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+ Obj&sfive: In 25 minutes or less, I-will prove one of three scenario regarding Madoff's Hedge
o fund operation: T )

"1 They are incredibly talented and/of lucky and I’m an idiot for wasting your time
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v sensk. Unfortunately, people gher returns in the long nmnin;

, ket and the product was discontinued for lack of customer iuterest. I find it )
astounding that Madof claims to provide 80% of the market's return with only 1/3% of the
risk. These kind of numbers seem beyond the bounds of what is reasonable for such a
strategy. In down months, our PEP prog
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%itfétrikc conversion” strategy in the hopes of duplicating their return stream. We know
from bitter experience that this is impossible but they won’t listen to my firm’s investment
professionals. Therefore, I don’t consider the two firms to be competitors. However, 1
wotild like to prove Madoff a fraud so that I don't have to listen to any more nonsense about
split-strike convgrsions being a ;-isk- ibsolute return strategy. '
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d uncover this on their own.- [ have 13 years in the business and

ed similar type strategies. . :

5 TSEAIREIas) FBEATyEOf acquiring bits and pieces of information over the past three

fnonths to at the conclusions presented herein. e SERcvdsdpe or smoking
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Exhibit 1 into four parts, A,

BV AR AR 2P Ivechose'nt-x;'bre.akdo
B, C, D and have labeled them accordingly
8 Scniéafit i :

BEeS AR R e Pre scritations 1adé by-people-affiliated -
wittiHid e S ip#niisTwho have considerable assets invested with Madoff. They
. continually brag about their retums, how they are genefated from access to order flow, and
how Madoff gains almost perfect market knowledge based upon access to order flow. I have
included the hearsay remarks in the last section of my prepared remarks, since I realize the
information while useful in painting a broad picture, is pot enough by itself to base an SEC
enforcement action upon.
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Exhibit 1 Exposed ) - )
* xpv%wk*ub*—h3 (‘\'5" 0t pwr 4 333 + 795
1 Returny canitbeconfiizfenignetion i xposure:to themarket: Part A, a split-strike
. éb’ﬁ‘ﬁ&%idxi'is’fff'c?ifg?ég )~ 35&:&5’}‘? §i%‘é“roo sto}éifgﬁmcmczx,sggrtouvoﬁh&mmy
(Delta < 5;@@3@%@%&@% £ SBfitheimoney (delta £-.5) OEX index put
options. Part A describes a strategy u'z gstotd “This means that if the market
drops, this strategy loses money. However, in Ps D,"‘t‘ﬁey‘ show a .06 Correlation to the

e

S&P 500°s Beta. Equating Beta to Delta, we must infer that Madoff is not really net long,
but somehow delta hedging with options. Conclusion: Madoff’s returns cannot be coming
from the market’s action as evidenced by their repoiEEHE T

500 index.

TRy o the S&P

Dot noy SY=1] €] E S ewhere between $3.%7 plus billion are
“Hllochted to , O ch AssetManagement, LLC represents only $350
million. Call option open interest on the Chicago Board Option Exchange as of the Tuesday,
May 2, 2000 close was only 102,745 contracts, representing $7.9 billion (102,745 contracts x
$100 contract multiplier x 776.75 closing OEX index value on May 2 ), May 2nd°s OBX -
put option open interest was $9.5 billion (122,731 put contracts x $100 contract multiplier x
776.75 closing OEX index value on May 2%) . Part A, 1% paragraph, last sentence, explicitly
states, “The amount of calls that are sold and puts that are bought represent a dollar amount
equal to the basket of shares purchesed.” However, these are all out-of-the-money options
(Part A, 1% paragraph, 2% to Jast seatence), and delta hedging takes place, which would
require lots of options trading and lots of options in open interest. More low delta calls and
puts would need to be utilized ta delta hedge than currently exist in open interest.
‘Conclusion: This hedging cannot be taking place as described. And, if only $3 billion are
_allocated to this strategy, then there still aren’t enough options in open interest for this type
of hedging to occur, since Madoff would be at least 1/3% of the open interest, and we know
that’s not the case. If a firm gets to be too big a part of any contracts open interest, it will be
squashed like a bug by the market-makers.

