
From: Sub, Simona 

Sent:     1:22 PM 
To:     

Cc: Cheung, Meaghan S.;    
Subject: Certain Hedge Fund Trading Practices, NY-7563-A 

 

I would like to consult with your Division staff on another matter involvin    roker-dealer functioning as an . 
investment adviser with respect to discretionary accounts. I am copyin        e 
issues and legal authorities here are similar to those in my questions ab     , 
which you forwarded to lan last week. 

In Certain Hedge Fund Trading Practices, NY-7563-A, we are looking into the activities of Bernard L. 
Madoff Investment Securities LLC ("BLM"), a registered broker-dealer based in New York. BLM has three 
areas of business: market making, proprietary trading, and institutional trading, which is the focus of our 
investigation. In BLM's institutional trading business, the customers, predominantly large hedge funds, 
open brokerage accounts at BLM and give BLM and its principal, Bernard Madoff ('Madoff"), trading 
authority over the accounts. The limitations on that authority are set forth in the two attached PDF files. 
BLM then trades the assets in these accounts pursuant to its proprietary trading strategy, which is a form 
of split strike forward converaon. The strategy has three aspects: (1) a computer program that creates 
and monitors potential baskets of equities; (2) Madoff's market timing judgment; (3) a hedge consisting of 
a collar of S&P100 index options. The computer program constantly searches for baskets of about 50 
equities from the S& P t 00 index whose historical performance would strongly correlate to the 
performance of the index as a whole. Once a potential basket is available, Madoff, based on his own 
judgment of market conditions - and possibly other data that we have not yet learned about - decides 
whether to "execute the strategy", i.e., whether to purchase the basket and to put in place the 
corresponding hedge. If Madoff decides to execute the strategy, then BLM purchases the basket of 
equities and also purchases and sells the options for the hedge. The positions then remain unchanged 
until the earlier of two events: (1) a signal from the BLM computer program that the correlation between 
the performance of the basket and the entire index is no longer sufficient; (2) Madoff's decision that it is 
time to sell. Once the positions are sold, customer assets rkmain invested in cash until the next time that 
Madoff decides to execute the strategy. The customers take no part in any of the trading decisions and 
only learn of the trades that occurred in their accounts after the fact, when BLM sends them trade 
confirmations and account statements. 

We initially began looking at BLM's institutional trading business because of suggestions in the press that 
the returns reported by BLM's customers were too good to be true and that BLM could be engaging in 
some improper conduct, such as front-running or false reporting of returns. So far, we have not found 
evidence of any such wrongdoing. It does appear to us, however, that BLM's institutional trading business 
is actually investment advisory business and that BLM should be registered with the Commission as an 
investment adviser. 

Madoff insists that BLM is ot an investment adviserbecause: (1) BLM does not charge any performance- 
or asset-based fees, but only charges a "commission equivalent" of 4 cents per share on equity trades 
and a commission of $f per contract on option trades; (2) BLM's Investment discretion is limited to timing 
and price of transactions by the terms of the two attached documents. These two documents are drafted 
by BLM, without any input from the customers; BLM simply presents these documents to the customers 
who accept them without any adjustments or negotiation. (In fact, a BLM officer testified that BLM would 
not be able to implement its trading strategy if different trading parameters had to apply to different 
customer accounts.) Based on the Advisers Act Rule 202(a)(11)-1, it appears to us that Madoff's position 
is without merit and, because none of the exemptions from registration apply, BLM is violating Section 203 
of the Advisers Act by failing to register as an investment adviser. Our preliminary analysis of these 
issues is set forth in greater detail below. It is not clear to us, however, whether BLM was an investment 
adviser prior to the 2005 adoption of Rule 202(a)(l 1)-1, under the staff's views stated in 1978 Releases 
lA-626 and IA-6401. We would like to hear your thoughts on these issues. 
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Thank you and best regards, 

Simona 

Simona K. Suh, SeniorAttorney 
U.S. Securities and Exchange. Commission 

   Office, Division of Enforcement 
 

NY-7563 Ex. B.pdf NY-7563 Ex. 2.pdl 

Be~n~a_~L~lr~f~,~~.ei~~, se an mrslmcnt Advl~B in 
A. Is BLM an investment adviser? 

