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MEMORANDUM

To:

Eric

Swanson

OCIE Staff Attorney

From:

Date:

November

Re:

Examination

10, 2003
of Madofi

Execution

Quality

The Staff recently initiated an investigation into the trading practices of the OTC market
maker Bemaid L. Madoff Investment Securities, LLC (Madoff orMADF) to determine how

customer.brderswerehandledwhen the market was locked' or crdssed2in the Nasdaq100ETF
:(QQQ). The following is a summary of the conclusions of the. Staff upon review of the
documents providedby MADF regarding execution qua·IIty.
MADF produced trade execution and order data in QQQ from January 6, 2003 to January

10, 2003. The Staff has found numerous and consistent instances of bad executions) by ~MADF,
resulting in some loss to the customers involved. Surprisingly, the Staffhas not found a general
correlation

between locked or crossed markets

and the quality of these executions.

In general,

the bad executions did occur during locked or crossed markets, but also when the market was
stable. Attached are two appendices·that
gives a more comprehensive overview of the data
provided by MADF. Appendix A shbws a breakdown of all of MADF's trading, including
proprietary trading, giving a list ofthe:problem
trades and comparing them to each day's overall

trading by MADF. Appendix B shows a breakdown of the trading an each of the five days,
giving a list of the problem trades and comparing them to each day'b customer trading by
MADF.4
1.

~MBDF

Policies

and

Procedures

MADF has stated that a comprehensive

-list of,olicies

and piocedures

inregards

to best

executions can be found on their website. In the "Madoffs Guide to Best Execution - Nasdaq
Securities" (Best Ex Guide), ·MADF discloses that they will "instantaneously" expose lots frbm
100 to 3000 shares to Primer. The Best Ex Guide fUrther states that during openings, MADF
will match any executions they get propnetarily while the market is locked in the opening with
unexe~uted market and marketable limit orders. The Best Ex Guide also claims that "[a]s
always, Madoff will never trade ahead of Ea customer] order." However, as stated in the

Whenthe bid price is equalta the ask price in a security.
f when the bid price is greaterthanthe ask price of a security.
''tBad executions" as used in this memo means executions at a price inferior to the inside bid or ask at the time of
execution.

4MADF's data does not markwhichordersare for customersand whichare for proprietary·accounts.After
conversations with Shana Madofr and Peter Madoff, the Staff has taken out what the Sta~f believes to be proprietary

r ~· ? tradingin AppendixB.

5Availableat ihttp:Nwww.madoff.com/dis/display.asp?id=353&mode=18rhome=l
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previous memo on the MADF QQQ Executions, the Staff-believes that this is not always the
case.

B.

UnusualMarker

Conditions

%licy

MADF has condensed their unusual market conditions policy into a "client notice" available

on their website.7 MADF fails to define unusual market conditions, but states that it is "often

charactenzedby inordinatevolumesand volatility."8It also statesthat lockedand crossed
markets will make an order subject to manual verification. MADF points out some of the
measures it will take during unusual market conditions, including reducing the size of orders
eligible for auto-ex and decliningto accept new stop orders (while still honoring existing ones).
Unusual markets may also lead to delays in execution reports and multiple execution prices and
times for large lots outside the auto-ex size. The Staff has concluded that the vast majority -of
bad executions

MADF's
II.

have occurred

auto execution

while

the market

is locked

or crossed

and thus have occurred

while

system is likely turned off.

Poor Quality

of Execution

The overall quality of execution in QQQ by the MPLDF during the five day review period,
while bad, is not as bad as the order execution quality of other subjects of this examination. Of
the 2806 customer orders executed by MADF in the reviewed period, 359 or 12.8% were
executed at a price worse than the inside bid or ask at the time of execution. Taken by share,
538,848 of the 1.8 million ·shares executed were at a price worsethan the NBBO, or 29%. These
numbers did vary for each of the five days reviewed, ranging~from 43.6% of the shares on

January9'hbeingdisadvantaged
to !2.2%onJanuary6'h,withmostdaysbeingcloserto the
12.2% number."
1II.

