09-01182-smb Doc 376 Filed 05/10/17 Entered 05/10/17 20:53:31 Main Document
Pglof3

BAKER & HOSTETLER LLP
45 Rockefeller Plaza

New York, New York 10111
Telephone: (212) 589-4200
Facsimile: (212) 589-4201

Attorneys for Irving H. Picard, Trustee for the
Substantively Consolidated SIPA Liquidation

of Bernard L. Madoff Investment Securities LLC
and the Chapter 7 Estate of Bernard L. Madoff

UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

SECURITIES INVESTOR PROTECTION
CORPORATION, Adv. Pro. No. 08-01789 (SMB)

Plaintiff-Applicant, SIPA LIQUIDATION
v.
(Substantively Consolidated)
BERNARD L. MADOFF INVESTMENT
SECURITIES LLC,

Defendant.

In re:
BERNARD L. MADOFF,

Debtor.

IRVING H. PICARD, Trustee for the Liquidation of
Bernard L. Madoff Investment Securities LLC, Adv. Pro. No. 09-01182 (SMB)

Plaintiff,
V.
J. EZRA MERKIN, GABRIEL CAPITAL, L.P.,
ARIEL FUND LTD., ASCOT PARTNERS, L.P.,
ASCOT FUND LTD., GABRIEL CAPITAL
CORPORATION,

Defendants.

DECLARATION OF LAN HOANG IN SUPPORT OF
TRUSTEE’S OPPOSITION TO DEFENDANTS’ MOTIONS IN LIMINE
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I, Lan Hoang, declare the following:

1. I am a Partner with the law firm of Baker & Hostetler LLP, counsel to Irving
H. Picard, as trustee (“Trustee”) for the substantively consolidated liquidation of Bernard L.
Madoff Investment Securities LLC (“BLMIS”) under the Securities Investor Protection Act,
15 U.S.C. § 78aaa et seq., and the chapter 7 estate of Bernard L. Madoff (“Madoft”).

2. I submit this declaration in support of the Trustee’s Memorandum of Law in
Opposition to Defendants’ Motion /n Limine to Exclude Others’ Purported Suspicions About
Madoff Not Expressed to Defendants; Trustee’s Memorandum of Law in Opposition to
Defendants’ Motion In Limine to Exclude Testimony of Meaghan Schmidt; Trustee’s
Memorandum of Law in Opposition to Defendants’ Motion /n Limine to Exclude the Expert
Testimony of Amy B. Hirsch; Trustee’s Memorandum of Law in Opposition to Defendants’
Motion In Limine to Exclude the Testimony and Report of Bruce G. Dubinsky; Trustee’s
Memorandum of Law in Opposition to Defendants’ Motion /n Limine to Exclude the
Testimony, Reports, and Declaration of Steve Pomerantz; and Trustee’s Memorandum of Law
in Opposition to Defendants” Motion /n Limine to Exclude Testimony and Exhibits Related to

Whether Investors Were Misled with Respect to Gabriel Capital, L.P. and Ariel Fund Ltd.’s

Exposure to BLMIS.
3. True and correct copies of the following documents are attached:
Exhibit 1: Plaintiff’s Supplemental Disclosures dated November 22, 2013.

Exhibit 2: Excerpts from the deposition transcript of || | N dated
November 22, 2013 (filed under seal).

Exhibit 3: Excerpts from the redacted deposition transcript of Noreen Harrington
dated October 1, 2013 (redacted).
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Exhibit 4:

Exhibit 5:

Exhibit 6:

Exhibit 7:

Exhibit 8:

Exhibit 9:

Exhibit 10:

Exhibit 11:

Exhibit 12:
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Excerpts from the deposition transcript of Jason Orchard dated
October 8, 2013.

Excerpts from the deposition transcript of Joshua Nash dated October
18,2012.

Excerpts from the deposition transcript of Tina Surh dated September
18,2013.

Excerpts from the deposition transcript of Morris Smith dated March
4,2014.

Excerpts from the deposition transcript of Joel Ehrenkranz dated
March 20, 2014.

Expert Report of Dr. Steve Pomerantz with errata dated April 13,
2015.

Excerpts from the deposition transcript of Dr. Steve Pomerantz dated
July 8, 2015.

Correspondence from Mariel R. Bronen to Brian W. Song dated
March 24, 2017.