absolutely cannot be cimulative in the common usage of the term for reporting purposes,
which means “geometric returns.” This chart must be some sort of arithmetic average sum,”
sinocau-uecumﬂaﬁverchﬁnlinc,givcnthcmmmsprcsenwdianB,wou]dbe '

exponentially rising (i.e. curved upward, at an increasing ratc), 1 16k Thelcharyin
mec]“ is-prigleasdiEpaia e ng Hper ,,’;,,?I':"s EE )

opefully I’ ve at least raised doubt in
d that Ma calfil e U LI e ntarkor T ithe-sortelation to the
S&P 500 Beta is only .06. Ithink ] proved quite convincingly that there are not enough OEX
options in existence to hedge a $3 - $7 billion portfolio. In Part A, second paragraph, last
sentence, reads, “The collection of dividends on the basket of stocks constitutes an integral
part of the strategy.” The word “integral” sounds good, but the OBX index yields only .94%
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5. Myiﬁ}ii‘i’§t‘e"i‘ii=éﬁ‘éii§‘é¥ﬁifﬁrn§érﬁiipﬁ,&ifi“fét‘:aqfﬁsfsﬁﬁﬁaﬂzMsaaﬂ?‘staaiﬁig inPart B.

I find it astounding that Madoff claims to provide 80% of the market’s return with-only 1/30 of

the risk. My firm’s ten years of actual return history with its PEP product or products similar to,

PEP and to Madoff, realized about-2/3rds of the markets retumn with about 1/34 of the risk.

Madoff’s number of losmg months seems beyond the bounds of what is reasonable for such a
PICHHL SUEPRE g1 it 3 SSES]

the Long Term quxt_al I ement twm cnses thc S&P 500 dropped 14.58%, yet Madoff
TR0 RES &P 500 dropped 5.09%, yet Madoff earned 2.72%. Our

current product test poxtfohos do not support this, and we sell, higher priced individual call

options in our strategy, which should carn more money in down markets than the lower priced

index calls supposedly sold by Madoff.
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. Only 3'déwn moonths vs, arket’s d uring the §7 month time period
presented. The low .06 oon'elatxon in Part D supports this, but the method given for return

" generation are not possible or even plausible. Obviously there are not enongh options in
existence to delta hedge Madoff’s long stock position. Madoff’s returns are not consistent with
the only Opnon Income Fund that I know of that still trades on an exchange. A comparison of
annual returns is listéd below (data courtesy of Bloomberg, SRR %qmty DES, page 3):

-Year Gateway Madoff] S&P-500
1993 740 14.55 10.08
1594 5.57 13.12 1.33
1895 11.04 16.68 a7.62
1996 10.83 15.96. 22.98) .
1897 12.04 16.52 33.38}
.1998 12.26 15.83 28.58 - ;
1999 . 1297 16.69 21.04 H
Annualized 10.27 15.62 19.68

McCarter & English (Boston) ' | - 0.0 o7

MADOFF_EXHIBITS-03608



. HEARSAY from several sourccé, all of whom are fund of fund operators with investment
with Madoff’s hedge fund. As you know, every Ponzi Scheme has to be “ahook™ or “a
story” about how really great returns are being generated.

1. Non-existe s yerbahlaimsito his fnvestors that-

egesShenienaloreroEt N aGE Poys for, 18 & Substantial patt of the retun
géteiating process. If this is true, then where did the returns come from in the years 1993 —
1998, prior to the ascendance of ECN’s? Presumably, prior to 1998, Madoff only had access
to order flow on the NASDAQ.which he pzid for. He would have no such advantage pre-

1998, on the stocks listed (Part A ls parggmph, sentences 3 & 4).

2. PaymegtgopﬁrggFEig,ﬂr People 1 know who have invested with Madoff are being told that
the returmis arc really coming from access to the Madoff B/D’s internalization of order flow.

