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> Mavis,
>
> Following our conversation yesterday, here is some additional info:
>

> - Background: as [ mentioned, a number of investors (Tremont,

> Fairfield Greenwich Group, some private investors, etc) have
> discretionary accounts with Bernie Madoft Securities ("BMS"), one of
> the largest brokers in New York. Practically, these guys sponsor funds
> that are actually managed by BMS. The firm does not charge any

> management or performance fees to these accounts but rather brokerage
> commissions. We estimate the amount of money managed under this

> strategy by BMS somewhere between USD 8-10 Billion. The strategy known
> as "Split Strike Conversion", consist in buying a basket of large cap

> stocks (universe: S&P100) and buying a strangle (selling OEX calls and buying OEX puts).
>

> So far there is nothing unusual, but here are some of our concerns:

S , ,

> - according to BMS, the options are traded with a number of traders

> and crossed on the CBOE. With a §-10 billion size, you must see the

> volume, but unfortunately you don't. We actually checked with some of

> the largest brokers (UBS, Merril, etc) which told us they never traded

> with them OEX o/ptions. The question is do they really implement the full strategy.
> - the strategy is not duplicable by anyone else as fat as we know.

> Jthere is no correlation to the overall equity markets (in over 10

> years). »

> - accounts are typically in cash at month end.

> - since the accounts are at BMS, the investors (i.e. the feeders that
" > have discretionary accts) receive BMS brokerage statements. There are

> no third party brokers involved in the process. The auditor of the

> firm is a related party to the principal. :

> - finally, given the performance of the different accounts, BMS never

> had to face redemption. In fact given the fact that the different

> feeders are closed for new investments, there is always replacement

> capital (1/5 ratio according to some people).
>

> As I said, we don't know if this performance is attributable to the

1
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>,exce'p*.i0nal talent of the manager or a combination of other factors.
> We don't know neither if there are conflicts of interest between the
> two act1v1t1es of BMS. F mally, please do not d1sclose thls
---- D e T R AR ST,
> You guys can call us if you have any other question.
> All the best.
>
> Attached, you will find the performance of two of the largest feeders,
> an article from MAR Hedge as well as a presentation from a FOF
> describing the strategy.
>
>

>
> <<Kingate Global.pdf>> <<Fairfield Sentry.pdf>> <<Hedge.pdf>>
> <<MarketMaster.pdf>>

> Managing Director

. Tel--—

> Fax: S

> e-mail: <mailtcyguu Y

> ’ ‘

> This message is conﬁdentlal its contents do not constltute a
> commitment byZ ‘ > k.cxcept where
> provided for in a ertten agreement between you anm Any

> unauthorized disclosure, use or dissemination, either whole or

> partial, is prohibited. If you are not the intended recipient of the

> message, please notify the sender immediately.

>

>
>
>
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BY Madoff tops charts;

skeptlcs ask how

By Michael Omnt
Mention Bernard' L. Madoff lnvestment
Securities to anyone ‘'working on-Wall Stréet at
any time over the last 40 years 'and you're
likely to get a look of immediate recognition.
After all, Madoff Securities, with its 600
major brokerage clients, is ranked-as one of the
top three market makers in Nasdaq stocks,
cites itself as probably the largest source of

order flow for New York Stock Exchange-listed .z

X

securities, and remains a huge player in.the
trading of preferréd; convertible and other spe-
cialized securities instruments.

Beyond that, Madoff-operates one of the

“most 'successful “third markets” for-trading
equities after regular exchange hours, and is
anzactive market maker in thé European and

© Asian equity markets. And with a group of

UPDATE

-Mlchael Berger
catches‘ a |a|l break

sté?’s apparently rnevrtable |a|| term deferréd .
when his counsel quit. Meanwhile, the civil
cases against the ‘deep pockets’ associated

" with Berger—hrs prime broker Bear,

Stearns his auditor Deloltte 2»

'_'_best nsk—ad;usted 150

“include current and former traders,

partners, itis Ieadlng an effort and developmg
the technology for a new electronic auction
market trading system called Primex.