Correspondence from Brian W. Song to Sarah O’Connell dated April
6,2017.

I declare under penalty of perjury that the foregoing is true and correct pursuant to 28

U.S.C § 1746(2).

Dated: May 10, 2017

New York, New York By: /s/ Lan Hoang

Baker & Hostetler LLP

45 Rockefeller Plaza

New York, New York 10111
Telephone: (212) 589-4200
Facsimile: (212) 589-4201
Lan Hoang

Email: lhoang@bakerlaw.com
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Baker & Hostetler LLP

45 Rockefeller Plaza

New York, NY 10111
Telephone: (212) 589-4200
Facsimile: (212) 589-4201
David J. Sheehan

Email: dsheehan@bakerlaw.com
Edward J. Jacobs

Email: ejacobs@bakerlaw.com

Attorneys for Irving H. Picard, Esq., Trustee

for the Substantively Consolidated SIPA Liquidation
of Bernard L. Madoff Investment Securities LLC
and Bernard L. Madoff

UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

Exhibit 1

In re: Adv. Pro. No. 08-01789 (BRL)
BERNARD L. MADOFF INVESTMENT
SECURITIES LLC, SIPA LIQUIDATION

Debtor. (Substantively Consolidated)

IRVING H. PICARD, Trustee for the Liquidation
of Bernard L. Madoff Investment Securities LLC,

Plaintiff,
V.
J. EZRA MERKIN, GABRIEL CAPITAL, L.P.,
ARIEL FUND LTD., ASCOT PARTNERS, L.P.,
ASCOT FUND LTD., GABRIEL CAPITAL
CORPORATION,

Defendants.

PLAINTIFF’S SUPPLEMENTAL DISCLOSURES

Adv. Pro. No. 09-01182 (BRL)

Pursuant to Rule 26(a)(1) of the Federal Rules of Civil Procedure as made applicable to

this adversary proceeding by Rule 7026 of the Federal Rules of Bankruptcy Procedure, Irving H.

Picard, Esqg. (the “Trustee”), as trustee for the liquidation of the business of Bernard L. Madoff


mailto:dsheehan@bakerlaw.com
mailto:ejacobs@bakerlaw.com
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Investment Securities LLC (“*BLMIS”), under the Securities Investor Protection Act, 15 U.S.C.
88 78aaa, et seq. (“SIPA”), and the consolidated estate of Bernard L. Madoff (“Madoff”), by and
through his counsel Baker & Hostetler LLP, hereby provides the following supplemental
disclosures.

These disclosures are made without waiver of, and with preservation of the right to raise
and/or fully address the following:

1. All issues as to competency, relevancy, materiality, privilege and admissibility of

matters disclosed herein, and the subject matter thereof, as evidence for any
purpose in this action or subsequent actions;

2. The right to object to any matters disclosed herein, or the subject matter thereof,
on any ground, throughout this and/or any other action;

3. The right to object on any ground at any time to a demand or a request for further
disclosure of matters identified herein, including, but not limited to the forms of
discovery allowed by the Federal Rules of Civil Procedure or other discovery
proceedings involving or relating to the subject matter of this controversy; and

4. The right at any time to revise, correct, add to, supplement or clarify any of the
disclosures contained herein.

To the extent that any matters disclosed by the Trustee herein have been disclosed
inadvertently, and such matters otherwise fall within the scope of a privilege, the Trustee shall
not be deemed to have waived such privilege as to any such disclosure or the information
contained therein. Likewise, the Trustee shall not be deemed to have waived his right to such
privilege as to any other matter that may arise during the course of this litigation or any
subsequent proceeding.

The Trustee’s disclosures represent a good faith effort to identify information called for
by Rule 26 of the Federal Rules of Civil Procedure. However, these disclosures should not be
construed as constituting all of the facts, evidence, or other information that may exist, or that

may eventually be established, in support of the Trustee’s claims that have been and may be

300261137
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asserted in this action. As the Trustee’s investigation continues he will supplement his

disclosures to the extent required by Rule 26(e).

A Rule 26(a)(1)(A)(i). The name and, if known, the address and telephone number of each
individual likely to have discoverable information—along with the subjects of that
information—that the disclosing party may use to support its claims or defenses, unless
the use would be solely for impeachment.