" I Madoff chooses to transfer the profits from the “free options™ associated with his
internalization of order flow to-his hedge fund clients, we can easily measure the value of
having access to internal order flow by using the Black Scholes Model. Current realized
annuatized volatility of the stocks within the OEX index is approximately 50%, the current
treasury bill rate is 5.8 erage stock price is approximately $46. Usiag;the current
i : hem colloption:o; » veleyanttime intervals of 1

15 minutes
TZ cenls

o Note: cap-weighted OEX componcat volatility is approximately 50% annualized. Jused a 253 day trading year.
The SEC should be able to duplicato these results using Black-Scholes

. There is value to having access to order flow. This is in the academic literature. 11 know my customers arc
heavy buyers of ABC Stock at 50, 1 can, with rolative safety, purchase ABC Stock at 50.125, and risk only 2
1/8% loss oguhetradewidt some high probability. If the stock rises, 1 win. If it drops, 1lose, but only a little.
The pattern or retums is positively skewed and leads to excellent short term profits if the process canbe
frequently repeated. '
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access to order

flow?

AR Al to te
R e Hedge Fund. Only a close revicw of the '

time stamps and comparison to the customer records will reveal whether this s
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response is why pay 15.5% interest for such a stable, low volatility investment strategy? -
Surely a rate of LIBOR + somé more rcasonable spread would result in much lower interest
rates. That is of course, unless you winted to avoid having rating agencies such as Moody’s’
or S&P come in and look at your firm. :

4. %ﬂg@@ﬂﬂi&fﬁ&%ﬁﬁ%%m 1o believe, but I've heard two investors tell me that
they don’t believé Madoff can make money in big down months either. However, they tell
me that Madoff “subsidizes” their investors in down months, so that they will be able to
show low volatility of returns. These types of stories are typical of Ponzi Schemes. These
investors tell me, with straight faces, that Madoff only books winning tickets in their
accounts and “eats” the losers in months where the market sefls off hard. '
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mVEsteThIEcH FEEWent 100%
ahead of market declines. He told me that he -
: se Mado trade tickets to his firm -and the custodial bank.
However, Madoff also owns the B/D that generates the trade tickets, so that collusion
between Madoff's B/D and MadofPs hedge fund could take place. -

6. MadefEIeERusHRIBRItdE oty EiRIiTRbe; London based fund of funds

*iepresenting Arab money, during the due diligence process, asked to send in a team of Big
Six accountants to verify performance. They were told no, that only Madoff’s brother is
allowed to audit performance for reasons of secrecy. Amazingly, this London based fund of
funds invested over $200 million of their Arsb client’s money anyway, because the low
volatility of returns was s0 attractive.

~ Conclnding Remarks:

I am an expert in the field. I have doubts about Madoff’s returns being true based upon the

discrepancies noted in Exhibit 1. Combining the discrepancies I’ve noted in Exhibit 1, with the

- hearsay I've heard, seems to fitin with the patterns commonly found in Ponzi Schemes, Hayving
“a broker/dealer subsidiary that is also an BCN, which is then able to generate false trading tickets
would also be a huge advantage. Not allowing external anditors in to verify performance would
also be something a Ponzi Scheme operator would do. I have no hard evidence of fraud, just
suspicionsthntthingsarcnotwhauhcyseeminsidc of Madoff. If he is generating those
excellent returns, and he may well be, it is not with index option based strategies. I believe an-
SRC visit is warranted. ’ ’

I.have reviewed my suspicions with a warld famous and extremely well published marcket
professional. He concurs that this needs to be looked at. 1 have reviewed my suspicions with the
head of one of the top professional ﬁnznccoxganizaﬁonsinthewoﬂdandhcconcursthatthis

- needs to be looked at. Not a single derivatives professional at my firm believes Mzadoff’s
performance numbers, yet only T have chosen to speak out, and at great risk to my professional

career.

