

by a promoter may have been funded with 

investor money.

•		Vanity	can	cloud	good	 judgment.	The	clever	

promoter lets investors think that they are 

especially smart and discerning. Each  

investor believes that he or she is among the 

select few allowed to invest, when in reality 

anyone with a checkbook can invest.

•		Beware	of	secrecy	and	urgency.	A	promoter	

who cannot (or will not) explain his or her  

business plan in a few short paragraphs,  

support the plan with audited financial  

statements, and then provide a reasonable  

time to digest that information does not  

deserve to receive any investor money.

•		Early	performance	may	not	be	repeated.	Any	

Ponzi scheme can pay investors consistently  

for months, or even years, without the  

benefit of any legitimate business. New investor 

cash can support the appearance of success. 

Investors must look at operating results, not 

just	at	cashflow.
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•		The	Department	of	 Labor	 has	 issued	new	 regulations	under	

the	Family	and	Medical	Leave	Act.	Employers	with	50	or	more	

employees should revise their policies to comply with new 

requirements and take advantage of some new employer-

friendly regulations.

•		The	 Americans	 with	 Disabilities	 Act	 has	 been	 amended	 to	

make it much easier for employees to establish that they have 

a	 “disability.”	Employers	with	15	or	more	employees	need	 to	

be more careful than ever when dealing with employees with 

medical conditions.

•		The	Lilly	Ledbetter	Fair	Pay	Act	amended	the	Civil	Rights	Act	

(Title	VII),	the	Americans	with	Disabilities	Act,	the	Rehabilitation	

Act,	and	the	Age	Discrimination	in	Employment	Act	to	make	it	

easier for employees to sue for pay discrimination.

•		The	federal	minimum	wage	was	raised	to	$6.55	in	July	2008.	

This new minimum wage is applicable for most employers.

•		In	2008,	 the	EEOC	 issued	guidance	 to	 its	 field	staff	 and	 the	

public regarding performance and conduct issues under the 

Americans	 with	 Disabilities	 Act,	 the	 application	 of	 the	

Americans	 with	 Disabilities	 Act	 to	 veterans	 with	 service- 

connected disabilities, and religious discrimination.
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Estate Planning Alerts

•		The	 federal	 estate	 tax	 exemption	 is	 $3.5	million	 for	 persons	

dying in 2009. Under current law, federal estate taxes will be 

repealed in 2010. National experts are predicting that, due to 

more urgent, pressing matters such as the economy, Congress 

will	change	the	law	to	freeze	the	estate	tax	exemption	at	$3.5	

million. It is anticipated that when the economy stabilizes, 

Congress will then take another look at the estate tax laws and 

consider	 possible	 changes	 to	 the	 exemption.	Be	 aware	 that	

many states have exemptions that differ from the federal 

exemption; for example, the Minnesota estate tax exemption is 

$1	million.

•		The	annual	gifting	exclusion	 increased	 from	$12,000	 in	2008	

to $13,000 in 2009. This is the amount that you can gift  

annually to each recipient without incurring any gift tax. The 

lifetime	 gifting	 exemption	 of	 $1	 million	 remains	 unchanged.	

This is the total amount (not including the annual gifting  

exclusion) that you can gift free of any gift taxes during  

your lifetime.

If you would like assistance in assuring best practices  

in any of these areas, please contact your attorney at  

Moss & Barnett.

•		Do	not	assume	that	other	 investors	have	already	 investigated	

the investment. Each investor must be prepared to ask the  

necessary questions as if he or she were the first to invest with  

this particular promoter.

•		Beware	of	unusual	documents.	Legitimate	investments	have	a	

common look and feel that sophisticated investors expect to 

see. Quirky documents from unusual sources are a red flag for 

extra caution.

A clever promoter can manipulate his or her investment scheme 

so that many of the factors described above are not present, but 

a careful consideration of all these factors should help an investor 

see through most Ponzi schemes that might be presented. An 

investor with questions regarding an investment should seek out 

advice from a trusted lawyer, accountant, or investment advisor.
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“red Flags” Identity theft Program Mandate

Effective	May	1,	2009,	regulations	of	the	Federal	Trade	Commission,	commonly	known	as	the	Red	Flags	Rules,	require	“creditors”	to	

implement	 a	program	 to	detect	 and	prevent	 identity	 theft	 involving	 credit	 accounts.	While	 the	Red	Flags	Rules	 are	 focused	on	 

financial	institutions	and	businesses	that	deal	with	consumers,	the	definition	of	“creditor”	in	the	Red	Flags	Rules	is	written	broadly	

and may extend to businesses that extend credit to other businesses.