Upon information and belief, the following individuals, or where deceased, the estates of
the individuals, are likely to have discoverable information. Current or last known addresses,
where in the possession of the Trustee, will be produced upon request. The Trustee reserves his
right to supplement this list as other individuals and/or entities become known, and/or as
different subjects become relevant.

At the present time, the Trustee provides the following information not otherwise made
known through the discovery process or in writing:

1. The following individuals have knowledge concerning: (i) the preservation of
BLMIS’s books and records: Paul Takla, Federal Bureau of Investigation, 26
Federal Plaza, 23rd Floor, New York, NY 10278, and (ii) the identification,
preservation, and collection of BLMIS’s books and records: Matthew Cohen and
Meaghan Schmidt, AlixPartners LLP, 9 West 57th Street, Suite 3420, New York,
NY 10019.

2. The following individuals have knowledge concerning the deposits and
withdrawals associated with BLMIS customer accounts and the Trustee’s
calculation of BLMIS customer net equity: Lisa Collura and Matthew Greenblatt,
FTI Consulting, Inc., 3 Times Square, 11th Floor, New York, NY 10036.

3. The following individuals may be relied on by the Trustee as examples of
creditors and customers with matured or unmatured unsecured claims against
BLMIS that are allowable under § 502 of the Bankruptcy Code or that are not
allowable only under § 502(e) of the Bankruptcy Code, and for whom the
fraudulent scheme perpetrated by BLMIS was not reasonably discoverable:

. Paul A. Goldberg & Caren Goldberg
o Marsha Moskowitz

. S. Joel Pelzner & Carol A. Pelzner

300261137
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The Trustee believes that other people may have discoverable information, but the
Trustee either does not currently know their identities, or does not intend, at this time, to use
their testimony to support his claims.

B. Rule 26(a)(1)(A)(ii). A copy—or a description by category and location—of all
documents, electronically stored information, and tangible things that the disclosing party

has in its possession, custody, or control and may use to support its claims or defenses,
unless the use would be solely for impeachment.

Because the investigation of BLMIS’s books and records continues, the Trustee may
learn that additional documents, ESI, and/or tangible things support the Trustee’s claims. Any
omissions are inadvertent. Consequently, the Trustee reserves his right to supplement this list
and the production of materials as other documents become known and/or as different subjects
become relevant.

At the present time, the Trustee identifies the following documents, electronically stored
information, or tangible things in the possession of Plaintiff’s counsel that contain information
relevant to the matter in controversy.

1. Documents sufficient to prove fraudulent activity at BLMIS.

2. Documents sufficient to prove that BLMIS was insolvent from the period of
August 29, 2008 through December 11, 2008, the 90-day preference period, and
also from the period of October 31, 2002 through December 11, 2008, the 6-year
fraudulent transfer period.

Consistent with applicable court orders, the Trustee has made available a set of
approximately 4 million documents in a virtual data room (“E-Data Room 1”) to prove that
BLMIS was a fraudulent enterprise and that BLMIS was insolvent. The documents supporting
the conclusion that BLMIS was a fraudulent enterprise will include BLMIS customer account
ledgers, records and statements; portfolio management reports and portfolio transaction reports;

correspondence from customer files; bank statements and financial records for the investment

300261137
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advisory business; documents supporting the calculation of purported convertible arbitrage
trades; daily stock records; documents describing BLMIS computer systems used to create
customer statements; documents related to BLMIS trades settled by the Depository Trust &
Clearing Corporation; materials related to BLMIS’s purported options trading activity; and
FOCUS reports and filings with the U.S. Securities and Exchange Commission. The documents
supporting the conclusion that BLMIS was insolvent will include investment advisory business
cash balances and customer account liabilities; market making and proprietary trading businesses
cash balances and securities data; and documents related to the appraisal and valuation data of
the market making and proprietary trading businesses.

By way of further disclosure, the Trustee also identifies the following documents upon
which he may rely:

1. Exhibits to the Third Amended Complaint.

2. Documents referred to in the Third Amended Complaint.
3. The following publicly available documents:
) Publicly available news articles published prior to December 11, 2008

regarding Madoff’s investment advisory business, for example, “Don’t
Ask, Don’t Tell: Bernie Is So Secretive, He Even Asks His Investors To
Keep Mum,” Barron’s (May 7, 2001), and “Madoff Tops Charts: Skeptics
Ask How,” MarHedge (May 2001).