But it's a safe bet that relatively few Wall :

‘Street professionals are aware that Madoff

Securities could be catégorized as perhaps the
edunrhpostfolicinan®™
B en*ye‘grs ‘Its $6-7 billion

‘in assets under management, p@yided:pri-—

pihreesfeederzfonds, currently would
put it in the number oné or two spot in-the -
Zurich (formerly MARY)- databaseé of more than -
1,100 hedge funds, and would place it at or

‘near the top ‘of any‘well-known database in

existence defined by assets.

More important, perhaps, most of those
who are aware of Madoff's status in the hedge
fund world are baffiéd by the way the firm has
obtained ‘such corisistent, nonvolatile returns
month aftér month and year after year.

Madoff has reported positive returns for
the last 11-pl

gram since 1989 has been doing it fonger
than any of the other feeder funds. Those
other funds have demonstrated equaily posi-

“tive: track records i usung the same strategy for
- much of that' penod

| I.'gckﬁ'of-volatllltj |

Those who question the consistency of the

- returns, though not necessarily the ability to

generate the gross and net returns reported,
160

The feports an investment n\anéqen published in BAR Hedge are based, salely on inforreatioid and dats supplied by U respective invwisz-
mentmanager. The.accuady and completeness ol such idormation and data have 1wt been veritied by the publisher, and iherctore we do rot

and cannal guaranlee, the accuracy or complexencu of such .nlcrrmuan turther, any statement nen-facwa! (0 nature and any statssnents of
cpwuan dostinute only curcent opinions of the authors, + iduch are Jubjeci to chiange ond N0t necessarily the opuvicns of the publisher  No iniGr-
mation irithis newslelter constitwites or-shauld be interprated as.a wlicitation for investarent in any of the investments reported on - A prospective
dient:should, mdependenlly investigate an inyestment manager befare engaging the servicey of that «r a.ager and should comsult with i \depuv—
dent qualified sources of investient advice and otfier legal g 13x professionals bete using e sirvices o an investment manager. Duc &
amang other things,.the volatile nature of the marké(s in which the investments and investment managers reportr—d in this publicauon are
involved, the investments wrilten about in this new sleuer may only be suitable for certain quualified investors,’and may be subjéct io other
requitements andior restrictions enacted and/ot enforcid by féguiatary agencies induding but not iijted to the Secunities and Exchange
Commission and the Commodity Futures rading Commission, and/ac o(her state and federal requtatory agencies. fast perfornance records as
reponted ihould not be (cmnde(ed widicative of future results,
@ 2001 by Manag&d “Accounf Repors LLC 155N 1531-0256
All rights resenved. Repradyction i any form forbidden withoul perrissice.
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<41 other money managers, consul-

tants, quantitative analysts and fund-of-
funds executives, many of whom are .
familiar with the 'so-cRITEaSE Spiitsthker
roRversion strategy used to manage the
assets.

These individuals, more than a dozen
in all, offered their views, speculation and
opinions on the condition that they
wouldn’t be identified. They noted that
others who use or have used the

o0
This has been
a good period
todo
this kind of stuff
*°°

l.ly selllng out-of-the-
tlons‘on sthe index .and

i idex—are known' to have had

noMrerenearmesamedegreeolsuccess.

The strategy is generally described as

puttlng an'a “collar” in an attempt to

limit gains compared to the benchmark

" index in an up market and, likewise,

limit losses to something less than the

: benchmark ina down mad(et essentially
creatir

»ck baskets made up of 30-35
stocks most correlated to the S&P 100
index. In marketing matcfial issued by

Among all the funds on the database
in that same period, the Madoff/Fairfield
Sentry fund would place at number 16 if
ranked by its absolute cumulative retums.

- Among 423 funds reporting returns
over the last five years, most with less
money and shorter track records,
Fairfield Sentry would be ranked at 240
on an absolute return basis and come in

-number 10 if measured by risk-adjusted

retum as defined by its Sharpe ratio.
What-is. stnklng to most observers is
not so mud1 lhe annual retums—whlch

Fairfield Sentry, the sale of the calls is :market- vaking

described as increasing “the standstill -
rate of return, while allowing upward

.mavement of the stock portfolio to the

strike price of the calls.” The puts, accord-
ing to the same material, are “funded in
farge part by thé sale of the calls, (and}]
limit the portfolio’s downside.

