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The infamous 1920s fraud coined in the name 
of Charles Ponzi led thousands of New 
England residents to invest in a postage 

stamp speculation scheme that promised 50 percent 
returns in just 90 days.1 Investors were duped, and 
many received no return at all. Modern-day fraud-
sters continue to follow in Ponzi’s footsteps, entic-
ing investors with promises of high returns. 
 For those unfamiliar with the concept, a Ponzi 
scheme is a fraud that involves the payment of 
returns to existing investors from funds contributed 
by new investors.2 New investors are solicited into 
the fraud with a promise of high returns with little 
or no risk. New money is used to pay earlier inves-
tors’ returns and to fund the fraudsters’ personal 
expenses, which is usually an extravagant lifestyle.3 
The purported business underlying the investment 
scheme depends on external investors and com-
monly lacks sufficient profit to provide the prom-
ised returns and subsequently requires a continually 
increasing inflow of new funds. When the flow of 
new investor money slows or stops, Ponzi schemes 
“implode” since no new funds are available to pay 
the required earlier investor returns. In the wake 
of the implosion, there is a scramble by defrauded 
investors to recover the maximum amount of their 
investment. Courts, receivers and trustees strive 
to find an equitable manner to distribute assets to 
investors. The rising tide distribution methodology 
is one way to accomplish this goal.

Administration of a Ponzi Estate
 The end of a Ponzi scheme often results in a liq-
uidation process designed to protect the interests of 
the defrauded investors, most commonly through 
a receivership or bankruptcy proceeding and the 
appointment of a receiver or bankruptcy trustee. As 
fiduciaries of the court, receivers and trustees admin-
ister assets and distribute them in an equitable fashion 
to creditors. Administration of a receivership or bank-
ruptcy estate involving Ponzi schemes is plagued 
with challenges, since there is usually little remaining 
in the way of liquid assets and there are often many 
angry and dumbfounded investors, some of whom 
may have lost their life’s savings in the scheme. 
 If sufficient assets are recovered to result in 
a distribution to investors, the receiver or trustee 

must adopt a methodology to determine the inves-
tors’ allowed claim amounts and to distribute the 
assets to the investors. The challenges in admin-
istering the investors’ claims are not only in cal-
culating the amount of the investor loss, but also 
in determining the way in which the assets of the 
estate will be distributed. 
 Investors seek to recover not only their prin-
cipal investment lost in a Ponzi scheme, but also 
the expected returns that were not paid before the 
implosion. Because of the nature of Ponzi schemes, 
earlier investors may have received profits or even 
principal distributions before the implosion, while 
later investors may have received nothing and are 
left with the largest percentages of loss. 
 Returns paid to investors may be recovered 
as fraudulent transfers commonly referred to 
as “claw-backs” wherein a receiver or trustee 
may seek to recover funds from investors who 
received more from the scheme than they put in, 
commonly referred to as “net winners.” In some 
instances, receivers or trustees may also opt to 
recover from investors who are “net losers,” or 
those who put more into the scheme than they 
received back. Net losers may raise the good-faith 
defense and present a more challenging case for 
trustees or receivers to contradict. 

Distribution Methods
 There are commonly accepted methods of dis-
tributing assets to investors in a collapsed Ponzi 
scheme. If the liquidation proceeding is a receiv-
ership, the district court has discretion over the 
choice of distribution method. The commonly 
accepted methods for distribution are (1) last state-
ment, (2) net investment, (3) modified net invest-
ment and (4) rising tide.4

 The last statement method determines claims 
based on the amounts identified on the last state-
ment generated on the customer’s accounts. In 
Madoff, Trustee Irving H. Picard (BakerHostetler; 
New York) rejected the last statement method 
and instead adopted the net investment method, 
which is calculated as the difference between the 
amount of funds invested into the scheme reduced 
by the amount paid back to the investor (commonly 
referred to the “cash in/cash out” method).5 With the 
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net investment method, only investors who invested more 
into the scheme than they withdrew from the scheme partici-
pate in the distributions. 
 The modified net investment method allows investors to 
retain the returns that they received and participate in a pro 
rata distribution based on their initial investment combined 
with the illusory profits they never received, reduced by the 
amount they had already received.6 Under the rising tide 
method, the investor’s percentage of loss is calculated, and 
distributions are made first to those investors with the great-
est percentage of loss. When all creditors reach a plateau 
with the same loss percentage, funds are then distributed to 
all creditors ratably.