. Any Form ADV or other public filing made by BLMIS to the U.S.
Securities and Exchange Commission.

300261137
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Date: New York, New York Respectfully submitted,
November 22, 2013

/s/ Edward J. Jacobs

Baker & Hostetler LLP

45 Rockefeller Plaza

New York, New York 10111
Telephone: (212) 589-4200
Facsimile: (212) 589-4201
David J. Sheehan

Email: dsheehan@bakerlaw.com
Edward J. Jacobs

Email: ejacobs@bakerlaw.com

Attorneys for Irving H. Picard, Trustee for the
Substantively Consolidated SIPA Liquidation
of Bernard L. Madoff Investment Securities
LLC and Bernard L. Madoff

300261137
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CERTIFICATE OF SERVICE

I hereby certify that a true and accurate copy of the foregoing was served this 22nd day of

November, 2013 by electronic mail upon the following:

Counsel for Defendants J. Ezra Merkin
and Gabriel Capital Corporation

Neil A. Steiner, Esg.

Diane N. Princ, Esq.

Dechert LLP

1095 Avenue of the Americas

New York, New York 10036

Email: neil.steiner@dechert.com
Email: diane.princ@dechert.com

Counsel for Defendant Ascot Partners, L.P.
Judith A. Archer, Esq.

Jami Mills Vibbert, Esq.

Fulbright & Jaworski LLP

666 Fifth Avenue

New York, New York 10103-3198

Email: judith.archer@nortonrosefulbright.com

Email; jami.vibbert@nortonrosefulbright.com

Counsel for Defendants Gabriel Capital, L.P.

Counsel for Defendant Ascot Fund Ltd.

and Ariel Fund Limited

Jordan W. Siev, Esq.

Casey D. Laffey, Esq.

Reed Smith LLP

599 Lexington Avenue, 28th Floor
New York, New York 10022
Email: jsiev@reedsmith.com
Email: claffey@reedsmith.com

Douglas Hirsch, Esq.

Jennifer Rossan, Esq.

Sadis & Goldberg LLP

551 Fifth Avenue, 21st Floor
New York, New York 10176
Email: dhirsch@sglawyers.com
Email: jrossan@sglawyers.com

300261137

/s/ Sarah Jane T.C. Truong

An Attorney for Irving H. Picard, Esq., Trustee
for the Substantively Consolidated SIPA
Liquidation of Bernard L. Madoff Investment
Securities LLC and Bernard L. Madoff
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Sealed pursuant to Litigation Protective Order,
SIPC v. BLMIS (In re BLMIS), No. 08-01789
(Bankr. S.D.N.Y. June 6, 2011), ECF No. 4137
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Picard v. Merkin CONFIDENTIAL Noreen Harrington 10-1-13

UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

In Re:
BERNARD L. MADOFF INVESTMENT Adv.Pro.No.
SECURITIES LIC, 08-01789 (BRL)

Debtor.

x

IRVING H. PICARD, Trustee for the

Liquidation of Bernard L. Madoff

Investment Securities LILC,
Plaintiff, Adv.Pro.No.

09-1182 (BRL)

v.

J. EZRA MERKIN, GABRIEL CAPITAL,

L.P., ARIEL FUND LTD., ASCOT

PARTNERS, L.P., GABRIEL CAPITAL

CORPORATION,

Defendants.

*%**CONFIDENTIAL***

VIDEOTAPED DEPOSITION of NOREEN HARRINGTON, as
taken by and before NANCY C. BENDISH, Certified
Court Reporter, RMR, CRR and Notary Public of the
States of New York and New Jersey, at the offices of
Baker Hostetler, 45 Rockefeller Plaza, New York, New
York on Tuesday, October 1, 2013, commencing at

10:10 a.m.

BENDISH REPORTING, INC.
877.404.2193
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Picard v. Merkin CONFIDENTIAL Noreen Harrington 10-1-13

APPEARANCES:

BAKER & HOSTETLER, LLP

45 Rockefeller Plaza

New York, New York 10111

BY: REGINA L. GRIFFIN, ESQ.
STACEY A. BELL, ESQ.
NEXUS U. SEA, ESQ.

For Irving H. Picard, Trustee

for the Liquidation of BLMIS

DECHERT, LLP

1095 Avenue of the Americas

New York, New York 10036-6797

BY: NEIL A. STEINER, ESQ.
MARIEL BRONEN, ESQ.