M_cCarter & English (Boston) MARK 0009
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McCarter & English (Boston)

S&P 500 | S&P 500 [ S&P 500
) Net "Price Prics Price
N Month Retumn Index Retum | Return
1 January-93] . 1.44% 438.78]
2 February-93]  1.17% 443.38] 1.05%
3 March-93]  1.96% 451.67] 1.87% N
4 Aprli-93]  -1.44% 440.19] -2.54%
5 May-93]  2.14% 460.18]  2.27%
B June-93f  1.01% 450.53]  0.08%]
7 ©July-93] | 1.41% 448,131 -0.53%
8 August03]  3.01% 463.56] 3.44%
] September-93]  0.02% 458.931 -1.00%|
10 _ October-93] ~ 2.00% 467.83] 1.94%
1 November-93]  0.22%| 461.78] -129%
12 December-93]  0.71%{ 14.55% 468451 1.01%] 7.06%
13 January-84]  1.76% 48161 3.25%
14 February-34]  -0.03% 467.14] -3.00%
15 March-04]  1.84% 445171  45T%
18 April-94 1.86% 450,91 1.45%]
17 May-84]  0.88% 456411 122%
18 June-84]  0.36% 444271  -2.66%
19 July-94]  1.98% 45826] 3.15%
20 - August-84].  0.70% 47550] 3.76%
21 September-94]  0.71% 46271} -2.69%
22 October-94]  2.02% 472.35]  2.08%
23 November-94]  -0.44% : 45369] -3.95%
24 December-94}  0.79%| 13.12% 459.27¢  123%] -1.54%
- 25 January-85{  1.83%]. . 470.42 243%
26 February-85 1.03% 487.39] 361%
27 March-95|  1.09% §00.71] 2.73%
28 Apritgs|  1.81% 51471  2.80%
.29 May-95]  2.07% 533.40] 3.63%
30 June-85]  057% 544.750  2.13%
31 July-85]  1.19% §62.08] 3.18% :
32 © August-95]  0.08% -561.88] -0.03%
33 September-95)  2.15% 684.41] 4.01% :
7 October-95]  1.88% 581.50] -0.50% :
35 November-951:  1.12% 605.37] 4.10% t
36 December-85] 0.73%| 16.68% 615.831  1.74%] 234.11% :
.37 January-96]  1.75% 636.02] 326%
38 February-96] ~ 0.85% 640.43] 0.69%
39 March-96]  1.71% 645.50] 0.79%
. 40 Apri-gs]l  0.72% 65417}  1.34%
H“ May-968]  1.83% 669.12] 2.20%
42 June-96]  027% 67083} 023%
43 July-98]  2.37% 639.95] 457%
44 August-96] - 0.35% - 851.88]  1.88%
‘45 September-98]  1.33% 687.31] 5.42%
46" - October-g6]  1.35% 705.27] 261%
47 November-96§  1.93% 757.02{ 7.34%
43 December-96]  047%| 15.96% 740.74] -2.15%} - 20.28%
49 January-97]  3.08% 786.16]  6.13%
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S&P 500

: 29\9%

S&P 500 S&P 500
- Net Price Price Price
N Month Retumn . Index Return | Return
50 Februery-87|  0.92% 790.82] 0.59%
51 March-97)  0.90% 757.12] -4.26%
62 Aprikg7]  1.85% - 801.34]  6.84%
53 May-97, 0.80% 848,28 5.86%
54 June-97 1.60% 885.14 4,35%
55 July-97 0.87% 954.20 7.81%
56 August-87§  0,43% 899.47} -5.74%
57 September-97}  223% 94728] 532%
88 October-97| 0.51% 814.62 -3.45%
59 November-97 1.77%}- £55.40 4.46%
60 December-97 046%] 1652% 970.43 1.67%] 31.00%]
61 January-98 1.04% 980.28 1.02%
‘82 February-98 1.66%] - 1049,34 7.04%
63 March-98 2.11% 110175 4.89%
64 April-o8 0.45% 1111.76 0.91%}
65 . 1090.82] - -1.88%
. 68 1133.84 3.94%
1 61 .0 L. 12 el .
69 1.11% “1017. 01
70 October-88] 228% 1098.67
g | November-08 1.00% 1163.63
72 December-98 0.18%] 15.83% '1229.23 28.67%
73 January-99 241% 1279.64
- 74 February-99 0.17% 1238.33
76 March-99] 2.50% 1286.37|
76 Aprit99]  1.42% 1335.18
77 May-99 1.15% 1301.84
78 June-99 2.27% 1372.71
79 Juty-89}  0.45% 1328.72
80 1. 132041
81
82
83
84 | 19.52%]
&ﬁ’ﬁg;&é‘%f“ﬂi&? __P_;ys,#- ,-«
86 |
87
Madoff -S&P500 - Coimps
ly Standard Deviation 0.83% 386% 45BN |
Monthly Retum 1.24% 151%  12X%
Staridard Deviation 4.32% 12.88% 3:0iCs
15.62% 19.58% 1.25's
152 .
' ';:ze-*émmr .
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. Exwibiy o4

