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South Cherry Street, LLC v. Hennessee Group LLC: 

Investment Advisor Not Liable for Securities Fraud in 

Recommending Hedge Fund That Was Part of a Ponzi Scheme 

BY GRACE A. CARTER AND EDWARD HAN 

On July 14, 2009, the Second Circuit Court of Appeals affirmed an order of the District Court for the 
Southern District of New York dismissing contract and securities fraud claims against investment 
advisors who recommended a hedge fund that turned out to be part of a Ponzi scheme. South Cherry 
Street, LLC v. Hennessee Group LLC, et al., 2009 WL 2032133 (2d Cir. July 14, 2009). Under this 
decision, an investment advisor who recommends investments in a fund that turns out to be a Ponzi 
scheme will not be held liable for securities fraud unless the investor alleges particular facts giving rise 
to a strong inference that the advisor either had fraudulent intent, or acted with “conscious 
recklessness” as to truth or falsity of the advisor’s statements to the investor.  

Background 

In 2001, the Hennessee Group, an investment advisor specializing in investments in hedge funds, 
made a presentation to South Cherry Street, LLC that emphasized Hennessee Group’s “unique 
experience and expertise in evaluating hedge funds.” The presentation also extolled Hennessee 
Group’s five-step due diligence process for selecting hedge funds and its ongoing analysis of 
investments made with recommended hedge funds. After receiving the presentation, South Cherry 
Street entered into an oral agreement whereby the Hennessee Group would recommend suitable 
hedge fund investments and would conduct ongoing due diligence on those investments in exchange 
for a 1% commission. The Bayou Accredited Fund was one of the hedge funds that Hennessee Group 
ultimately recommended to South Cherry Street. 

From 2003 through 2004, South Cherry Street made a total net investment of $1.15 million with 
Bayou. In 2005, in highly publicized actions, several government and regulatory entities including the 
Department of Justice and the U.S. Securities and Exchange Commission charged the Bayou Group, 
LLC and its principals with securities fraud. Specifically, Bayou and its principals allegedly ran a Ponzi 
scheme for years that misappropriated millions of dollars from investors. The Bayou principals 
eventually pled guilty to the charges. 

Following the SEC charges against Bayou, South Cherry Street filed a lawsuit against the Hennessee 
Group, alleging that it could not have performed any real due diligence on Bayou as it would have 
then discovered the misrepresentations related to the Bayou principals’ experience as well as the fact 
that Bayou did not have a “genuine” auditing firm. South Cherry Street asserted breach of contract 
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and securities fraud claims against the Hennessee Group and its managing principals.1 The defendants 
filed a motion to dismiss in response, which was granted by the district court. See In re Bayou Hedge 
Fund Litig., 534 F. Supp. 2d 405 (S.D.N.Y. 2007). South Cherry Street appealed that ruling, and the 
Second Circuit affirmed the lower court’s decision. 

Breach of Contract 

The Second Circuit held that South Cherry Street was barred by law from pursuing its breach of 
contract claim based on the alleged oral agreement between the parties. The New York statute of 
frauds provides in relevant part that an agreement which by its terms is not to be performed within 
one year is void unless it is in writing. The Court found that the Hennessee Group presentation was a 
“unilateral presentation . . . rather than a contract.” Although an exception to the statute of frauds 
exists where an oral agreement is terminable by either party within one year, that exception did not 
apply as the arrangement with Hennessee Group was only terminable by South Cherry Street. The 
Second Circuit concluded that, “because the possibility of performance of the alleged oral agreement 
within one year depended solely on the will and actions of South Cherry, the party seeking to enforce 
the agreement, the district court correctly ruled that South Cherry’s contract claim was barred by the 
Statute of Frauds.” 

Securities Fraud 

The Second Circuit also affirmed the dismissal of South Cherry Street’s securities fraud claim brought 
under Section 10(b) of the Securities Exchange Act of 1934. Applying the pleading requirements of the 
Private Securities Litigation Reform Act of 1995 (“Reform Act”), the Second Circuit held that South 
Cherry Street failed to allege sufficient facts to show that the defendants acted with the necessary 
degree of fraudulent intent. 

As the Second Circuit recognized, the Reform Act was enacted to reduce meritless lawsuits by 
strengthening Rule 9(b)’s particularity requirements for pleading securities fraud, establishing more 
stringent pleading standards and mandating the dismissal of actions that fail to comply. Among other 
things, the Reform Act requires a plaintiff to “state with particularity facts giving rise to a strong 
inference that the defendant acted with the required state of mind.” 15 U.S.C. § 78u-4(b)(2).  Two 
years ago, the U.S. Supreme Court clarified the scienter pleading standard in order to resolve a 
disagreement among the various Circuit Courts of Appeals by holding that a strong inference of 
scienter “must be more than merely plausible or reasonable—it must be cogent and at least as 
compelling as any opposing inference of nonfraudulent intent.” Tellabs, Inc. v. Makor Issues & Rights, 
Ltd., 551 U.S. 308, 314 (2007). 