For Gabriel Capital Corp.

and J. Ezra Merkin

REED SMITH LLP

599 Lexington Avenue

New York, New York 10022

BY: JOHN L. SCOTT, ESQ.

For Gabriel, LP and Ariel Fund, LP

NORTON ROSE FULBRIGHT

666 Fifth Avenue

New York, New York 10103

BY: DAVID I. BARRACK, ESQ.

For the Receiver for Ascot Partners

DLA PIPER US, LLP

1251 Avenue of the Americas

New York, New York 10020

BY: KEARA M. GORDON, ESQ.

For the Witness, Noreen Harrington

ALSO PRESENT:

JUAN TORRES, Video Technician

BENDISH REPORTING, INC.
877.404.2193
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Picard v. Merkin C(I)D Eflllng]f\?TIAL Noreen Harrington 10-1-13
119
A. [
Q. Nobody else?
A. No, just the three of us.
Q. And did you tell Mr. Merkin why you
had requested the meeting?
A. We told Mr. Merkin that we had a new

fund that we were going to be launching, and we had
to do a review of —— a review of his funds. And I
think il also told him that since I had never sat
down with him, it was important that I had a better
understanding of his management of the funds.

Q. Did you do any preparation for your
meeting with Mr. Merkin?

A. I did.

Q. And what did you do to prepare for
your meeting with Mr. Merkin?

A. I looked at all the documentation
that we had on file. That would include attribution
letters, subscription documents. It would include
pitchbook, the returns that he had gotten to date,
his CV is in there, any notes that i had from
previous meetings would have all been in the file
that I would have looked at. And I had looked at
that file prior to this June meeting, anyway.

Q. And how did you get information about

BENDISH REPORTING, INC.
877.404.2193
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had with every single money manager, similar to them

getting to know —-- us getting to know their funds.

It was imperative, we felt, that they would know who

we were, as well.

And so what I said to every manager,
including Ezra Merkin, was that we have a process
that we deploy. And this is very similar to what I

said our due diligence process was this morning,

which is we have multiple meetings with managers, we

sit with the junior people, we look at trade
tickets, we —- we ask a whole bunch of questions
regarding the management of the money, the
liquidity, the decision-making, all the particulars

I ran through earlier.

And then we would circle back to Ezra

Merkin when our process was complete so that he
could answer any of our remaining questions and —-
and then there would be an investment meeting at
I 2nd a decision would be taken as to
whether we were going to invest in the fund and how
much.

Q. And do you have a general

recollection of what Mr. Merkin's response was when

Pg 5 of 10
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130
about your process?
A. It was a fairly rote conversation I

BENDISH REPORTING, INC.
877.404.2193
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you described your process to him?

MR. STEINER: Objection to form.

Q. You can answer.

A. On this I have a specific
recollection. Mr. Merkin told me that this was a
privilege. And first, before he told me it was a
privilege, he clearly stated that I didn't get it.
And he stated that sentence again adding a "really,"
you really don't get it, do you? And after saying
that twice, he said that this was a privilege, you
don't get to ask questions. And to that I
responded: You don't get it. I have an ——- I have
an obligation to my investors to ask these
questions. And might I add, Mr. Merkin, so do you.
Shortly after that, the meeting ended.

Q. Do you recall whether or not you
discussed conducting or meeting with Mr. Madoff with
Mr. Merkin?

A. Could you ask the question again?

Q. Sure.

Do you recall whether or not you
discussed with Mr. Merkin the possibility about
meeting with Mr. Madoff?

MR. STEINER: Objection to form.

A. My recollection might be that —— I

BENDISH REPORTING, INC.
877.404.2193
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wouldn't say it the way you just asked it. What I
would say is that my due diligence had to go through
him to Madoff or anyone else that he was giving
money to.

Q. Did you say that to Mr. Merkin at
that meeting?

MR. STEINER: Objection to form.

A. I —— my recollection is I did, and
that actually would have been prior to the comment
about the privilege.

Q. Was it a significant fact to you that
Merkin's funds gave money to Madoff to manage?

MR. STEINER: Objection to form.

A. Would you mind just —-- you asked if
it was a significant fact?

Q. Was it important to you, was it an
important fact to learn that Merkin was giving his
funds' money to Madoff to manage?