Yes. Section 202(6)(1 I) of the Advisers Act defines an "investment adviser" as "any 
person who, for compensation, engages in the business of advising others, either directly or 
through publications or writings, as to the value of securities or as to the advisability of investing 
in, purchasing, or selling securities, or who, for compensation and as part of a regular business, 
issues or promulgates analyses or reports concerning securities." 15 U.S.C. ~ 80b-2(a)(11). 
Excluded from this definition are, among other categories of persons not applicable here, (1) 
brokers or dealers whose perfonnance of advisory services is "solely incidental" to the conduct 
of their business as brokers or dealers and who receive';no special compensation" for such 
services; and (2) persons designated as exempt by the Commission rules. 15 U.S.C. Q 80b-2(a) 
(I1)(C) & (E). Rule 202(a)(1 I)-l(b) promulgated under this Section, 17 C.F.R. Fi 275.202(a) 
(Il)-l(b), provides that a broker or a dealer "provides advice that is not solely incidental to the 
conduct of its business as a broker or dealer withi n the meaning of.section 202(a)( I I)(C) of the 
Advisers Act" if that broker or dealer, among other things. "[e]xercises investment discretion ... 
over any customer accounts." For the purposes of this provision, a person has "investment 
discretion" over an account if that person "is authorized to determine what securities or other 
property shall be purchased or sold by or for the account" or "makes investment decisions as to 
what securities or other property shall be purchased or sold by or for the account even though 
some other person may have responsibility for such investment decisions." Section 3(a)(35) of 
the Exchange Act, 15 U.S.C. ~ 78c(a)(35). The term "investment discretion" "does not include 
investment discretion granted by a customer on a temporary or limited basis." Rule 202(a)(11)-1 
(d) of the Advisers Act, 17 C.F.R. ~ 275.202(6)(1 l)-l(d). On adopting Rule 202(6)(1 1)-1, the 
Commission explained the exception for;'temporary or limited" discretion as follows: 

In such cases, the customer is granting discretion primarily for execution purposes 
and is not seeking to obtain discretionary supervisory services. Such discretion 
must be limited to a transaction or series of transactions and not extend,to setting 
investment objectives or policies for the customer. For example, we would view a 
broker-dealer's discretion to be temporary or limited within the meaning of rule 
202(a)(ll)-l(d) when the broker-dealer is given discretion: 
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· As to the price at which or the time to execute an order given by a customer 
f~r'lhe purchase or sale of a definite amount or quantity of a specified 
security; 

· On an isolated or infrequentbasis, to purchase or sell a security or type of 
security when a customer is unavailable for a limited period of time not to 
exceed a few months; [FN 180] 

· As to cash management, such as to exchange a position in a money market 
fund for another money market fund or cash equivalent; 

· To purchase or sell securities to satisfy margin requirements; 
· To sell specific bonds and purchase similar bonds in order to permit a 

customer to take a tax loss on the original position; 
· To purchase a bond with a specified credit rating and maturity; and 
· To purchase or sell a security or type of security limited by specific 

parameters established by the customer. 

Certain Broker-Dealers Dccmcd Not To Be Investment Advisers, Release No. 34-51523, IA- 
2376, 2005 WL 849053 (Apr. 12, 2005). 

Here, BLM actS as an investment adviser to the institutional accounts. First, BLM for 
compensation engages in the business of advising others about the value of securities and the 
advisability of investing in them. The institutional clients pay BLM compensation in the form of 
collunission equivalent of 4 cents per share on equities and con~ission of at most S1 per 
contract on options. In exchange for this compensation, BLM (specifically, Bernard Madoff) 
decides when BLM's institutional clients should purchase and sell the baskets of equities created 
by BLM's proprietary software and the corresponding options, and also selects the strike prices 
for the options. Second, BLM's advisory services are not incidental to the conduct of BLM's 
business as a broker-dealer because BLM has the discretion over the institutional clients' 
accounts. Although account documents impose certain limitations on BLM's discretion, these 
limitations clearly do not rise to the level of limitations .conlemplated by Adviser's Act Rule 202 
(a)(l l)-l(d), where "the customer is granting discretion primarily for execution purposes and is 
not seeking to obtain discretionary supervisory services." 

B. Is BLM required to register under section 203(a)? 

Yes. Subject to the,limitations set forth in Sections 203(b) and 203A, Section 203(a) 
makes it "unlawful for any investment adviser ... to make use of the mails or any means or 
instrumentality of interstate commerce in connection with his or its business as an invesbnent 
adviser" unless that adviser is "registered under this section." BLM clearly uses the mails and 
means or instrumentalities of inter;tate commerce in connection with its institutional trading 
business. For example, BLM mails trade confirmations and account statements to its customers 
and their administrators. Additionally, BLM employees, including Bernard Madoff, use 
telephone to communicate both with their customers and with each other. (In fact, Bemard 
Madoff often places these calls from locations outside the United States.) Thus, if we can 
establish that none of the limitations of Sections 203(b) and 203A apply, we can also 
demonstrate that, by its failure to register as an investment advisor, BLM violated Section 203(a). 
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C. Does BLM qualify for any exemption from registration under Section 203(b)? 