Relying on the Reform Act and the Supreme Court’s decision in Tellabs, the Second Circuit held that 
the “Complaint lacks sufficient factual allegations to give rise to a strong inference of either fraudulent 
intent or conscious recklessness.” Specifically, South Cherry Street had failed to put forth any factual 
allegations, other than conclusory ones, that Hennessee Group’s misrepresentations were made either 
knowingly or recklessly. 

In analyzing the complaint, the Second Circuit noted that: (1) there were no allegations that the 
Hennessee Group participated in the fraud or knew that Bayou’s representations were false; (2) South 
Cherry Street failed to point to any “red flags” that should have alerted Hennessee Group to the issues 
at Bayou; and (3) South Cherry Street failed to put forth a fraud scenario that was as compelling as 
the competing inference—that the Hennessee Group may have been negligent in not digging further. 
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In fact, the complaint even acknowledged that the government did not focus on Bayou until the 
summer of 2005. 

On the issue of “red flags,” South Cherry Street argued that there were suspicious facts that should 
have put Hennessee Group on notice that things were amiss at Bayou. The Second Circuit gave short 
shrift to these, finding that the “closest the Complaint came to identifying any fact that supposedly 
should have put HG on fraud alert was the allegation that Bayou Accredited’s purported auditor was 
named ‘Richmond, Fairfield.’” South Cherry Street claimed that, had Hennessee Group performed 
proper due diligence, it would have “discovered the existence” of the Richmond, Fairfield firm and 
would have known that “Richmond [and] Fairfield [are] names of counties and not accountants.” The 
Second Circuit noted that this was based on a “flawed premise,” that persons cannot have the same 
names as places. More importantly, Bayou’s principals had continued to misrepresent to all concerned 
that Bayou’s independent auditing firm was still acting as its auditor, and South Cherry Street’s 
complaint “did not in fact allege that HG knew” of the fabrication regarding Richmond, Fairfield. 

The Second Circuit also rejected the motives that South Cherry Street offered for Hennessee Group’s 
conduct—the desire to reap advisory fees without doing the actual diligence work it promised, or the 
possibility of some type of “undisclosed payment from the Bayou funds for steering additional 
investors toward them.” Instead, the Court questioned why the Hennessee Group would “deliberately 
jeopardize” its business and reputation “by recommending to a large segment of its clientele a fund as 
to which it had made, according to South Cherry, little or no inquiry at all.” 

Recognizing that the action was “[a]t bottom . . . a contract case,” the Second Circuit concluded 
“(a) that the factual allegations in the Complaint do not give rise to a strong inference of either 
fraudulent intent or conscious recklessness, and (b) that the inferences advocated by South Cherry 
are not as compelling as an inference of negligence.” The Court affirmed the dismissal of the securities 
fraud claim. 

Conclusion 

This decision is significant and can have far-reaching impacts for at least several reasons. First, an 
investment advisor who promises to do due diligence but who thereafter recommends investments in 
a fund that turns out to be a Ponzi scheme will not be held liable for securities fraud under the Reform 
Act unless the investor can “state with particularity facts giving rise to a strong inference” that the 
investment advisor acted with “fraudulent intent or conscious recklessness.”  Second, the sheer scope, 
nature, and long life of schemes such as Bayou and the more recent Madoff scandal may, in the end, 
make it difficult for plaintiffs to prevail on a fraud theory against advisors and other secondary players. 
As the district court in South Cherry Street put it, the more compelling explanation of the facts was 
that the “Hennessee Group’s failure to discover the fraud merely places it alongside the SEC, the IRS, 
and every other interested party that reviewed Bayou’s finances.” Finally, while all of the claims were 
rejected by the Second Circuit in South Cherry Street, the complaint’s allegations demonstrate that 
hedge funds and advisors should be alert for theories and claims other than securities fraud, such as 
breach of contract and breach of fiduciary duty. 
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If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Paul Hastings lawyers: 

Los Angeles 

William F. Sullivan 
213-683-6252 
williamsullivan@paulhastings.com 

Howard M. Privette II 
213-683-6229 
HowardPrivette@paulhastings.com 

Thomas A. Zaccaro 
213-683-6285 
thomaszaccaro@paulhastings.com 

New York 

Kenneth M. Breen 
917-215-8639 
kennethbreen@paulhastings.com 

Keith W. Miller 
212-318-6005 
keithmiller@paulhastings.com 

Barry G. Sher 
212-318-6085 
barrysher@paulhastings.com 

Palo Alto 

Peter M. Stone 
650-320-1843 
peterstone@paulhastings.com 

San Diego 

Christopher H. McGrath 
858-458-3027 
chrismcgrath@paulhastings.com 

San Francisco 

John A. Reding 
415-856-7004 
jackreding@paulhastings.com 

Grace A. Carter 
415-856-7015 
gracecarter@paulhastings.com 

Edward Han 
415-856-7013 
edwardhan@paulhastings.com 

Washington, D.C. 

James D. Wareham 
202-551-1728 
jameswareham@paulhastings.com 

 

 

 

 

 

 
1  The plaintiff did not appeal the dismissal of its breach of fiduciary duty claim, which the district court held was 

preempted under New York law. 
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