MR. STEINER: Objection to form.

A. In my opinion, it's a show stopper.
And I would just say that without doing —— it's
another layer of lack of transparency, and we tell
our investors that we have transparency. And as a

fiduciary, I —— it was imperative that we understand

the investments and the decision-making in a fund

BENDISH REPORTING, INC.
877.404.2193
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and subsequent funds if they give it to somebody
else.
Q. Do you recall whether or not you
discussed Merkin's infrastructure at his funds?
A. We were there, so with our own eyes
we could see his operation and —- but we did explain

to him that part of our due diligence process would
be looking at the operations, the infrastructure,
those kind of —- besides the investment side, we
look at that side as well.

Q. And why would you look at the
infrastructure as part of your due diligence
process?

A. You know, we're looking to see how
robust it is. He obviously has a strategy that
would deploy computers, technology. We look at the
personnel closely to see their pedigree. We look
at —— you know, we're —-— we're going to look at —-
we look at every aspect of the business basically.
We look at the business side of it, we look at the
operational side of it and we look at the trading or
money management side of it. So it's —— it's part
of our process, all of it.

Q. And what did you observe about

Merkin's infrastructure?

BENDISH REPORTING, INC.
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the concerns that you raised in the investment
committee meeting, you did not raise to Mr. Merkin,
correct?
MS. GRIFFIN: Objection.
MS. GORDON: Objection.
A. Would you ask it again?
Q. The concerns that you've talked about

that you raised in the investment committee meeting,
right, which developed after your meeting with

Mr. Merkin and prior to the investment committee
meeting, you, Noreen Harrington, never raised any of
those concerns to Mr. Merkin, correct?

A. Wrong.

MS. GRIFFIN: Objection.
MS. GORDON: Objection.

A. That's actually wrong.

Q. Well, when after the meeting with
Mr. Merkin did you ever speak to him again?

A. I raised the issues of transparency
in the meeting, okay. I raised the issues of giving
money to a third party in the meeting, okay. I told
him for us to do this investment we had to do our
due diligence, and I laid out a process, okay. His

response to me is this is a privilege, I don't get

to ask questions.

BENDISH REPORTING, INC.
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You can almost forget all the work
that we did, you can almost forget it, okay, because
we —— in my opinion as a fiduciary, we had
non-transparency, we had a feeder and we had a
process which was truncated at the end of one
meeting.

So, therefore, I probably didn't even
need to do any work. I did work to try and
substantiate the accusation in the end that I
levered.

Q. The accusations that you leveled you
did not raise with Mr. Merkin, correct?
MS. GORDON: Object to form.
MS. GRIFFIN: Objection.
A. I did not —- I did not tell
Mr. Merkin in the meeting that I suspected
front-running, and I did not tell Mr. Merkin in the
meeting that I believed the returns were fiction.
Q. Now, if we could -- I just want to
ask one or two other topics.

You —- did I <vVer

invest with Canary?
A. No.

Q. Did you consider an investment on

behalf of [ vith Canary?

BENDISH REPORTING, INC.
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UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

In Re:
BERNARD L. MADOFF INVESTMENT Adv.Pro.No.
SECURITIES LIC, 08-01789 (BRL)

Debtor.

x

IRVING H. PICARD, Trustee for the

Liquidation of Bernard L. Madoff

Investment Securities LILC,
Plaintiff, Adv.Pro.No.

09-1182 (BRL)

v.

J. EZRA MERKIN, GABRIEL CAPITAL,

L.P., ARIEL FUND LTD., ASCOT

PARTNERS, L.P., GABRIEL CAPITAL

CORPORATION,

Defendants.

VIDEOTAPED DEPOSITION of JASON L. ORCHARD, as
reported by NANCY C. BENDISH, Certified Court
Reporter, RMR, CRR and Notary Public of the States
of New York and New Jersey, at the offices of BAKER
HOSTETLER, 45 Rockefeller Plaza, New York, New York

on Tuesday, October 8, 2013, commencing at 10 a.m.

BENDISH REPORTING, INC.
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you started at Spring Mountain Capital?

A. Investment analyst.

Q. And what were your roles and
responsibilities at the time?

A. I was brought in to help perform due
diligence on hedge fund managers.

Q. Specifically what type of due
diligence were you asked to conduct on hedge fund
managers?

MR. KREISSMAN: Object to form,
vague.