*° *A bullish or bearish bias can be
achieved by adjusting the strike prices of
‘the optioiis, gverweighting the puts; or
underweughtlng the calls. However, the
underlylng value of the S&P 100 puts is
always appro:umately equal to that of

‘the-portfolio of stocks,” the marketmg
~documenit concludes.

" . Throughout the entire period Madoff

has managed the assets, the strategy,

- which claims to use OTC options almost
"‘entirely, ‘has appeared to work with
“remarkable results.

.. ‘Again; take the Fairfield Sentry. fund
* -as the example. It has reported losses of

. no more than 55 basis points in just four

~-of the past 139 consecutive manths,

A whlle generatlng highly consistent gross

< returns of slrghtly more than 1.5% a
- ronth and net annual returns roughly in -
‘the range of 15.0%. '

3 it
smoolh retuiis wrth so little v

The best.known entity usnng a similar
strategy, a publicly traded mutual fund
dating from 1978 called Gateway, has
experienced far greater volatility and
lower retums during the same period.

The capital overseen by Madoff
through Fairfleld Sentry has a cumula-
tive compound net return.of 397.5%.
Compared with the 41 funds in the
Zurich database that reported for the
same historical period, from July. 1989 to
February 2001, it would rank as the best
performing fund for the period on a risk-

-adjusted basis, with a Sharpe ratio of 3.4

and a standard deviation of 3.0%.
(Ranked strictly’ by standa_rd deviation,
the Fairfield Sentry funds would come in

at number three, ‘behind two other :
_market neutral funds )

.Questlons abound

Gff, the principal and founder
ofmeﬁnnnho:swwdelyknownasBemw
is quick to note:that.one reason so few

‘might recognize Madoff: Securities'as a -

hedge fund maniger is'because the firm

makes-na dalm to beung one, :
The - acknowledged Madoﬁ‘ feeder

ted. by FIM of London; and
rive all the incen-
Ve fe 'generated by the program’s
retumns (there are no management fees),
provide all the administration and mar-
keting for them, raise the capital and deal
wLMWmvestors' says Madoff. _ —
Se ntles rale, he says, isto

[Madoff Securities also manages
money in the program allocated by an.
‘unknown .number of endowments,
wealthy individuals and family offices.
While Bernie Madoff refuses to reveal
-total assets.under management, he does
not dispute that the. figure Is in_the
range of 36 billion to §7 billion.] &
Madoff compares the firm's role to a
private managed account at a broker-
.dealer, with the broker-dealer providing
_ investment ideas or strategies and exe- §
~ cyting the trades and making money off
the account by charging commission ori
"each trade.
Skeptics who express a mixture of
aimazeinent, fascination and curiosity
- about the:prégram wonder, first, abiout
* the relative complete lack of volatility in
the reported monthly retumns. -
But among other things, they alsa)
marvel at the seemingly astonishing abg
ity to time the market and move to ca
in the underlying: securities bef,
.. market conditions turn negatlve, 3
the related ablllty_ to buy, and sell
underlymg stocks wlthout noticea
affechng the market. i
In addition, experts ask why no one
has. been able to duplicate similar retums
using the strategy and why other firms
-on Wall Street haven’t become aware of
the fund and ‘its strategy and traded
"against it, as has happened so often in

oYX

et aiVISion: 6~ offer Hedyefands -
drrectlyztoﬂnvestors:andﬁkeepwall thesn
~ANCEETE TEESTEHiESel "or conversely, why
it doesn’t borrow the money from credi-’
tors, who are generally willing to provide -
leverage to a fully hedged portfolio of up

16 MAR/Hedge « May 2001
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to seven to one against capital at an ¢

mterest rate of leor-plus and manage

thé —ask. spreads eamed through those
actMtJes may at times be used to “subsi-
dize” the funds.

mmmem)akmgby purchasmg addl-

onal.g gdngle than: ALwould otherwuse .

