‘The World’s L_ér'gest Hedge _Fu'nd is a Fraud

October: 25, 2005 Presentation to the SEC
(modified and resubmitted November 4, 2005)
Madoff Investment Securities, LIC

www.madofl.com

Opening Remarks: . . :
T am the original source for the information presented herein. There was no whistleblower or
~ insider involved in compiling this report. Iused!hoMosaic'l‘lworytoassemb_lcmysetof'
observations. My observations were collected first-hand by listening to fund of fund investors
Nkabmﬂtheh'invesunuminnbedgoﬁmdnmbyMadoﬁ'lnthmunSecmities,LLC,aSEC
registered firm. I bavo also spoken to the beads of various Wall Strect oquity derivative trading
desksa_ndcvcrysingleoncofﬂxcscgidrmanagm[spokcvﬁthtoldmcthathnieMadoﬁ‘wasa
fraud. chmn'sqnoonewamstomkeundtwcm'eerriskby.sﬂckingthcirheadupandsayingthe
emperor isn’t wearing any clothes.... . .
Iamadeﬁvativesaq)utandhavetmdedoraesistedinthetmdhugot‘scvmnlbillionsuSin
options strategies for hedge funds and institutional clients. Ihavemqmimccmanagingsplit- ,
strike conversion products both using index options and using individual stock options, both with
and without index puts. Veryfewpeoplcinﬂxewoﬂdlmvethcmaﬂwnmﬁcalbackgm\mdnched
%o manage these types of products but I am ono of them. I'have outlined a detailed set of Red
Flﬂgsth&tmakemovaysuspic‘iodsﬁmtBaﬁeMaﬁoﬁ'sMumsaren’trealand,ifﬂwymmal,
then they are certainly generated by front .
Duehothesmsiﬁvcnanneofthccascldctail-below,itsdisscminationwithinﬂlcSECmust
be limited to those with a need to know. The firm involved is located in the New York Region.
Asamﬂtofﬁﬁscase,sevualeamcmohWaﬂSheetandhEmopewﬂlbenﬁncd.
'!‘hmefom,lhayenotxignednorp\nmymmeondﬁsrepom I'request that my name not be
relﬂsedhanyoucoutsidethisSECmgionwithMmyacmeﬁtﬁenpermisﬁom The fewer
people who know who wrote this report the better. I am worried about the personal safety of
myself abd my family, Undcrno_circmnstancesisﬂlismportoritsoonwntstobeshamdwiﬁx
anyothenegulatorybodywithommycsqnmpermission. 'I‘his'reporthasbeenwﬁttmsolely
for the SEC’s intemnal use,
Asfm'asIknow,noneofthehedgeﬁmd,ﬁmdofﬁmds(FOF's)mentionedinmymponam-
- engaged in a conspiracy to commit fraud. I believe they are nalve men and women with a _
. Dotable lack of derivatives expertiss and little or no quantitative finance ability.

There are 2 possible scenarios that involve fraud by Madoft Securities:

. 1. Scenario # 1 (Unlikely): 1 am submitting this case under Section 21A(e) of the 1934 Act
in the event that the broker-dealer and ECN depicted is actually providing the stated
refurns to inveéstors but is earning those returns by front-running customer order flow.
Front-running qualifies as insider-trading since it relies upon matesial, non-public
information that is eoted upon for the benefit of one party to the detriment of another
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 pirty. Section 21A(c) allows the SEC to Pay up to 10% of the total fines levied for
insider-trading, | | o

2. Scenario # 2 (Highly likely) Madoff Securities is the world’s laxgest Ponzi Scheme. In- ,
this case there i3 no SEC reward paymeat due the whistle-blower so basically I’'m turning
this case in because it's the right thing to do. Par befter thit the SEC is proactive in
shutting down a Ponzi Scheme of this size rather than reactive. : '

Who: The politically powesful Madoff family owns and operates'a New York City based broker-
dealer, ECN, and what is effectively the world’s largest hedge fund. Beinard “Bernie” Madoff,
" the family patriarch started tho firm, | .

Deposlforj'ﬂw'CorporutIon

‘What: ) »
1. m&mﬂynmwhatiseﬁ'wﬂwlymcwoﬂd?ﬂmgmhedgeﬁmdvﬁthwﬁxﬁawdassm
. under management of 0 billi illion, but no one knows

&xactly how much moncy BM is managing.  That we have what is effectively the - l
wodd’slnzesthedg:ﬁmdppcraﬁnglmdugmundhpmnlypmshocking. But then ' :
again,wec_lon’tevmlnmwthesizeofﬂuhedgoﬁmdindmuysonomofthisshouldbe

Jund, eq
tranch funding, BM runs a trading whoscxennnsﬂowtoﬁwthitdpanyhbdge
ﬁmdsandﬂldrinyostouwhomnupeqmﬁtycapimlmﬁmdBM’shokmdwlamdBCN
operations. BAf tells #wm:kemmﬁesbychargbzgcommtwiomonaﬂoﬂke.

Red Flag # 1: WlurwouldaUSbmker-deaIa'organizeandﬁmdl!:ab"mh:chammumaI
" manner? Dom?thkseemrobemmeendyﬂ'ayofap&mfbrgmderdwngulawrk )
radar screens? Why aren’t the commissions charged fully disclosed to investors? Cana
SEC Registered Investment Advisor both charge commissions and charge o principle fee
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Jor tradest MOST IMPORTANTLY, why would BM settle for charging only
undisclosed commissions when he could earn standard hedge fund fees of 1%

“management fee + 20% of the profits? Doing some simple math on BM'’s 12% average

annual return siream to-investors, the hedge Jund, before fees, would have to be earning
average annual returns of 16%, Subtract out the 1% management Jee and investors are
downs to 15%6. 209 of the profits would be (20 x'15% = 3% profif participation) 3%, so
Investors would be left with the stated 12% annual returns listed in Attackment 1 .
(Fairfield Sentry Ltd. Performance Data). Total fees to the third party FOF's would
amount to 4% annually. Now why would BM leave 4% in average annual fee revenug on

- the table unless he were a Ponzi Scheme? Or, is he charging a whole lot more than 4%

in undisclosed commissions?