No. Section 203(b) establishes several exemptions from the registration requirement of 
Section 203(a). Not one of these exemptions, however, applies to BLM. First, Section 203(b) 
exempts from registration any investment adviser whose clients are all residents of the state 
where the adviser maintains its principal office and place of business and who does not advise 
about securities listed or admitted to unlisted trading privileges on any national securities 
exchange. This exemption does not apply to BLM because, first, many of his clients are foreign 
residents. For example, Fairfield Sentry Limited is a British Virgin Islands company. 
Additionally, BLM's services to the institutional custolners concern exchange-listed securities, 
such as the equity securities from the S&P 100 index. Second, Section 203(b) exempts from 
registration "any investment adviser whose only clients rue insurance companies." This 
exemption also provision also does not apply to BLM because its clients, such as Fairfield Sentry 
Limited, are hedge funds and not insurance companies. Tl;ird, an investment adviser is exempt 
from registration if, "during the course of the preceding twelve months," that adviser "had fewer 
than fifteen clients", and the adviser "neither holds himself out generally to the public as an 
investment adviser nor acts as an investment adviser" to any registered investment company or 
business development company. This exemption also does not apply to BLM because, as of 
November 30,2005, its institutional trading business had sixteen customers. Finally, BLM does 
not qualify for the remaining three exemptions under for Section 203(b) because: it is not a 
charitable organization; it is neither a church plan nor a church plan's affiliate or adviser; and it is 
not registered with CF~C as a commodity trading advisor. 

D. Do any exemptions of Section 203A apply? 

No. Section 203A and Rule 203A-1 thereunder exempt from registration certain statc- 
regulated investment advisers if those advisers have assets under management of less than $30 
million and do not advise registered investment. companies. This exemption does apply to BLM 
because the assets under management in its institutional trading business substantially exceed 
$30 million. For example, in 2004-2005, Fairfield Sentry Limited alone allocated between $4.3 
and $5.2 billion to its accoupts managed by BLM. 
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1 EXHIBTT 

S 
]BERN~RD L. RSAI[PdB~~u~E· 
885 T~d Avmue NnvYo~, NY Hnm F83I 212 486-M'18 

'TRADING AUTHORILA'TION DrRECTIVE:' 

Issuedby: AcmuntName: mmrv~h~ ~t~iRrS ~Maa/ /d~·e~TR;pr~ ~npdL 
Accovnt~ I -C~Ga 

This Trading Authorization Directive establishes the terms and conditions under which 
Bemard L, Madoff Investment sedun~ties LLC (BLMIS) will execute the client's orders. 
The information contained herein pertainingto the order generation and execution 
parameters of the MA2.06 model is the propn~etary intellectual property of BLMIS. The 
use or reproduction of this information or document for any other purpose is stn'ctly 
prohibited. 

Bemard L. Madoff (individual), acting as agent for the above referenced account, has 
not been granted, nor shall he exercise, any investment discretion as to the selection of 
securities or other property purchased or sold by or for the account. Bernard L. Madoff 
(individual) will determine only the time at which a specified order shall be executed. 
The purchase or sale of securities is limited as to issue and quantity, and shall include 
only executions that are consistent with the output results of BLMIS order generation 
and execution system software model MA2.0~. 

The Gore orderlexecution parameters of model MA2.06 are as follows. 

· Orders generated shall be for no less than thirty-five (35) U.S. Equities, all of 
which must be resident within the highest fiyl(SO) percentile, based on market 
capitalization, of the Standard and Poor's 100 Index at the time of order entry. 

o The sum total of the combined market capitalization of the equities to be 
executed must be in excess of seventy-five percent (75%) of the total market 
capitalization, as measured by Standard and Poor's, of the entire Standard and 
Poor's 100 Index . 

· Each equity security shall be dollar weighted proportionately within the portfolio 
to the market capitalization of that particular issue in the Standard and Poor's 
i 00 Index at the time of order entry. 

· The resulting portfolio, when measured against the Standard and Poor's 100 
Index, shall reflect an overall correlation of .95 to i. These calculations, using a 
historical price data feed shall include a minimum of 200 data points that occur 
within a period of not less than twenty (20) trading days within the trailing thirty 
(30) day period. 

