
1 
 

 
 

Fraud, Frenzy and the Future: 

Unmasking Deceit in Complex Bankruptcy Cases 

 

 
By Kathy Bazoian Phelps 

 

Commercial fraud isn’t going away. Often times, if the fraud is significant 

enough, the company finds itself in bankruptcy – perhaps from a voluntarily filing, 

or creditors may throw it into an involuntary bankruptcy, or regulators may seek an 

asset freeze and the appointment of a receiver.  Creditors, trustees, regulators, and 

other interested parties commonly look first to the reason for the company failure. 

Was it bad luck, poor management, an economic downturn, or might there be fraud 

involved? 

 

The debtor-in-possession, chief restructuring officer, Chapter 11 trustee, or 

receiver will often assemble a team of professionals, including forensic 

accountants, financial advisors, lawyers, and other investigators to figure out what 

happened, determine whether fraud has occurred and what happened to all of the 

money.  

 

This article will discuss different types of fraud that may have led up to an 

insolvency proceeding, and the red flag warning signs of fraud. 

 

I. Types of Fraud 

 

A. Ponzi Schemes 

 

One of the more common types of large-scale frauds that land in insolvency 

proceedings are Ponzi schemes. If a true Ponzi scheme, ongoing business 

operations are unlikely as the scheme will have to stop operating since new funds 

will not be coming in and promised returns will not be paid out. 

 

A Ponzi scheme is a fraudulent enterprise run under the pretense of a 

legitimate profit-making business. Investments are solicited from new investors, 

and those funds are then used to pay earlier investors. That, of course, induces 

further investments. All the while, the Ponzi scheme operator siphons off a 

substantial part of the funds for personal use and makes transfers of the investor 

funds to earlier investors and third parties. The scheme is destined to fail, often 

landing in a bankruptcy or receivership proceeding.  

 

The facts considered by courts to determine whether a Ponzi scheme exists 

range in scope. One court created a four-factor analysis that many other courts have 

relied upon: 
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(1) deposits were made by investors; (2) the Debtor conducted little or no legitimate 

business operations as represented to investors; (3) the purported business 

operations of the Debtor produced little or no profits or earnings; and (4) the source 

of payments to investors was from cash infused by new investors.1 

 

B. Theft of Cash 

 

There are a number of fraudulent schemes that involve different elements 

of fraud but may not rise to the level of a full Ponzi scheme. These fraudulent 

activities can nevertheless bankrupt a company if the dollars are large enough and 

if the fraud has gone undetected for a long time. 

 

1. Embezzlement 

 

Embezzlement is the fraudulent taking of personal property by someone to 

whom it was entrusted. This often occurs when an employee misappropriates funds 

from an employer. Methods of embezzlement differ. Some embezzlers “skim off 

the top” so that they continually acquire a small amount over a long time period, 

helping to reduce the likelihood of being caught. On the other hand, some 

embezzlers steal a very large amount of money or property in a single instance and 

then disappear. 

 

2. Cash larceny 

 

Cash larceny is the theft of money that appears on an organization’s books. 

This could involve employees writing checks to themselves or for their benefit, 

reversing cash transactions, or the creation of a fictitious vendor so that checks to 

the vendor can be cashed by the employee. This type of fraud can be detected 

through cash reconciliations of the organization’s records. 

 

3. Skimming 

 

Skimming is fraud that involves the theft of money that has not yet been 

recorded in the organization’s books. For example, an employee accepts cash for a 

sale but keeps that cash rather than ringing it up as a sale at the cash register.  

 

4. Lapping 

 

Lapping is a form of skimming where money received in payment of a 

receivable is stolen. To fill the hole, the next payment that is received for a different 

receivable is applied to the first receivable and so on. 

 

 

 

 
1 Rieser v. Hayslip (In re Canyon Sys. Corp.), 343 B.R. 615, 630 (Bankr. S.D. Ohio 2006) (citation omitted). 

https://www.law.cornell.edu/wex/fraud
https://www.law.cornell.edu/wex/chattel
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5. Billing fraud 

  

Billing fraud is the theft of cash when, for example, an employee charges 

personal purchases and disguises them as a business expense. Phony supporting 

documentation is prepared and the company pays the bills and receives no benefit.  

 

6. Fraudulent submission of expense reports  

 

Theft occurs when an employee submits personal expenses or phony 

expenses through expense reports to be reimbursed by the company, charging for 

things like excess mileage, extravagant meals, and gifts. 

 

 

C. Financial Statement Fraud 

 

This type of fraud occurs when a company attempts to make the financials 

appear better or more robust than they are and, based on fictitious documentation, 

borrows money or improperly solicits invest dollars. Some examples of financial 

statement fraud are:  

 

a. Overstating revenue by recording sales prematurely  

b. Reallocating revenues to future periods to present a better financial picture 

c. Understating expenses 

d. Hiding or misrepresenting related party transactions 

e. Creating off-balance sheet accounts 

f. Improperly valuating assets or hiding liabilities 

 

II. Due Diligence to Uncover Fraud 
 

A. Warning Signs of Ponzi Schemes 

 

The SEC has published red flag warning signs which many Ponzi schemes 

share in common: 

 

• High investment returns with little or no risk. Every investment carries some 

degree of risk, and investments yielding higher returns typically involve more risk. 