A. I was asked to help perform both
qualitative and quantitative due diligence
functions.

Q. Did there come a time when your
position changed at Spring Mountain Capital?

A. Over time it has changed. I was
promoted first to an investment associate, I believe
it was. Then a principal. And today I'm the
managing —- a managing director in charge of the
hedge fund group. I also am the CFO of the firm.

Q. Do you recall when you were promoted
to investment associate?

A. 2006.

Q. And what were your responsibilities

BENDISH REPORTING, INC.
877.404.2193
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when you were an investment associate?

A. To help formalize and lead the due
diligence efforts at —- of our hedge fund analyst
group.

Q. What do you mean by formalize?

MR. KREISSMAN: Object to form.

A. While a lot of the due diligence was
being carried out, we weren't consistently
memorializing a lot of our discussions with managers
and our findings in legal reviews. I helped to put
together a process that better institutionalized the
firm.

Q. And when did you -- when did you -—-
sorry.
When was this process put in place?

A. It evolved over time. It was a
process that was something I had learned at
Rutherford and that process I thought would be
helpful at Spring Mountain. So I tried to
incorporate it over time.

Q. Did you begin to incorporate it when
you became an investment associate?

A. I probably began to incorporate it
before I became an associate.

Q. And when did you become a principal?

BENDISH REPORTING, INC.
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retired at the end of 2011. So January 1lst, 2012.
Q. You mentioned that you became a
member of the investment committee in 2008; is that

correct?
A. I believe that's correct.

Q. Prior to you joining the investment
committee, do you know who the members of the
investment committee were?

MR. KREISSMAN: Object to form as it
covers a broad time period, but you can answer the
question.

Q. From the time you started at Spring

Pg 5 of 15
Picard v. Merkin Jason Orchard 10-8-13
26

A. I don't recall the exact timing. I
think it was around the beginning of 2008.

Q. And what were your responsibilities
as a principal?

A. Unfortunately, nothing changed. It
was a name change. I was at that time then put on
the investment committee as well.

Q. And when were you promoted to
managing director?

A. This year. I believe it was spring
of this year.

0. And what about CFO?
A. I took over the CFO role when our CFO

BENDISH REPORTING, INC.
877.404.2193
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MR. KREISSMAN: Object to form.

MS. PRINC: Objection.

A. No, I don't believe he had any
reviews —— or any input in any of that.
Q. Do you know whether Spring Mountain

Capital had any investments with any funds

associated with Mr. Merkin?

A. Yes.
0. This is between 2004 and 2008.
A. Okay.
Q. What funds did Spring Mountain

Capital have investments with Mr. Merkin?
A. We had both onshore and offshore
funds, so all the four fund of fund products that

Ezra offered, Ascot LP, Ascot Limited, Gabriel and

Ariel.

Q. Which of those funds are the onshore
funds?

A. Ascot Fund LP and Gabriel.

Q. And which are the offshores?

A. Ascot Fund Limited and Ariel Fund,
Ltd.

Q. Was there any difference between the

investment strategies of Ariel and Gabriel?

MR. KREISSMAN: Object to form.

BENDISH REPORTING, INC.
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you know from your memory.

0. The next email that's on 896 towards
the bottom of the page here, this is an email from
you to Seiichiro, correct?

A. Yup.

Q. You say that the first step would be
for the New York team to meet with Ezra. And that's
Mr. Merkin, correct?

A. That's correct.

Q. Do you recall whether you had any
discussions with anybody at Spring Mountain Capital
as to whether Aozora Bank should meet with
Mr. Merkin?

MS. PRINC: Object to form.

Q. As a result of this email.

MR. KREISSMAN: When you say "this
email," you're referring to the October 30 email?

MR. SONG: That's correct. The
original email from Seiichiro.

A. I believe I spoke to Greg and Launny
about that email and we determined that it would be
best that they talk to Ezra first.

Q. Did you have any discussions with
Mr. Merkin as a result of Mr. Takahashi's October 30

email about meeting with Bernie Madoff?

81
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A. I did not.
Q. Do you know if Mr. Steffens or Mr. Ho

had any conversations with Mr. Merkin regarding
setting up a meeting to meet with Mr. Madoff on
behalf of Aozora Bank?

