8

UNITED

STATES

Bemard L. MadoffInvestment
Bernard

& EXCHANGE

REGIONAL

COMMISSION

OFFICE

Securities, LLC

Madofflnterview

Section
Staff:

SECURITIES

NORTHEAST

IIIWilliam

Ostrow

and

Peter

Lamore

Objective: Discuss Bernard L. Madofrs ("Madofr') business in relation to hedge fund

articles written about the firm.
Summary:

The staff conducted an interview on May 25, 2005 with Bernard Madoff("BMadoff~'),
Chairman,

to discuss

Madoffs

business

in relation

to two articles

written

about the firm in

Marhedge and Barrens in 2001. Before the articles were mentioned to BMadoffby the

staff he stated that the firm did not conduct any management of outside money, nor did the

firm serveas an InvestmentAdvisoror provideany investmentadvice.'
When the staff mentioned the Marhedge and Barrens articles, BMadoff stated "we do
execute trades on behalf of brolierage firms and institutions which include a number of

hedge funds. They use a model (algorithm) that we developed." Initially, BMadoff stated
there were four hedge funds using the model including Fairfield Sentry, Thema, Tremont,

andKingateGlobal.2Subsequently,
BMadoffstatedtherewereapproximately
15entities
including the four hedge fUnds and two corporate accounts using the model. The Trading

DirectiveagreementsbetweenMado~fandtheseentitieswillbeprovidedby theJirm.3
BMadoff stated that all investors are foreign investors and the accounts are all DVP/RVP.

Madoffgrovidestheseentitieswithtradeconfirmationsandmonth-endaccountstatements
which include all trading activity. The sra~will select a timeperiod and review the account
statements generated during this timeperiod. According to BMadoff, he is not an investor
in any of these entities and he does not use the model to trade the firm's capital.
BMadoff developed the model approximately eight years ago and is the only individual
authorized to execute trades on behalfofthe 15 entities using the model. The model
operates on a computer server separate from the rest Madoffs market-making and

proprietarytrading
business.4
Themodelattemptsto replicatetheS&P100usinga basket
i Duringan interviewonApril28,2005withBMadoff,PeterMadoff,ChiefCompliance
OfficerandDavid
Kugei, Trading Floor Compliance Supervisor, the staff asked BMadoff if the firm has ever managed
outside money. BMadoff stated "No, we are not that kind of firm."

2Accordingto BMgdoff,FairfieldSentryis affiliatedwith Citco,Tremontis affiliatedwith Bankof
America, and Thema and Kingate Global are affiliated with HSBC.

3BMadoffstatedtheseagreements
weretheonlywrittencorrespondence
betweenMadoffandthese
entities.

4The staffconfirmedwith BMadoffthatthe serveris completelyseparatefiom the firm's Madoff
Integrated Support System ("MISS") and the firm's automated market-makirrg system nicknamed Robe.
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ofapproximately
50securities
contained
withintheS&P100.Thisbasket-trading
strategy
is a long only strategy according to BMadoff. While the model does not incorporateshort-

selling,
thereisanattempt
to 'Ltime
themarket"
tomaximize
investment
retums.According

to BMadoff,
thetitleof thestrategyusedbythemodelis split-strike
conversion,
which

insinuates
a strategy
thatusesoptions.However,
BMadoff
statedthemodelstopped
using
optionsapproximately
oneyearago. Theentitiesthatallocatecapitalto themodelcannot

adjust the model, only the amount of capitalallocatedto it. Themodelhas two aspects.

One, it must identify the appropriate securities and number of shares of these securitiesto

mostcloselyreplicatetheS&P100.Two,themodelsuggeststhetimingof enteringand
exitingthe marketusingmomentumsignals. BMadoffwas adamantthat he alsouseshis
"gut feel"to enterand exit the market. Accordingto BMadoff,the sharesare executedin
Europebeforethe 9:30am openingof the U.S. equitymarketsusmg various brokerage

firm'swhobidor offeronthe securities
in thebasketin an"auctionsystem"format.While
in the past,the modelcouldimplementthe strategyin one day,now it can takethreeto five
days. Whileotherfirmsmay havea similarst~ategy,BMadoff stated that the speed at which
the strategycan be executedand the high correlationthe baskethas withthe S&P100are
the majorcomponentsof the model'scompetitiveadvantage.'BMadoffstatedthe returns

forthestrategysinceinceptionhavebeenbetween10%and15%peryear.
Accordingto BMadoff,there was approximatelysix to sevenbilliondollarsallocatedto the

modelbythe 15entitiesin April,2005.Thefirm'scompensation
forconducting
this
businessis fourcentspershare,whichis incorporated
in theexecution
price.6Therevenue
generatedfromthisbusinessis reflectedin the "OtherTrading"line itemof the firm's
FOCUS Report.

BMadoffexplainedthat due to the compensationstructureof this business,he doesnot
consider himself an Investment Advisor.

Therefore,
he did not state that the firm managed
outside money when previously questioned by the staff.
BMadoffwassurprised
thatthestaffwasunawarethatMadoffconducted
thistypeof
businesssincehehaddiscussions
regarding
thefirm'shedgefund relationships with SEC
officialsapproximatelyone and one-halfyears earlier.'

~Thisseems
tocontradict
hisearlier
statement
thatitmaytakethree
tofivedays
toimplement
thestrategy.
6BMadoff
stated
thatallentities
arecharged
fourcentspershare.
7BMadoffstated he had communicated
withLoriRichards
andJohnMcCarthy
regarding
thefirm'shedge
fUndrelationships.
BMadoffstatedthathe wouldprovidea copyof thecorrespondence
betweenMadoff

and the SEC regarding the matter.
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