Loss

to the

Customers

The customers affected by poor execution quality -seemto be almost any of MADF's
numerous customers. Total loss to these customers for the five day period-i almost $9,8·18.0·1.
If this is an average week, then taken over a 52-week period total loss to MADF customers in

QQQ alone would be over about $500,000. If a customer sent a trade to MADF in QQQ during
the reviewed period, on average that order would be executed at a ~price$0.0027 worse than the

inside bid or ask. Of all the -ordersthat were executed at prices worse than the inside bid or ask,
the average execution was $0.0182 worse than the inside bid or ask. These numbers again
6See "MadoffActivityin QQQ" dated September12" 2003.
7Availableat http://www.madof~.com/letters/mv
I.asp?home=lor in the Best Ex Guideat
http~www. mad off. com/dis/disp lay. asp'!ld=3 53 grmode= I &home= 1

MADF lists the factors ·used to deaermine whether to invoke the unusual market conditions as: 1) Price volatility,
2) Number of customer orders in the security, 3) Total number of customer orders, ~) ITS availability, and 5)
Customer-chosen routing service.provjder availability. The ·decision to turn a feature off can only -bedone ·by senior
management, ·not traders and notjcs

customers of such decisions electronically.

9OnJanuary6. 9.4%of theordersan8 12.2%of thesharesweredisaavantaged.
OnJanuary7, 12%of theorders
anil 22.7% ·of-the shares were disadvantaged.

On January 8, i 3% of the orders and 17.67% of the shares were

disadvant·aged.On January9, :13.5%-ofthe ordersand 43.6%of the sharesweredisadvantaged.On lanuasy 10,
16;8% of the orders and 37.8% of the shares were disadvantaged.
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suggest that MADF and its customer brokers do not or poorly monitor the quality of executions
for

its customers.

1V.

Gain

to MADF

MADP had many executions away from the inside bid or ask. While some of these were

worse than the inside bid or ask, some were better. If the sum that was paid to customers above
the inside bid or ask by Heard is taken from the amount paid worse than the inside bid or ask,
Heard made nearly $5,000 in this week alone from QQQ on bad executions.'" If that number'is
an average figure and taken times a 52-week period, Heard made over about $250,000 on QQQ
at the expense of its customers on bad executions alone.
V.

1998 Third Market !nspecCion Report and Conclusion

In 1998, the Staff conducted an inspection on "third market" firms CNASDAQfirms that :·
execute orders on listed securities) to evaluate execution quality. This inspection included
MADF and also analyzed how orders are treated during locked or crossed markets. In this

report, the Stafffound that MADF traders would execute orders received during locked or
crossed markets at the price quoted on the primary exchange before the market locked.'' At-the
-time,the Staff recommended that MADF either execute the orders either at the locked price or

waituntiltheNBBOunlockedandexecuteat thattime." Thelaterseemsto havebeenadopted
by MADF. However, in light'of MADF apparently having the ability to execute away from the
primary market as demonstrated by the data provided at the cost to the customer, a better

appioach may be to require MADF and other QQQ firms to execute at gn~ECN if the price is
better and'the volume is there, As has`been demonstrated; there is enough liquidity at
Archipelago and other ECNs to execute proprietary orders. Instead of executing proprietary
orders at the better ECN price, MADF should have to pass on the better prices to the customer.
V.

Conclusion

Based on the activity outlined in this memo, the Staff believes that there is a best execution
problem with MADF. The Staff further believes that MADF and its broker customers have thus

far failed to.adequately monitor this ·behavior. Based on these conclusions, the Staff

recommendsthatadeficiencyletterbe sentoutliningtheproblemareasas wellrecommending
that MADFexecutecustomerorders at ECNswhenit is able to do so rather than proprietarily
taking that price while executing the customer at a worse ITS price.

The Staffhas also discoveredin conversationswith the specialistin·QQQ at the PHLX,
Heard Trading,that manyof the ~odkedor crossedconditionsare createdby AMEX,the primary
market for QQQs· This is due to the faci that whil'eAMEXis changingits quote,it will continue
to display the stale quote at a 100 share lot. This Is supposed to be a "signal" to all ITS

participantsthat the quoteis -stale.-What it does,however,-iscreatethe vast majorityof the
locked or crossed market conditions. NYSE has recently adopted this practice as well. A further

'OThisnumberdoesnotinclude
theamounts
thatMADmadelegitimately
onthespreadbetween
thebidandthe
ask.

998 ·Reportpage 14.
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investigation of this phenomenon with AMEX and NYSE is warranted in light of the fact that it
is likely remotely causing the poor executions by MADF;
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