8 The portfolio, once executed,will be monitored for correlation variance using time 
interval pricing feeds. Random time intervals not to exceed 120 seconds shall be 

~lfiEaled ~rith: 
liIndoEf· Senuiries ~uernational Limited 
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used as pricing data points for correlation variance calculations. The a.cceptable 
variance from the benchmark r=orrelation shall not exceed fn~e percent (5%). 

If the moniton'ng methdd set forth above indicates a condition where the variance 
has exceeded a 5 percent (5%) tolerance, pn'ce data point feeds will be 
advanced to real time (oveniding time interval pricing) for a period not greater 
than 3000 seconds. if the correlation van'ance still exceeds stated tolerance, the 
model's predetermined orders to reverse positions will be exposed. 

The dollar amount of the total order(s) to be calculated by the order generation system 
las predefined by each client) and the resultant prorata allocation of executions, if 

·necessary, are predicated on the total dollar amount of order(s) from all clients at the 
time the system model defines the necessary parameters are in place to attempt 
implementation of the: strategy. 

Transactions executed for the account will be average pn'ce, riskless principal 
transactions. A commission equivalent of four cents ($.04) per share will be charged on 
transactions. The commission equivalents stated above will be BLMIS' only 
compensation. There will be no other fees or expenses incurred by the account. 

Agreed to by. 
Bemard L. Wladoff Investment Securities LLC 
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Q orHlei~T 

B ~~-7rk3 
I IBERIYARD L, BZADOFF 

212 ~30-242~ 
IMTSIPHEPTr SECUBUTIES LLC 1 ~L~DFI I 999 31C1943 

L ~ 1 8115 nJrd~uenu:l~fcw 1M5 NY KX122 
F;lx 212 Q96-B1TS 

TERMS AND CONDITIONS FOR OPT16N HEM;ING TRANSACTlONS 

Issued by:. Account Name: paae;a ~uss~ssrs ~~a~· IYK~ Pl~cl~ 
Account b: / C /2 t o 

The following instructions establishes the te~ns and conditions under which Ben\ard L. Madoff 
Investment Securities LLC (BLMIS) will effect, as agent, the client~s transactions. 

Bemard L. Madoff(individual), acting as agent for the above referenced account, has not been 
granted,~ nor shall he exercise, any investment discretion as to the selection d secun~ties or other 
property purchased or sold by or for the account Bemard L. Madoff. (individual) willdetermine onl~ 
the prioe~ at w~u'ch, or the time an option contract shall be effected pursuant to the instructions set 
forth beldw. 

Upon establishment of equity positions for the account, an attempt to establish broad based index 
option contracts shall be made in accordance with the following conditions: · 

· The purd7ase of broad based index put options shall be limited to the S8P 100 Index, as 
calculated and disseminated by Standard and Poor's Corporation. The size of the contracts 
·shaH correspond to the, total dollar value of the executed underlying equity positions. The 
time to expiration of the contract shall not exceed 60 days from the date of the undertying 
positibn order. If within the 60 day period there are mu~b'ple monthly sxpirations available, 
the contract priori~j shalt be based on liquidity. 

· Stn'ke price of the put option shall be less (but not greater than 1.5% ·less) than the value of 
the S&P 100 Index at the point the equity orders are completed. If within the 1.50/0 index 
band, there are multiple strihe pn~ceS available, the cont~act prion'ty shall be based on 

~ liquidity. The resulting put option contract established shall be long but of the money. 

· The sale of broad based call option contracts shall be limited to the S&P 100 index, as 
calculated and disseminated by ~Standard and Poor's Corporation. The size of contracts 
shall correspond to the total dollar value of the underlying equi~ position. The time to 
expiration of the contract shall not exceed 60 days from the date of-the order. If within the 
60 day period there are multiple monthly expirations available, the contract priority shall be 
based·on liquidity. 

Strike price of the call option shall be greater (not to exceed 2.0% greater) U~an the Mlue of 
the S&P 100 index at the point the equity orders ·are axripleted. If within the 2.0"/6 index 
band, there are multiple stn'ke pn'ces available, the contract.pn'ority shall be based on 
liquidity. The resulting mil option contract established shall be· short "out of the money'. 

· Upon liquidation of equity positions for the account, a corresponding amount of index option 
contracts shall be unwound. 

Option transactions will incur a maximum commission of One dollar ($1.00) per contract 

Agreed to by 

L~ Nladoff Investn~ent Securia~s LLC 

Affiliated Nitr: 
MndoflSeenrities Internarioaal Li~ai~ed 

1~ o~~a^l,.. r.,, M,~F.~~ Inm)nn lVIXliAn. Tel 020-7493 6222 
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