+ The third parties organize the hedge funds and obtain investors but 100% of the money
. raised is actually managed by Madoff Investment Securities, LLC in a

fund strategy. Tlic investors that pony up the money don’t know that BM is managing
their money. That Madoff is managing the money is purposely kept secret from the
investors. Some promineat US based hedge fund, fund of funds, that “invest” in BM in
this manner inolude: ' o ' :
A, Fairfield Seatry Limited (Arden Asset Management) which had §5.2 billion
invested in BM as of May 2005} 11* Floor, 919 Third Avenue; New York, NY

B.Ammwmmmwasmm@mmmt _
advisor, telephone # 212.223.7167; Suite 2206; 509 Madison Avenue, New York, B
NY10022whichhadm“SOmiﬂioninmtchBMasofmidJOOl The -

" majority of this FOF’s investors are Buropean, cven though the fim is US

registered. .
C. Broyhill All-Weather Fund, L.P. had $350 million invested with BM as of March
D. Tremont Capital Management, Inc. Corporate Headquarters is located at
555 Theodore Fremd Aveaus; Rye, New-York 10580; T: (914) 925-1140 F: (914)
921-3499. Tremont oversees on an advisory and fully discretiopary basis over $10.5
billion in assets. Clients include institutional investors, public and private pension
plam,ERISAplms,mﬂv«aitymdowmcntx,fmmdaﬁom,mdﬁnmdalhnﬁhniom,
asweﬂashigh_netwmthindividmls.'misovmedbyOppmhianaPmdsha
which is owned by Mass Mutual Insurance Company so they should have sufficient
- Teserves fo make investors whole. Mass Mutual is currently under investigation by
the Massachusetts Attomsy General, the Department of Justice, and the SEC.
B. DmhgaZMmukeﬁnguipr\mpccvuyhedgeﬁmdFOFlmetwithinPaﬁs
and Geneva had investments with BM. They all said he was their best mansger]
A partial list of money managers and Private Banks that invest in BM is included
ot the end of this report. '

4. Heres what smells bad sbout tho idea of providing oquity tranch finding to a US

registered broker-dealer:
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A. The investment returns passed elong to the third party hedge funds are equivalent
. to BM borrowing money. These 12 month returns from 1990— May 2005 ranged
from a low of 6.23% to 2 high of 19.98%, with an average 12 month retum during
that time period of 12.00%. No Broker-Dealer that I've ever heard of finances its
. Operations at that high of an implied borrowing rate (soitrce: Attachment 1;
Fairfield Sentry Limited return data from December 1990 — May 2005).
- B, BD’s typlcally fund in the short-term credit markets and benchmark a significant
. part of their overnight funding to LIBOR plus or minus sore spread.
C. Red Flag # 2: why would a BD choose to fund at such a high implied interest rate
" when cheaper money Is available in the short-term credit markets? One reason
. that comes to mind is that BM couldrn’t stand the due diligence scrutiny of the
short-term credit markets, .o

5. Thathhdpartyhedgeﬁmdsahdmndofﬁmdsmamaﬂwﬂhishedgqﬁmdmwgythat
invests in BM don't nams and aren’t allowed to name Bernie Madoff as the actual :
manager in their performance summaries or marketing literature. - .
Red Fiag # 3: Why the need for such secrecy? If I'was the world's largest hedge fimd
and had great returns, I'dwmallthepublichylwuldgamerandWmddwmto@pear
as the world's largest hedge fund in all of the industry rankings. Name one mutual fund
company, Venture Capital firm, or LBO firm which doesn 't brag about the size of their
largest finds' assets under managemennt. Then ask yoirself, why would the world’s
largest hedge fimd manager be so secretive that he didn't even want his LP"s 1o know he
‘was managing their money? - _

6. 'I‘_hcthixdpar-tyFOF'sncvcrtellinvastorswhoiiwumllymmgingthcirmoncyand
describe the investment strategy as: This hedge fund’s objective is long term growth on
a consistent basis with-low volatility. The investment advisor invests exclusively in the
U.S. and utilizes a strategy often referred to ss a “split-strike conversion.” Generally this
stylehmlmmuvhadngabaskdofm—3slarge-mpimlimﬂonmcks_wiﬂ1ahigh
degree of correlation to the general market (e.g. American Bxpress, Bocing, Citigroup,
Coca-Cola, Dupont, Exxon, General Motors, IBM, Merck, McDonalds). To provide the
dwhedhedge,mcmmguﬁmsdhom-of—ﬂle-momyomthdcxcauopﬁommdbuys
out-of-the-money OEX index put options. The amount of calls that are sold and puts that
mbougmmnnadoﬂuammequalmlhebaskuofahmpmchm ;

7. I personally have nm split-strike conversion stratogics and know that BM’s approach is
far riskier than stated in 6 above. BM sells call options on individual stocks, rather than
OEXIndexeaﬂopﬁms,appmmﬂymgmmhlghumhﬂowsquidmlstoekcaﬂ
.pxmﬂmmmhlgher-pﬁoodwwmpenmformehigh«indlvidml.sm&ﬁm
(individual stocks can more further and faster than stock indexes), Therefore BM’s
smﬁegyofbuyhghdlﬁ&mlnockx,soﬂhgmdividmleanopﬁomandbnﬁnghdcxm
options is a lot riskier and has a lot lower return potential than what is stated in the third
party FOF marketing materials (in other words their marketing is a frandulent :
representation of both the returns and the risks of this type of strategy). His strategy is
thllyin&ﬁormmaﬂindexappmwhmdhwbollyinmpableofgmmﬁngmm
the range 0f 6,23% t0 19.98%. BM’s strategy s 5 able beat the ) .
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A, Inmﬁm_gmmm is to buy 30 - 35 large-cap stocks, sell out-of-the-
money individual stock call options against each of the 30-35 stocks. For each
100 shares-of GM sell 1 out-of-the-money GM call option. .

1. 'We eam income from the stock’s dividends, Let's attribute 8 2% average
retum to this source of funds for the 14 ¥ year time.period. This explains 2%
of the 12% average annual returns and leaves 10% of the returns unexplained.