&bgfab!e:mdo .

- And even among the four or ﬁve pro-
fessionals who express both an under-
standing of the strategy and have little
trouble accepting the reported returns it
has generated, a majority still expresses

the behef that if nothmg else, Madotf:

g:othdess Scksand ‘options

g to answer
each of those inquiries, even if he refuses
o provide details about the trading strat-
eg he onsaders propnetary mformauon

sounds and appears genumely amused
by the interest and attention aimed at
an asset management strategy designed
to generate conservative, fow risk
returns that he notes are nowhere near
the top results of well-known fund man-
agers on an absolute return basis.

Lack of volatility illusory
The apparent lack of volatility in the per-
formance of the fund, Madoff says, is an
illusion based on.a review of the monthly
and anaual returns. ;Qa: an
intraweék and.intramionth:b
“the¥olitilityis all-over:the-pla ‘
the:fund:downby-as:much-as 1%6:-«
But as whole, the split-strike conver-
siof strategy is designed to-work best in

-untll recently 'we've really been ina bull

zintraday, -

COVER STORY

market since ‘82, so this has been‘a
good period to do this kind of stuff.” -

Market volatility, moreaver, is the
strategy’s friend, says Madof{; as one of
the fundamental ideas is to exercise the
calls when the market spikes, which with
the right stock picks would.add to the
performance.

‘In the curr_entf:bea,n_sh environment;
when some market.experts think the
fund shiould have been showing negative
returns, albeit at levels below the bench-
mark index, managing the strategy has
become more difficult, says:Madoff,
although performance has remained
positive or, as in February, flat...

The worst market to operate in using
the strategy, he adds, would be a pro-
tracted bear market or *a flat, dull
market.” In a stock market environment
similar to what was experienced in the
1970s, for instance, the strateqy would be
lucky to retum “T-bill like retums.”

Market timing and stock picking are
both.important for the strategy to work,
and-to those who express aston- - 18p

bull markets and, Madoff points out,

e

‘(__)ert’ified 'l?ublic Accountants & Business Advisors

Margolin, Winer & Evens LLp

proudly announces the acquisition of
Chassm Levme Rosen & Companv LLP

. We welcome their partners and professional staff, and the addi-
vtion ofﬂtelrmgmﬁthexperhsemﬁnancial and realestabe
-consulhng servwes, lncluding: :

'\ s The formation, confinuation and liquidation of REITs.
* Structuring real estate financing
“ » Stmcturing real estate equity raise-ups

nn \\x\l—ﬁln\nr . - R :‘ ;'_ R l [
. _BmldOn()urExpenence R i
MG@d@CﬂyP!aﬂ,GmdenCiﬁxNYll&O—Sﬁiﬂ 5167472000+ mllAvmueofmeAmeﬂcas,NavYodgNYlu)Sﬁ 2%10&-

- succession-planning; strategic. ‘business

' care: practice services; IT systems consulf
- acquisitions; and specialized services f(_)r
d!StﬂbﬂtOIS ;and :eal estate companlw

MWE is currently ranked among the top 20 mdependent
accounting firms in the Northeast region. In addition to_
accounting, auditing and tax services, MWE offem wtz’xte and"

consultmg, business valuations; bankiuy

© 2001, m Uhclnmlﬂ' i
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<17
‘those areas, Madoff points to long-expe-:
riénée; excellentstechnology that pro-

" The strategy and tradmg, he says, are
done mostly by signals from a/propri-:
black box™ systern that-allows for .

¥ tntérventron ‘totake inteaccount

™ don‘t want to get on an airplane with-
out a pilot in the seat,” says Madoff. “|
only trust the autopilot so much.”