Rising Tide and Net Investment Illustrated
 The most commonly applied methods are the net invest-
ment method and the rising tide method. To understand the 
difference between the two methods, the following facts will 
be applied in a hypothetical illustration of the two distribu-
tion methods:

Investors are promised a 50 percent return on a $20,000 
investment in a six-month period. 

Investor A: Invested $20,000 into the scheme and 
received $20,000 back;7 
Investor B: Invested $20,000 into the scheme and 
received $15,000 back;
Investor C: Invested $20,000 into the scheme and 
received $10,000 back; and
Investor D: Invested $20,000 into the scheme and 
received $5,000 back.

 When applying the net investment method, the allowed 
claim is calculated as the difference between the amount of 

funds invested into the scheme reduced by the amount of 
funds received back from the scheme. The distribution made 
to each investor is then allocated ratably based on each inves-
tor’s allowed claim amount. This method applies in a bank-
ruptcy case where investor claims are classified as general 
unsecured creditors and assets are distributed pro rata based 
on the creditor’s allowed claim amount in the order of prior-
ity as established in the Bankruptcy Code. 
 To illustrate both the net investment method and the ris-
ing tide method of distribution, assume that there is $30,000 
available for distribution to creditors and that it will be dis-
tributed in three segments: an initial distribution of $15,000, 
a second distribution of $10,000 and a final distribution of 
$5,000. Table 1 demonstrates the distributions when apply-
ing the net investment method.
 Pro rata distributions are made to each allowed claim-
holder based on their percentage of the total claims body. In 
contrast, when applying the rising tide method, creditors with 
the largest percentages of losses are paid first. It may be nec-
essary to calculate multiple layers of distribution in order to 
determine which creditors participate in the distribution. To 
calculate distributions using the rising tide method, returns 
paid to creditors are subtracted from the creditor’s claim to 
calculate the percentage of loss, as illustrated in Table 2. 
 In this example, Investor A paid $20,000 into the scheme 
and received $20,000 back and therefore has a loss of $0. 
Investor B has an allowed claim of $20,000 and received 
returns of $15,000, resulting in a loss percentage of 25 per-
cent. Investor B will not share in distributions until Investors 
C and Investor D’s loss percentage drops to 25 percent. 
When calculating the initial distribution of $15,000, the first 
step is to determine the amount of funds necessary to bring 
the creditor with the largest percent of loss to the same level 
of loss as a creditor in the next loss tier. In this example, 6 Kathy Bazoian Phelps and Hon. Steven Rhodes, The Ponzi Book: A Legal Resource for Unraveling Ponzi 

Schemes, § [20.04] (Lexis Nexis, 2012). 
7 Although Investor A did not receive any profits from the Ponzi scheme, all funds invested into the Ponzi 

scheme were paid back, resulting in an allowed claim amount of zero under the net investment method.
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Allowed Claim 
Amount

% of Total Allowed 
Claims

Initial Distribution 
Amount

Interim Distribution 
Amount

Final Distribution 
Amount

Total Distribution 
Amount

Investor A $0 0% $0 $0 $0 $0

Investor B $5,000 16.67% $2,500 $1,667 $833 $5,000

Investor C $10,000 33.33% $5,000 $3,333 $1,667 $10,000

Investor D $15,000 50% $7,500 $5,000 $2,500 $15,000

Total $30,000 100% $15,000 $10,000 $5,000 $30,000

Table 1: Net Investment Method

Allowed 
Claim 

Amount

Return Loss 
Amount

% Loss Initial Distribution 
Amount: Step One

% Loss after Initial 
Distribution: Step One

Initial 
Distribution: 