2. We carn income from the sale of equity call options against each 100 shares of

that we own. : .
Red Flag # 41 BMwould have (o sell short-dated, out-of-the-money calls
agalnst each of the 30-35 stocks, However, his winning stocks would quickly
be called away leaving him with only the stocks in his stock basket that either
didn’t go up much, Stayed the same, or went down. In other words this o

go down in price, Atbm:ellbxgcaﬂopﬂmaanrammperhqmz%mzal
-returns, We’venow@lained4%(2%¢ﬂvfdaidincome+2%callopﬂon
. - prendum) of the 12% average annual returns, leaving 8% unexplained, - .
B. j ismbuyan-of-tho-moncy OEX index put options.
Thiseomyoumoneyeachandeverymoudn'Mhmtsyomrcumandis&e
mainmsonwhyBM’ssu'anegywouldbavcmbleeamingo%avmgeannual
mmuchlmﬂxelz%mmmssmthairﬁeldSmhyM’spaformance
Summary., vaifBquma4%tennnﬁomlhcoombinaﬁonof2%stock ’
dividendsand2%ﬁommesaleofcallopﬁmn,theeostoftbeputswouldpmﬂﬁs

stmtogyint,hemdyearinapdymmxt. Nowayhempossiblybeemning 12%. _ i

C. The OEX index (S&P 100) closed at 544.50 on Friday, October 17, 2005 meaning
MMputopﬁonhedgedSﬁ.ﬁOdqﬂmWﬁofsﬁock(SiOOmn&ad )

+ multiplier x 544.50 index value ~ $54,450 in stock hedged). As of that same date,
ﬂxemmlopmhnumforanom(indmpmopﬁonswaﬁw,awoomm '
memingthMatotalof$ls,$Vl,654,500hstockwasbeinghedgod.bydn\mcof
OEthnputsGBQ,SlOmhlpmeonmminmistemeasofOctl‘hhx$54,450
hedgeva]ueoflOEXindm:pur=$lB,502,654,5001nsbwkhedged). o
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Red Flag # 6: At my best guess level of BM's assets under management of 830 _
blllion, or even at my.low end estimate of 820 billion tn assets under management, !
BMwould have to be over 100% of the total OEX put optlon coniract open ) :
Interest in order to hedge his stock holdings as depicted in the third party hedge
Sunds marketing literature. In other words, there are not enough index option put
contracts in existence to hedge the way BM says hg is hedgingl
- D. Mathemafically I have proven that BM cannot be hedging using listed index put
options. One hedgé fund FOF has told me that BM uses only Over-the-Counter
options dnd trades exolusively tfru UBS and Merill Lynch, 1 have not called
: ﬂwsotwoﬂmatocheckonthiasbwmmitscemsimplausiblethataBDwould
.. trade $20 - $50 blllioanrﬂ:ofindexpmopﬁonspumonthova—d»—counmﬂm
~ only 2 firms. 'I‘hatplmthnﬁctthatifBMwasmllybuyingOTCindexput
,options, then there is no way his average annual retums could bo positivel! Ata

- option and hold it for one-year. Nowayhiscallmlcseouldwuhopetooome
ev'enﬁ*aaionallyclooctocovaingthccostoﬁbbpm. :
Red Flag #t 7: The counter-party credit exposures Jor UBS and Merrill would be
toolmgefwtheseﬁnuaecﬂldemnm:oqrprm_ .
RQdFlag’#S:OTCogrlomaremreapemtotradethanli:tedopﬂom.
thm:izeof$20-S50billlonpermonthwouldbebrqrmlb1eandthe
bﬂw&madswouldbe:owidea:wpredudembxgmzypmﬁrwhaxoeﬁm
These Broker/Dealers would need to offset their short OTC Index put option
expo.rurctoafailb:g:tockmarketbyhedgbxgmﬂfheb’shoﬂpxdopﬂonrt:kby
dtherbwb:gltﬁedpzdopdombruﬂb:gshoﬂmdaﬁdwe:mndtheddlvaﬁva
mmhumuordeepandllquldmoughmawomﬂsh?hkwithaxdpaymga
pma!tyinprohibmvelyoqnnﬂvemacﬂonm

) Rndmag#%bxmﬁeandvolmlnmpqwrworkwouldberequbedmkzep
track of and clear each OTC trade. ’ B

E. Myexpaicneevdﬂgspﬁwuikcoonvexsionuapesismatﬂw_b&agmdmamger _
kmmmmwmmmwmmmmmiﬂm

less management fees. And,ifthostockmarketisdownbymnthanw-,md-

Red Fiag # 10: Itlsﬂ.laihemaﬂcallylnmiblcfbraslratégywing.mk
‘buﬂw:wdmﬂopdommdbukxpwopﬂomwhannwkammlaﬂon
mﬂwlwhtwhmmrenmmmmedybemggmmdﬁvm This makes

. 3tocks in thelr porgfolio were to tartk on bad news, BM's ndex put would offer
little protection hndfheirporyblio should feel the pain. However, BM's
'pedbmmcenumbmshoqubr 7exveme1ysmalllos:e:durh;g 14.% years and
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‘these numbers are too good 10 be irue. The largest one month loss was only -55
. basls points (-0.55 %) or just over one-half of one percent! And BM never had
mere than a one month losing streak! Either BM is the world's best stock and

8. Red Flag# 11 Two press articles do doubt Bernie Madofl"s returns and they are:
-+ A. The May 7, 2001 edition of Barron’s, in an article entitled; “Don’t Ask, Dor’t
" Tell; Bernie Madoff is so secretetlve, he even dsks his Investors 1o keep mum,”
written by Erin Arvedlund, published an expose abomBeg’nieMadoﬂ‘afowyem
agbwithnomlﬂnginveaﬂgaﬁonbyauyromdatom{ Ms. Arvediund has since
" left Barron’s. 1 have attached a copy of the Barrons® article which lists numerous
red flags. - '