@_ ‘ - MANAGER B ; o - .
_ The Broyhlil Ali-Weather Fund, LR, )
Strategy Whidh <5 puve  Macdo G wheve Broghis i marleds Mol o FF :
The Manager's investment objective is long term growth on a consistent basis with low volatility. The investment advisor Inv
exclusively In the U.S. and utilizes a strategy often referred to as a "split-strike conversion.” Generally this style invo
purchasing a basket of 30 to 35 large-capltalization stocks with a high degree of corrslation to the general market (e.g. Amer
.Express, Bosing, Clticorp, Coca-Cola, Dupont, Exxon, General Motors, IBM Merck, McDanald's). To provide the deSi;ed he<'
the manager the sells out-of-the-money OEX index call oplions and buys out-of-the-money OEX index put options. The am
_ of calls that are sold and puts that are bought represant a dollar amount equal.to the basket of shares purchased, -

.A propistary computer system continuously optimizes the basket of stocks to replicate and enhance the pa:fonnar;ce ‘of
account relative to the overall market (S&P). The put and call option positions are actively managed as strike prices and mat
dates are adjusted relative to general market movements and valuations. The collection of dividends on the basket of sic

" constitutes an integral part of the strategy.

pges e e R S T T ey T O o Yot

- Net Monthly Percent Returns .

© Jan Feb  Mar Apr May Jun Jut Aug - Sept Oct Nov Dec YTD
1993 1 LM% | 1.07% | 1.96% | -144% | 204% | 1.01% | 1.41% | 3.01% ] 002X | 200% | 022% - 0.74% | 14.55%
1994 11.78% | 0.03% | 1.84% | 1.85% | 0:88% | 0.36% | 1.98% | 0.70% | 0.74% | 202% | 044% 078% | 1312%
1995 | 1.83% 1 1.03% | 1.09% [ 1281% | 207% | 0.57% | 1.19% | 0.08% | 2.15% | 1.88% | 1.12% | 0.73% 16.65%
1996 1 1.76% | 0.85% | 1.71% | 0.72% | 1.83% | 027% | 237% | 0.35% [ 1.33% | 1.35% | 1.93% 0AT% | 1395%
1397 | 3.08% | 0.82% | 080% | 1.85% | 0.50% | 1.50% | 0.57% | 0.43% | 223% | 0.51% | 1.77% | 046% 16.52%
1998 | 1.04% | 1.58% | 2.11% | 045% | 215% | 1.58% | 1.05% | 0.30% | 1.11% | 226% | 1.00% | 0.18% 15.583%
1999 | 2.47% | 0.17% | 250% } 142% | 1.15% | 2.2r% | 0.48% | 1.06% | 0.04% | 1.28% 1.50% | 041% | 1880%
2000 } 2.72% | 0.17% | 290% | 0.00% | 0.00% | 0.00% | 0.00% [ 0.00% | 0.00% | 0.00% 1 0.00% 0.00% | Bss%

Cumulative
Performance
of Ma_nagor B

@ Background _ _ ' :

The Broyhill All-Weather Fund, L.P., has allocated funds to a Single Maneger Uimited Parinership (the “Parinership”). T ~
Parinership's parent company Is a public company snd together with Is subsidiaries provides investment consuling advice °
financlal Instituions, endowments, and public funds of over $2.3 billion in client assets. The General Partner doss not mana -
the assets directly but allocates them to Manager B, )

Compound Retum 15.50%
lAnnuatized Stanttard Deviation £32%) - i Manager 8
iCorreiation to BAP 500 Beta 0.08) Assets Under Management
[% Posiive Months . £6.55% $ 350,000,000
{Sharp Ratio 1 354

Broyhill Asset Management, LLC

R S N e AT LIS
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