-As for the specifics of how. the firm

manages risk and limits the market
impact of moving so much capital in.and
out of positions, Madoff responds first by
saying, “I'm not interested in educating
the world on our strategy, and | won‘t get
into-the nuances of how we manage
risk.” He reiterates the undisputed

strengthsandadvantages the firm'’s oper-

ations provide that make it possible.
Multlple stock baskets

Avoiding market impact by trading the

underlying securities, he says, is.one of
the strategy’s primary goals. This is done
by creating a variety of stock baskets,

sametimes as many as a dozen, with dif-.

ferent weightings that allow positions to
be taken or unwound slowly over a one-
or two-week period.

Madoff says the baskets comprise the

miost highly capitalized fiquid securities’

inthe market, making the entry and exlt
-su'ategus easier to manage

for the: strategy are often invested in

Tfeasqry securities as the firm waits for.

“#specific market opportunities. He won't
reveal how much capital is required to
be deployed at any given time to main-
'tain the strategy’s return characteristics,
‘but does say that “the goal is to be
100% invested.”

The inability of other firms to dupli-
~ cate his firm'’s success with the strategy,
says Madoff, s attributable, again, to its

-highly regarded operational infrastruc-

- ture. He notes that one could make the
.same observation about many busi-
‘nesses, including market making firms.

_ Many major Wall Street broker—deaL

ishment at the firm’s abilityin

‘th gut feel” bf the firm’s: professionas.

es’ that the assets’ used"'

18 MAR/Hedge * May 2001

e

The strategy
is the strategy
and the returns
are the returns:

2°

ers, he observes, previously attémpted
to-replicate established market making
operations but gave up trying when
they realized how difficult it was. to do
so successfully, opting instead to acquire
them for hefty:sums.:

(Indeed, says Madoff, the firm |tself
has received numerous buyout offers but
has so- far refused any entreaties because

he and the.many members of his imme- .

diate and extended family who wark
there continue to enjoy what they do
and the mdependence it allows and have
no desire to work for someone else.]

S Slmllaﬂy, he adds,-another firm could
' duphcate the strategy inan auernpt to get-
similar results,; but its returis would likely
-be unmatched ‘because “ you need; the -
_physical plant’ and a Iarge operalnon to
~ doit with equal success. However, many
- wall Stneet ﬁnns, he says, do use the strat-

egy in their proprietafy trading activities,
but they don’t devote more capital to

. such operations because their return on

caprtal is- better used in other operahons.

“We're perfectly'happy makmg the
commnssuons by tradmg‘for the funds,

;zg;helng g:placedts .

Settlng up a d:vrsmn to offer funds

: drrectly, says Madoff; is not an attractive.
propasition simply because he and the

retums are the retums.! He.su
. those who beheve there is somethmg

firm have no desire to get involved in the
administration and marketing requured
for the. effort, nor to deal with invest '
Many parts of the firm's operatlons '
could be similary leveraged, he’ ‘notés, but

the firm generally befieves in concentxat—

ing on its core strengths and not overex-
tending itself. Overseeing the caprtal pro-
vided by the funds and its managed
accounts, he says, provrdes another faidly
stable stream of revenue that offers sonie
degree of operational diversification. )

Madoff readily dismisses speculatnon"‘
concerning the’ ‘use of the’ caprtal as

“pseudo equtty "to s port the firm's

market malung actwm'es or provude
leverage. He says the firm uses 1o lever-
age, and has more than enough capltal o
to support its operauons

He notes that Madoff Securities has
v:rtually no debt and at’ any glven time
no_more than a few hundred million’
doltars of lnventory ' _

Smce the fiem makes markets in only
the most ighly capitalized, liquid stocks

" ‘generally répresented b,y_the,___S_,&P '500 -

index, a majority of which are listed on
the NYSE, as well as the 200 most highly

a capltallzed Nasdaq-lusted stocks, says

dnculous the

would we'do that??:: = I
Still; when the; many expert skepur_s

were asked by MAR/Hedge to respond

to the explanations about the funds, the

- strategy and the consistently low valatil-

ity returns, most continued to express
bewilderment and indicated they were
still grappling to understand how such
results have been achieved for so long.
‘Madoff, who believes that he deserves.
“some credibility as a trader for 40 years,”
says: “The strategy is the strategy and the
that

and are, séeking

beyond that are wasting their: time. =
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