9 PundofhdswithwhomlhavespokentothatbaveBMintheirmblcofﬁmds
oonﬁnmﬂyhagabou@theirmnnmandhowﬂwymgcgmwdthmhtoBM'smcmsw

of Wall Street's big wire houses experience trading losses on a more regular )

that BM. Ask yourself how BM'.m'adlnga;_aerienceoouIdbeso much better than all of
the other firms on Wall Street. Eltha-he'.rdaebe:ttraa‘lngﬁrm on the street and rarely
eva-ka:largelosh:gmndwzmlikaotkerﬁnuorhe'saﬁwd' :

- IBM at $100.01. Ihklvwhbtisblawnasarlgluwwuﬂonandhwdnxfla'm
lhepajoﬁ‘cﬂurib:dianofacallopaon Dohggdd:oouldea:ibgcwutcnnmof.w}’-
60% or more per anun. He could be doing the I

P
_
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Some time ago, during different market conditions, I ran a study using the Black-Scholes
Option Pricing Model to analyzs the valus of front- ) with the goal of putting a monetary
value on front-running where the insider knew the customer’s order and traded ahead of it.
+ When I ran the study the model inputs were valued at- OEX component stocks annualized
volatility on a cap-weighted basis was 50% (during a bear market period), the T-bill rate was :
5.80%, and the average stock price was $46. Ithen calculated the value of an at-the-money call '
options over time intervals of 1 minute, 5 minntes, 10 minutes, and 15 minutes. | used a253
trading day year. The SEC should be able to duplicate these results: ' .

lmimﬂcopllon?3eentawmﬂnofmdeinfonnaﬁonvalu
S minute option = 7 cents worth of trade information value
10 minuts option = 10 cents worth of trade information value
-15 minute option = 12 cents worth of trade information value

Conclusion: Bernie Madoff used to advertise in industry trade publications that he would pay 1
cent for other broker’s order flow. If he was paying 1 cent for order flow and front-running these
bmka"sMmm,thmhecolﬂdéasﬂybemningmhlﬁwM%-GO%ormmmuaﬂy.
haﬂﬁmeintqvalsxmghgﬁnm]me'lSnﬂmm,Mvingmsmmdaﬂowisﬂw
monctary equivalent of owning a valuable call option on that order. The value of these implicit
calloptimsmngcsbetween3—12timqtheonnmmypershampaidforacoesstoorderﬂow.
lfﬂaisiswhathe’sdphng,ﬂmthemhnnsmrealbmﬂnestaﬁedinthmcntstm!cgy_isillegalmxd
based solely on insider-trading. .

NOTE: IampreuyconﬁdwtthatBMisaPonziScbeme,butintlwoﬂ‘phameheisﬁom- ‘
nmmgantom«ordcrsmdhwrcunmmmuhmthhmcqmﬁﬁaasmddu-hadmgmdq

. thc_SBC'sbountypmgmmasowinedinSecﬁonZIA(e)ofthe 1934 Act. However, if BM was
front-running, a highly profitable activity, thenbemuldn’tneedtpbonowﬁmdsfmminthors . )
at 12% implied interest, 'Ihacfomitisfarmorelikelythatﬂh_[isal’onzism Front- . :

11. Red Flag # 14: Madoff subsidizes down morths! Hard to believe (and I don't believe
dds)bul'vehcwdminveaonuﬂmthaﬂhbydon?beuewﬂladoﬁ'mnmRamoney
in big down months either. Theyteflmadwtuadoﬂ'“mhﬂu:“dw#bmnindmm
mondzgyodaéﬂhq#lllbeableto:bmvaloﬂwldilkyofmw. "These types of
sfaﬂamcomnovdyjwa_immuﬂ’omi&:hmm. These investors tell me that Madoff
onlybwbwbmbggdcbubxt{lelraowmmd“mtkelme:"dwmgmnﬂnwhm
the'market sells off hard. Iheproblan,wuhtktfl:ﬂzmﬂi:mwm“ﬁmcdrommm

T
=
=
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Red Flag # 15: Why would a fund of funds investor believe any broker-dealer that

commits fraud in a few important areas — such as misstating returns and misstating
_volatility of returns — yet believe him in other areas? I'd really lfks to belleve in the tooth
Jalry, but I don’t after catching my mother putting a quarter ynderneath my pillow ong

night. ' : ; .

12. Red Flag # 16 Madoff has perfect market-timing ability. One investor told me, with a
straight face, that Madoff went to 1009 cash in July 1998 and December 1999, akead of
“rnarket declines. He said he knows this because Madoff faxes his trade tickets to his  firm
and the custodial bank. However, stnce Madoff owns a broker-dealer, he can generate
whatever trade tickets he wants. And, I'll bet very few FOF's-ask BM to Jax them trade
tickets, ‘ : : ' ’ .

13. Red Flag # 17: Madoff does not allow outside performance audits. Ons London based:
hedge fund, find of funds, representing Arab money, asked to sendin ateam of Big 4
accountants to conduct a performance audit during their planned due diligence. They
were told “No, only Madofl’s brother-in-law who owns his own accounting firm Is
allowed to audit performance for reasons of secrecy in order to keep Madoff’s
proprietary trading strategy secret so that nobody can copy it. Amazingly, this fund of
Jfunds then agreed to invest $200 million of their client’s money anyway, because the low
volatllity of returns was so attractivell Let’s see, how marsy hedge funds have faked an
audited performance history?? Wood River is the latest that comes to mind as does the
Manhatran’ﬂmdbu!themmbaofbogushedgeﬁmdsthathaverelied:q:onfakemzdm
* has got to mumber in the dozens. "

14. Red Flag # 18: Madoff’s returns are not consistent with the one publicly traded option
income fund with a history as long as Madoff’s. In 2000, I analyzed the returns of :
Madoff and measured them against the returns of the Gateway Option Income Fund i
(Ticker GATEX). During the 87 month span analyzed, Madoff was down only 3 months o %
versus GATEX belng down'26 months. GATEX earned an annvalized retwn of 10.27%  ° :

- during the period studied vs. 15.62% for Bernle Mado{f und 19.58% for the S&P 500. !