Be highly suspicious of any “guaranteed” investment opportunity. 

 

• Overly consistent returns. Investment values tend to go up and down over time, 

especially those offering potentially high returns. Be suspect of an investment that 

continues to generate regular, positive returns regardless of overall market 

conditions. 

 

• Unregistered investments. Ponzi schemes typically involve investments that have 

not been registered with the SEC or with state regulators. Registration is important 
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because it provides investors with access to key information about the company’s 

management, products, services, and finances. 

 

• Unlicensed sellers. Federal and state securities laws require investment 

professionals and their firms to be licensed or registered. Most Ponzi schemes 

involve unlicensed individuals or unregistered firms. 

 

• Secretive and/or complex strategies. Avoiding investments you do not 

understand, or for which you cannot get complete information, is a good rule of 

thumb. 

 

• Issues with paperwork. Do not accept excuses regarding why you cannot review 

information about an investment in writing. Also, account statement errors and 

inconsistencies may be signs that funds are not being invested as promised. 

 

• Difficulty receiving payments. Be suspicious if you do not receive a payment or 

have difficulty cashing out your investment. Keep in mind that Ponzi scheme 

promoters routinely encourage participants to “roll over” investments and 

sometimes promise returns offering even higher returns on the amount rolled over.2 

 

B. Types of Due Diligence 

A lack of reasonable due diligence, especially in the face of red flag warning 

signs, is the primary reason that investors are scammed by Ponzi scheme 

perpetrators. Separately, once a company is in bankruptcy, similar due diligence 

analysis can assist in detecting and ultimately in unraveling a fraud. Fraud can be 

uncovered in a variety of ways – by a tip, by management review, by an internal 

audit, or sometimes accident. Additionally, some fraudsters in operating companies 

are discovered by police or other agencies. Lastly, we have seen the fraudster 

confess, usually admitting that they misappropriated less than they actually did, as 

the pressure becomes too much. Once in bankruptcy, a team of professionals can 

not only discovery fraud, but can begin the process of unwinding the fraud to seek 

recovery for victims and creditors.  

 

Some areas of due diligence designed to detect fraud are summarized as 

follows: 

 

1. Bank Records 

•  Corralling all bank statements, cancelled checks, deposit detail and wire transfers 

• Trace the flow of funds and identify improper payments, payments to insiders, 

vendors and lenders 

 
2 SEC, Ponzi Schemes — What are some Ponzi scheme “red flags”?, http://www.sec.gov/fast-

answers/answersponzhtmi.html. 
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• Build a preference and fraudulent transfer data base 

 

2. Financial Statements 

• Review audited financial statements 

• Review tax returns 

• Check for accuracy and completeness 

• Call the auditor 

 

3. Company Records Review 

• Books and records of the business  

• Vendor files 

• Emails 

• Tracing of the cash through the bank accounts 

• Evaluation of proofs of claim 

• Interviews    

• Employee files 

• Company credit card usage 

• Disbursements 

 

4. Public Information About the Company 

• Investigate negative news coverage 

• Conduct nationwide litigation search 

• Conduct criminal background check  

• Explore social networking sites 

 

5. The Business Model 

• Investigate the need for investor funds 

• Is there a plausible, sustainable investment strategy?  

• Is there independently verifiable performance?  

• Are there unusual legal provisions? 

 

6.   Complicated Corporate Structure  

• Who are the principals? 

• Are there multiple levels of corporate ownership? 

• Are there affiliated companies in the same business? 

• Are there intercompany purchases and sales?  

 

7.   Operational Issues 

• Investigate accounting and reporting systems  

• Investigate reports made to customers  

• Are operations consistent with reports?  

• Is there micro-management by owner? 

• Is there turnover at significant financial positions?   
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8.  Investigate Company’s Auditor  

• Is the auditor for the investment truly independent?   

• Is the size of the audit shop proportionate to the size of the investment?  

  

9.  Red Flags from Financial Transactions 

• Customers who provide insufficient or suspicious information 

• Customers who are reluctant to comply with reporting or record-keeping 

requirements 

• Funds transferred to or from a financial secrecy haven 

• Unusual transfers of funds between related entities 

• Sudden inconsistencies in currency transaction patterns and shell company 

activities 

• Significant increases in the number or amount of transactions  

• Transactions that are not consistent with the customer’s business or income level  

• Transactions designed to lose the paper trail  

• Circumvention of internal control procedures  

• Lavish lifestyle of customers, which should not be supported by present income  

• Customers with multiple accounts 

• Diversion of funds to personal accounts 

• Increases in the number or amount of transactions 

• Transactions not consistent with company’s business or income level 

• Transactions designed to lose the paper trail 

• Circumvention of internal control procedures. 

• Irregular documentation 

• Suspicious Intra-Company Transfers  
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