Step Two

Percentage 
Loss after Initial 

Distribution: Step 2

Investor A $20,000 $20,000 $0 0% $0 0% $0 0%

Investor B $20,000 $15,000 $5,000 25% $0 25% $0 25%

Investor C $20,000 $10,000 $10,000 50% $0 50% $5,000 25%

Investor D $20,000 $5,000 $15,000 75% $5,000 50% $5,000 25%

Total $80,000 $50,000 $30,000 100% $15,000 $5,000

Table 2: Rising Tide Method
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Investor C’s loss is 75 percent, so he or she will participate 
in all distributions until his or her loss level reaches the next 
tier of loss, or 50 percent. This calculation must be repeated 
as many times as necessary until all investors reach the same 
loss tier. At that point, distributions can be made ratably 
based on the allowed claim amount. 
 In United States Commodity Futures Trading Commission 
v. Barki LLC, the U.S. District Court of the Western District 
of North Carolina ultimately rejected the receiver’s request to 
use the rising tide approach and instead directed the receiver 
to distribute the funds using the net investment method.8 
Barki LLC operated a Ponzi scheme by soliciting $40 million 
from 79 investors to trade on their behalf in off-exchange 
foreign currency.9 The fraud spanned a period of five years, 
during which only 11 investors received more than 100 per-
cent return on their investment.10 The receiver requested that 
the court approve the rising tide method to distribute funds to 
the investors. The court’s decision examined five distribution 
methods available, including the rising tide and net invest-
ment methods. In applying the net investment method, the 
court found that 100 percent of the net-loss investors would 
receive a distribution, and in using the rising tide method, 
only 55 percent would receive a distribution. Siding with 
the net investment method, the court found that it was “more 
equitable to compensate all the Investors rather than a frac-
tion of them.”11 
 Although the rising tide method was not applied in Barki, 
it is considered an equitable method. The goal of the rising 
tide method is to attempt to treat each investor as equally as 
possible and not penalize those investors that did not with-
draw money from the scheme prior to exposure. Factors 
considered when choosing a distribution method include the 
lifespan of the Ponzi scheme, whether or not the venture was 
initially a legitimate business and then transitioned into a 
Ponzi scheme, and whether there are other sources of funds 
available to pay investor returns. 
 In SEC v. Huber, certain investors who had been defraud-
ed in a Ponzi scheme appealed the order from U.S. District 
Court for the Northern District of Illinois that approved the 
receiver’s distribution of assets by using the rising tide meth-
od of distribution.12 In that case, William Huber operated a 
Ponzi scheme in which he enticed trusted friends to invest in 
three investment funds that he administered,13 and 118 inves-
tors lost $22.6 million in the Ponzi scheme.14 Eleven inves-
tors that had received funds from Huber before the scheme 
imploded appealed the receiver’s methodology of distribu-
tion.15 The Seventh Circuit Appellate Court ruling stated:

Under the rising tide method, withdrawals are consid-
ered part of the distribution received by an investor 

and so are subtracted from the amount of receivership 
assets to which he would be entitled had there been 
no withdrawals. When there are no withdrawals, ris-
ing tide yields the same distribution of receivership 
assets as net loss.16 

 The appellants argued that they should not be “penalized” 
for having withdrawn some of “their” money. The court found 
that the withdrawals were not the investors’ funds; rather, 
they were stolen money, commingled and not traceable.17 

Rising Tide in Bankruptcy 
 Although the Bankruptcy Code governs the classes of 
creditors and distribution order in bankruptcy cases, the ris-
ing tide method may be adopted in chapter 11 cases where 
the chapter 11 plan includes such treatment for a class or 
classes of investors. 

Bayside Ventures LLC
 In In re Bayside Ventures LLC, a chapter 11 liquidat-
ing plan was confirmed by the U.S. Bankruptcy Court of 
the Southern District of Florida whereby the investors were 
classified as equity interests and shared in the distribution of 
assets using the rising tide method.18 Investors had advanced 
funds to the perpetrator, Reuben Reinstein, in consider-
ation of the purchase of membership units in one or more of 
Rueben’s Bayside entities.19 Reinstein consistently reported 
substantial profits (in excess of 40 percent per annum) to 
investors, but in reality, the Bayside companies never real-
ized the profits and Reinstein instead pilfered investors’ 
funds.20 Equity-interest claims were limited to the amount 
of the creditor’s total investment and excluded profits. The 
language in the plan described the basis for rising tide: 

Further, to assure [that] the equality of treatment is 
afforded to all holders and holders are not unfairly 
advantaged through a pre-petition return of invest-
ment and/or distribution of “profits” (the “Pre-Petition 
Distributions”). Distributions on account of Allowed 
Equity Interests to holders who have received Pre-
Petition Distributions shall not exceed the Pro Rata 
distribution ... available to holders who have received 
no Pre-petition Distributions. 

Conclusion
 Trustees and receivers are faced with the challenge of 
developing a fair methodology by which to distribute funds 
to Ponzi scheme investors. Although the rising tide method 
favors creditors with the largest loss percentage, it is viewed 
as an equitable method of distribution that can be adopted 
not only in receivership proceedings, but also in chapter 11 
proceedings through the plan-confirmation process.  abi
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