15. Red Flag # 19 I?wehambeennmulopﬂonhcoheﬁmwwemﬂomAugmt
2004, None of them have the high returns that Bernie Madoff has. How can this be, they .
use similar strategies only they should be making more than BM in up months becaise
most of these option income funds don’t buy expensive index put options to protect their

- portfolios. - Thus the publicly traded option income funds showld make more money in up

- .markets and lose more than Moadoff in down markets. Hmm....that Modoff’s returns are
,sohlgh)clhcbmaxpammopﬂombjmmthama:onwbdknhcisrwmmg
the world's largest Ponzi Scheme. A good study for the SEC would be to compare 2005 -
performance of the new aption income funds to Bernic Madoff while accounting for the
cost of Bervile’s index put option protection. There's no'way Bernie can have positive
refurns in 2005 given what the markét’s done and where volatility is. _

16. Red Flag #20: Mdoﬁkxmctcdofbehxgaﬁmdbymdﬂwwwldﬁvhrxwand
most sophisticated financinl services firms. Without naming names, here's an _

A. A managing director at Goldman, Sachs prime brokerage operation told me that
hisﬁnndoubtsBeunieMadoﬁ'islcgiﬁmnﬁBsoﬂwydon'tdealwithhim
: " B. From an Email I received this'past Juzie 2005 I now suspect that the end is near for
BM. All Ponzi Schemes eventually topple of their own weight once they become too large and it

e
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" funds in Burope,

.--___m.- according to this source, for a borrg Ing line from a Euro
0ank; 1 bellove he sald Paribas. No Why would Madoff need-to borrow more unds?: This Eurg

pnvestor sald that Madoff was in fact. pung "way over” our suggested 12-14

billion
.‘Hapﬂ'lem' th retums Is about 79 ne

third party hedge FOF"s that he has private qecese fo ECN's internal order flow, which Madogr

ho:behwlbxearodoubtorbrmﬁgatdladoﬁlnmmém&amm,ua The NASD and .
NASDAQ do not exactly have a glorious reputation as vigorous regulators untainted by politics - !
or money, '

10
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22. Red Flag #26: BM goes to 100% cash for every December 31" year-end, This allows for '
“cleaner financial statements” according to one source. Any unusual transfers or activity near .
aquarter-end or year-end is a red flag for fraud. Recently, the BD REFCO Securities engaged
in “fake borrowing” with Liberty, a hedge fund, that made it appear that Liberty owed REFCO
‘over 5400 million in receivables.- This allowed REFCO to mask its true debt position and made
all of their equity ratios look better than they actually were. :
23. Red Flag #27: Several equity derivatives professionals will.all tell You that the split-strike
conversion strategy that BM runs Is an owtright fraud and canmot Ppossibly achieve 12% average
aninual refurns with only 7 down monthi during a 14 % year time period. Some derivatives
experts that the SEC should call to hear thelr opintons of how and why BM is a fraud and fo.
some insights into the mathematical reasons behind their belief; the SEC showld call: - T
o A. Leon Gross, Managing 's world-wide equity

group.com | _ that the SEC hasn't
Madoﬂ"yet.'Hc's'alsoammddeOF’s sctually
boﬂmﬂﬂsmxpidopﬁomshategyiscapablcofeamingaposiﬁve

return much less a 12% average annual return, He thinks the strategy
would have trouble caming 1% much less 12%. Leon is a free spirit,
soifyouaslghlinhe’lleellyoubmyou’dundcmanditbcuaifyou
met him at his workplace in a private conference room. He talks -
deﬁvaﬁmatahighkchsoaskshnplc“yesorno"typequwﬁmto
start off the interview then drill down. ]

ated strategies and he knows all

math. ]

C. Joanne Hill, Ph.D.; Vice-President and globa head of equity g
- desivatives research, Goldman WNCW York !
N - - '

24. Red Flag #28: B}.d’:&arpckaﬂooflﬁ’auw}meml:ﬂabﬁeld&phyUd -
Performance Data) is UNBELIEVABLY HIGH compared to the Sharpe Ratios experienced by
the rest of the hedge fund industry. IhSMshouIdobtainhMayhedgaﬁmdmnﬂngsandsee
exactly how outstanding Fairfield Sentry Led. 's Sharpe Ratio Is. -

i
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Coxicluslonsz

1. Bernie Madoff is ranning the world’s largest unregistered hedge fund. He’s organized -
this business as “hedge fund of funds private labeling their own hedge funds which
Bemnie Madoff secretly runs for them using a split-strike conversion strategy getting paid
only trading commissions which are not disclosed.” Ifthis isn’ta regulatory dodge, 1
don’t know what is, This ishck—doormathcﬁngandﬁmnchgschemcthatisopaque
andﬁfnwithhiddmfm(hachargesonlyoommissionsonthoum). If this product
isn’t marketed correctly, what is the chance that it is managed correctly? I say that where
there’s one cockroach in plain sight, many more are lurking behind the comer out of plain
view. : .

2. There are too many red flags to ignore. -

3. Mathematically this type of split-strike conversion fund should never be able to beat US
Treasury Bills much less provide 12.00% ayverage annual retums. ] and other derivatives
- professionals on Wall Street will swear up and down that a split-strike conversion
Strategy cannot earn an average annval return anywhere near 12%.

4. 1have presented 174 months (14 % years) of Fairfield Seatry’s return pumbers dating
. back to December 1990, 01ﬂy7monthsor4%ofd:emon&:ssawnegativemm

Classify this as “definitely too good to be true!” No major league baseball hitter bats
.%O,mNFLteamhmcvetgom%wimamlonlyﬂomoma 100 game span, and
youcagbetevaythingyouomﬂmtmmoncymmguisw%%ofﬂwmonﬂueima.
Itishoonpdwb!ctbstBM?slmmmonlhlylouemddonlybe-Ojsxmdﬂ_mhis
lmgea-hsingmkswuldponsistéfl,sﬁghﬂydommomhwerywuplcofym.
Nobodymwmngoodofanmneymamgulmlmﬂley’mﬁom-mmﬁng.

5. BMmuldhave-tobchadingmomtlmlOO%ofme‘opeu' of OEX index put
- options every month. Bvery large derivatives dealer on Wall S will tell you that
BqnieMadoffisaﬁfm. Go ask the heads of equity derivatives trading at Morgan
Sunley,GoldmmSmhs,JPMorginandGﬁgwupﬂwkopiniomabomBanieMadoﬁl
They’ﬂaﬂteﬂﬂxeSBCﬂm_ﬂwycan’tbelimthatBMhasn'tBemcaughtyct :

6. MSBCisslatedmsmnovuwingbedgeﬂmdsinFebmaryZOOG,yusinceB@mie . .
Madoﬁ‘hmtmgiswmdasphbdgeﬁmdhnacﬁngasmebmvhﬂﬂrdpanydﬁelds,the '
ehmomofMadoﬁ‘wcapingSBCscmﬁqyue'vuyhigh. If 1 hadn’t written this report,
ihere'snowayﬁwSECwouldhxveknownmmckﬂlefactsbehindallofthmﬂxhd
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Potential Fall Out if Bernie Madoff turns out to be a Ponzi Scheme:

1. Ifthe average hedge fund is assumed to be lovered 4:1, it doesn’t take a rocket scientist to
realizethatﬂmemlghtbagnywhemﬁomafewhmdmdbiﬂionmupinsellingprcssme
Inthe_wakzofa$20-$50billionhedgcfnmdﬁm1d. With the hedge fund market
estimated to be $1 trillion, having pne hedge fund with 2% - 5% of the industty’s assets

- under management suddenly blowup,itishardtopredictthe_seveﬁtyofthoresultlng
shock wave. You just know it’llbem:pleasantforanywlmeﬁomafewdaystoafew
v'vvekslzutmofanom.ahom@'tbeany\irhcrenearasgreatasﬂmﬁomthel.onng
CapltalManagunem-Criqea.’ - :

overseas, momwbldinguadewﬂlhunaﬂmaﬂcmmﬂwglobebmh_istthdm
BWUpeanBankx_ﬂmiwil!ﬁmthcmmt. ‘

- 4. Bmopeanmgnhtomﬁnbesémnnmbchxgq).mﬂnmskofdealing'ﬁdlhedgeﬁmd
fraud. Hopeﬁﬂlythlswandalwﬂlmasa]ongwuduewake-npeaﬂﬁ)rﬂwmmd
tmhininueasedﬁnuﬁngandstaﬁinglcvqlsforEmpcmFinmcialReglﬂm

6. The-Wall Street wire houss FOF’s are not lnvested in MadofPs strategy. As faras].
knowthewhchouse'_sintunalFOF’anﬂtbhkhe'saﬂmd and have avoided him like the

13
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hurricane terms was a Categoty S storm. BM is only going 10 be a Category 2 or 3 storm
where the severe damage is confined mostly to the hedge fund arena.

7. US Mutual fund investors and other long-ténn investors in main stream investment ,
products will only feel a month or two’s worth of pain from the selling cascade in the
hedge fund arena but thelr markets should recover afterwards. -

8. Congress will be up in arms and there will be Seriate and House hearings just like there
were for Long Term Capital Menagement. .

9. 1b98EC’sctitieswbomytheSBCsboﬂdn’tbemguladngpﬂvmpaxmshipswﬂlbe
forever silenced. Homﬁdlyﬂﬂshdstowxpmdedpowmandinmmodfmdingﬁxthc
SEC. PmﬁesthatoppoeedSBCmﬁyintohedgeﬁmdmg\ﬂaﬁonwﬂlfaﬂsﬂmt. The
SECwiﬂgalnpollﬂedhmgtthashingtonﬁomthhepisodeMOMyifﬂwSECis
pmacﬁveandlmmchuanlmmediate,ﬁdlmleinveﬁgnﬁonﬂoaﬂofﬂwkcd?hgs

- surrounding Madoff Investment Securities, LLC, Otherwise, it is almost certain that
NYAG Elliot Spitzer will launch his investigation first and once again beat the SEC to
the punch causing the SEC further public embarrassment.

10. Hedge funds will face increased dus diligence from regulators, investors, prime brokers
-and counter-parties which is a good thing and long overdue.
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Potential Pall Out if Bernie Madoff is found out to be front-running customer order flow:.

1. This wonld be just one more black €yo among many for the bml.ccmgc_ industry and the
NYSE and NASDAQ. At this point the reputations of both the NYSE and NASDAQare
already at rock bottom, so there's likely little downside left for these two troubled - :
organizations, - . : . .

2. The industry wouldn’t miss & beat other than for the liquidation of Madoff Investment

Securities, LLC. Figure it will bs similar to REFCO's demise only-there won’t be a
buyerofthcﬁxmglvmﬂmttheychdabedwstommwlwwouldaltbeembmmssedm

4 The FOF’s would suffer litle in the way of damage. All could be counted on 1o say “We
. didn’t know the manager was generating returns illegally. ‘We relied upon the NYSE and
NASDAQ to regulate their markets and prevent front-running therefore we see no reason

_Attachments:

1. 2pageSmnmaxyofFai_rﬁeld Sentry Ltd withpeffoxman_ce data from December 1990 —
May 2005 :

2. Copy of the May 7, 2001 Barrons' sirticle, “Don ’t Ask, Don’t Tell; Bernie Madoffis so
secretetive, ke even asks his brves-tontokeepmzmg"wdmbyl!dn& Arvedlund,
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~ ATTACHMENT 1: Fairfield Sentiy Performance Data
- Fairﬂe:ld Sontry Ltd ' _ Fund Categ&:;y(s): _

The ud;:olmmmummmwwwwmmmm‘ m':g

ostsblished, such long posiion
movement & the short csll striks price. The ol an out-of-the-money put, Amded with or ol of the call protocts .
g o S e e
e more A
mmmmmnuwwmmuhuudm ;

Fund: Faifleld Sentry Ltd . . Fund Assets: $5100.00mi
General Partner: Arden Assst Management Strategy Assots: $5300.00miflon
Address: 919 Third Avenue Flem Assets:  $8300milion
-11th th Roor Min. Investment: $ 0.10miilon
‘New York NY 10022 Management Fee: 1.00%
. usa Incentive fee: 20.00%
Tel: 212-319-6060 Hurdie Rate:
Fax: High Water Mark: Yes
Emall: faifleldfunds@fggus.com . Additions: Monthiy
Cortact Person: Fakfleld Funds - . Monthly
Portfollo Manager: .

mrem e ngrm .-

States i
Yes ,
totun - i
19001 1901 | 1992 | 1993 | to9¢ [ 1905 2001 | 2002.§ 2003 | 2004 | 2008
2.83% }18.88%14.01%]11 1149%}12.05% 14. 10.88%}0.83% |8 21% |7 om% |2 62%
27
' i
1]
Loz EEEEE demmnmen !
L ]
Wt - -!----’~_- ;
3 - M :
L]
——————— -
. ] ;
f .
§ []
v
[]
. h )
3
-
1]
H

G?I’?Q b: g ] 7’.96 /99 2 13
) Date WQ-D
” . sFairfield Sentry Ltd A )
' BSWP 568 _ . .
L ' 1 [ ]
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YouToDainc} 2.52%{. Sharpe Ratlo (Reling 12x] 250
Highest 12 Month Retune| 19,88% o1k
- Lowest 12 Month Retun:]  8.23% SH.DWNW 0.786%
A ' 8id. Dav. (Reliing 123:]  2.74%
B . R 0.?0'
Aversge Gabx|- 1.01% R Squared:|  0.09]
Aversge Loss:| -0.34%

g
2
g
g
5
2
g
5
2
5
2
g

. _ 2.83% €
JCONE]146% E| 060K E]1.0% E] 1.80% EJ037% E | 2.04% E|1.07% E| 0.50% E | 255% £ 00K EJ 18 E
QAINE|279% E| 1.01% E] 200% E] 0549% |1.20% £]0.00% £|0.90% E|040% E| 160X E 1A42% E] 1.49% £
JOSOX E]1.8I% E | 1.00% E0.00% EJ 1.72% E | 0.00% E| 0.00% E | L 7P% E | 039% E| 1.77% E 020% EJ0.45% E
210X E| G [1.52% 8] 1.52% e[ c.orn EJ02o% E| 1.7e% € oA% £ o.82% £] 1.88% E| RiFpy 0ok E
052X Ejarex E]0.04% E] 1.60% E] 1.72% E Jo.s0% E| 1.00% € 3 |1.7ox Efro0% E|osiNE]1I0% E
JAIKEJ0TI% B[ 12X EJOOIN E| 141X E] 022% B 1.92% E|0T% E| 1.27% E[ 190X E 158X Efodsn E
ZATRE0TI% EJOMO%E]1.97% E] 003% E [ 1. 4% E] 070% E[035% E | 2.99% E | 0.59% £ 1% EJ042% E
Q91N E]1.20% 611.70% € | 042% E] 1.70% E] 1.20% E| 063X E|0.20% €| 1.07% £ | 199% E OBP% EJ0.39% E|.
J R CJOITXE]220% EJ0.90% €] 1.51% E] 1.75% E| 043X EJ 096X E| OT9% E] 1.07% E{ 1815 E 0% E]
220%EJ020% E] 1.8 E|034% E | 1.37% Ef 000% £ 0.65% E| 1.92% E |02 E| Goon & OBB% E| 043% E :
JEAREJOH% E LN EJ 1% EJ032% EJ 0% E[ 044X E[ LOW E[0.79% E[ 1.28% € 121%EJo 1% E
O.03% E0.60% EJ040% E] 1,10% E] 212% £]020% E| 3.90% £ | Ikw%; [0.99% EloTo% £ LIO%X EJ 000X E
B, [00X E| LoTW E [0.10% E|ovoR E[1 00X E[sAn Eloamn e 0% E[ 132X £ | Bk E

g

Bl88[8 % a5 ua ae[3)e
§

051% E] 0.9% EJ0.05% clodex clossx c] wa NA NA NA NA WA |- NA
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Attachment 2: Barron’s Article dated May 7,2001
“Don't Ask, Don't Tell”
‘Bernie Madoff Is s0 secretive, ke even asks investors tv keep mum

By ERIN E. ARVEDLUND -
Barron’s | Monday, May 7, 2001

-Two years ago, at a hedge-fund conference in New York, attendeés were asked to name some of
their favorite and most-respected hedge-fund managers. Neither George Soros nor Julian
Robertson merited a single mention. Bmonomanagureccivedlavishpmisc;anardMadoﬁl

Folks on Wall Stroet know Bemic Madoff well. His brokerage firm, Madoff Securities, helped
kick-start the Nasdaq Stock Market in the carly 1970s and is now ono of the top thros market
makers in Nasdaq stocks. Madoff Securitics is also the third-largest firm matching buyers and
sellérs of New York Stock Exchange-listed securities. Chardes Schwab, Fidelity Investments and -
a slew of discount brokerages all send trades through Madoff. . ' ’

Some folks on Wall Street think there’s more to how Madoff (above) gencrates his enviable
- stream of investment returns-than mests the eye. Madoff calls these cleims "ridiculous.”

But what few on the Street know is that Bemie Madoff also manages $6 billion-to-$7 billion for
wealthy individuals. That's enough to rank Madoff's operation among the world's three largest
hedge funds, according to a May 2001 report in MAR Hedge, a trade publication.

Whafsmore,thmpﬁvueaooomhawpm&uwdbompomdwmgemnuﬂmmnsoﬂs%
for more than a decade. Remarkably, some of the larger, billion-dollar Madoff:run funds have
pever had a down year. ) -

When Barron's asked Madoff Friday how he accomplishes this, he said, "It's a proprictary
strategy. I can't go into it in great detail.” - ' ’

Norwere thie firms that market MadofP's fands forthcoming when contacted earlier. "It's aprivate

fund. And 50 our inclination has been not o discuss its returns,” says Jeffrey Tucker, partner and _
“co-founder of Fairfield Greenwich, a New Yotk City-based hedge-fund marketer. "Why Bamron's

wounld have any interest in this fund I don't know.” One of Fairficld Greenwich's most sought- ,
after funds is Fairfield Sentry Limited. Managed by Bernie Madoff, Fairfield Sentry has assets of

$3.3 billion. ' .

A Madoff hedge-fund oﬂ'cring memorandums Mﬂm his strategy this way: "Typically,
position will consist of the ownership of 30-35 S&P 100 stocks, most correlated to that index, the
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sale of out-of-tlie-money calls on the index end the purchase of out-of-the-money puts on thie

indeu(.Thesaleofﬂwcallsisdeslgnedtoirlcreasetherateofreturn,wiﬁleallowingﬁpward‘

- movement of the stock portfolio to'the strike price of the calls. The puts, funded in large part by

the sale of the calls, limit the portfolio's downside.”

Among options traders, that's known as the "split-strike conversion” strategy. In layman's terms,
itmeamMadoffinvostspdmarﬂyinme}nrgm_stocluhtheS&P 100 index - names like
General Electric, Intel and Coca-Cola. At the samo time, be buys and sells options against those

_ stocks.Pormmplo,Madoﬂmightpm'chascshamofGEandsellaeqll_opﬂononaeompambh .
: nmnhe_rofshares—thatis,anopﬁontobuyﬂxeahatuataﬁxbdpﬂoeataﬁxhnedmmme' -

samoﬁme,hewouldbuya'putopﬁononthostock,whlchgivwhhnﬂmﬂghttos_cllsh_am:ata

- fixed price at a future date.

'Ihemwgy,incﬁ'ect,mma'bomdaxyonastock, liniting its upside while at the same time
pmbcﬁngagainstashmpdedhemmeshampﬂc@%mdomwmﬂy.miswlodnmka-
nmmalmatcgypmdumposiﬁvemmwnmwrwlﬁchwayﬂwmmketgog. '

Using this split-strike convesion strategy, Fairfield Sentry Limited has had only four down
months since inception in 1989, In l”O;PakﬁeldSmkywasupZﬂﬁ.Inﬂ;e'ensﬁngdmde,it
returned no less than 11% in any year, and sometimes as high as 18%. Last year, Fairfield Sentry
returned 11.55% and 5o far in 2001, the fund is up 3.52%. .

Thosemmnshwebeenmcomiswmﬂmtsomconthesm&vebegunspemhﬁngdm :
Madoff's market-misking operation subsidizes and smooths his hedge-fund retums. i

- How might Madoff Securities do this? Access to such a huge capital base could allow Madoff to

mkomudnhrgwbéh—wiﬂ:vayﬁtﬂeﬁsk-ﬁaﬂhwﬂdoﬁuwimkmuldwrkﬁkelﬁm

Madoﬁ‘Smﬁﬁ&s&ndshﬂwmidﬂcofatanendomﬁmofmdmwlﬁchmmﬂm,iu ' '
uadushaveadvmwknowlodge,ifoﬂybyafcwsemnds,ofwhabigmmmhxyingand ’ i
seﬂhrg.Byhoppingmthebandwamﬂwmkdmahuw\ﬂdcﬁbcﬁvdylockinpmﬁmm i
anbaeese.thmvviﬁgaliuiecashbmktodwhedgefundswwldbenobigded : .k

" ‘When Barron's ran that sceario by Madof he dismissed it as "ridiculous.” S

SﬁlmmWaﬂSﬁeamainskcpﬁo;labomhowMadoﬂwhimswhmhgdonble-
digkmdngppﬁmdmmmm}bdgemﬁ:mdwdmmmma
dozen hedge fund professionals, imhxdingumandform‘Madoﬂ'mdus{whoquesﬁomd
whymwelndbemaﬂem&mﬁcabMadoﬁ'arﬂmmingﬂﬂssﬁﬁegy.mhwbgm. ]
option strategists at mgjor investment banks told Barron's they couldn't understand how Madoff
chmsommhnmbmAddsaﬁ:mwrMadoﬁ‘invwmn'Anybodyﬁho'sammdhedgc-
fnndhvmkmwathnspm-snikeoonvuﬁonisnotﬂwwholcsm.Totakeltatﬁcevalucisa
bitnalve” - ' - i :

Madoff dismisses such skepticism. *Whoever tried to :everse—enginee:\,hedidn‘t-doagoodjob.

. Ifhe did, these numbers would not be unusual.® Curiously, he charges no fees forhis money-

management services. Nor does he take a cut of the 1.5% fees marketers like Fairfield
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Greenwich charge investors each year. Why not? "We're perfectly happy to just eam
commissions on the trades," ho says. ‘ ) .

Perhaps 0. But consider the sheer scope of the money Madoff' would appear to be leaving on the

table. A typical hedge fund charges 1% of assets annually, plus 20% of profits. On a $6 billion
fund generating 15% mudmhm&ataddsu;:,toSMOmillionayear. ' '

" “The lessons of Long-Term Capital Mﬁnagemgnt’s collapse are that investors need, or should

aboinbls-quonﬂmce—ovmﬂxoughmcydonkundmmhoﬁhedocslt"mpn
knowledgeable people can't really fell you what he's doing,” one very satisfied Investor-told
Barron's. “People who have all thetadeeonﬂrmaﬂonsandmﬂlm'ldcﬂne itvery
well. The only thing I know is that he's often in cash” when volatility levels get extreme. This
investor declined to be quoted by name. Wby?BecauseMadoﬁ'po!itelqumﬂmhis
.invqsmtsnotwvcelthathemmdxcirmoncy. ’

"What Madoff told us was, 'If you invest with me, you must never tell anyone that you'ye
ilwutedwiﬂlme.lfsnoom'sbusinwswhatgocsonlm"saysaninmununmmgerwho

. took over a-pool ofassctxﬂmtinc]udedminvemneminaMwoﬂ'ﬁmd. "When he couldn't
ecqﬂain\'howthcywueupordowninaparﬁcularmonth,”hendded,'lpulledthemoncyout.“

Forinvw;omwhoaren‘tpntoﬁ'bysuchsecrecy, llshoilldbenot_edthatFairﬁelddeingate

MamgcmuubothmmmﬁmdsmémgedbyMadoﬁ;asqomeomAdvimawbﬁcly

URL for this article: . '
hitp-/fonline.barrons.com/article/SB98901 9667829349012 htmi

AT BARRONSARRIGLE

20

MecCarter & English (Boston) .

MADOFF_EXHIBITS-04286



	 EXHIBIT-0268 