MS. PRINC: Object to form.

A. I don't know.

MR. KREISSMAN: Brian, we've been
going about an hour. Maybe finish this document and
then take our next break?

MR. SONG: Sure.

Q. Okay. If you go to the next page
which is 895, you see Mr. Takahashi's response to
you was that -- says: "Ezra could answer all of our
questions and we need to talk with Ezra for our
annual review purpose anyhow, but I think the point
is we have never met with Mr. Madoff and we have
only a little information what he does/how he does
it."

MR. KREISSMAN: It doesn't say "it."

A. Yes, I see the email.

Q. Do you know whether or not at this
point in time Aozora Bank had ever met with
Mr. Madoff?

MS. PRINC: Object to form.

BENDISH REPORTING, INC.
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A. I don't believe they had.
Q. Do you know why Aozora Bank wanted to

meet with Mr. Madoff even if Mr. Merkin answered all
of their questions?

MR. KREISSMAN: Object to form.

MS. PRINC: Object to form.

MR. KREISSMAN: Calls for
speculation.

A. To satisfy their -- the review of
their audit, their audit findings, their internal
audit findings.

0. Then the next email on 894, there is
a response from you saying: "Understood and I will

what the earliest time Mr. Madoff can meet with Ino

and Morita." 1Is that correct?
A. Correct.
Q. Did you at this point in time

undertake to try to set up a meeting with
Mr. Madoff?

A. I spoke to Launny again about their
request and he was going to try to arrange it.

Q. And how was Mr. Steffens going to --
do you know how Mr. Steffens was going to arrange a
meeting with Mr. Madoff?

MR. KREISSMAN: Object to form.
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A. He was going to speak to Mr. Merkin.
Q. And then the last page of this

document, 893 is Mr. Saitou's response. The first
line says: "Peter and Launny had a conversation
about Ascot. Maybe you have already heard the story
from Launny."

Do you have any recollection of a
conversation that Mr. Steffens had with you about
his conversation with Mr. Hagan?

MS. PRINC: Object to form.

MR. KREISSMAN: Same objection. I
assume you mean in or around the time of this email?

MR. SONG: As referenced in this

email.
MS. PRINC: Object to form.
A. I don't have any specific
recollection.
Q. Okay. Do you know whether or not
Aozora Bank ever got to —— ever had a meeting with

Mr. Madoff?
MS. PRINC: Object to form.
A. I don't believe a meeting with
Mr. Madoff ever happened.
MR. SONG: Okay. We can take a

break.

BENDISH REPORTING, INC.
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Q. The next line says, "In the past,
Ascot executed these trades as well as allowed
Mr. Madoff to clear some of these trades through his
broker-dealer."

Is that, again, information you got
from Mr. Merkin?
A. Yes.

0. And it says the execution —-
"However, the execution ability of Madoff,
especially in the option market, has proven to have
done better than Ascot's own execution and,
therefore, the majority of the trade execution and
clearing is now done at Madoff Securities."

Is that something that Mr. Merkin

told you?

A. Yes.

Q. At this point in November of 2005 did
you understand whether or not Ascot -- sorry,

whether or not people working for Mr. Merkin were
executing trades on behalf of Ascot?
MS. PRINC: Object to form.
A. At this point I understood that
trades were primarily being done by Madoff
Securities and not Mr. Merkin or any of his

employees.

BENDISH REPORTING, INC.
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Q. Did Mr. Merkin ever explain to you

why Mr. Madoff was better at executing trades?
MS. PRINC: Object to form.

A. He suggested that because he was —-
Mr. Madoff was trading options regularly, he had
better execution in saleabilities.

Q. The next line says: "In executing
any one particular trade, the fund has a 1l2-minute
rule --" I'm sorry, 12 m-i—-n, which I understand is
minute, "in which Ezra or Bernie have to establish
all three legs of the typical trade within 12
minutes, otherwise the trade legs established are
sold."

Is that information something you got
from Mr. Merkin?

A. It is.

Q. And did Mr. Merkin elaborate on why
he established a 12-minute rule?

MS. PRINC: Object to form.

A. The trades were generally meant to be
as low risk as possible. By establishing all three
legs, you've essentially created an arbitrage
position without taking much risk or having a
defined risk level. 1If you're unable to execute one

particular part of the leg, you have exposure, which

BENDISH REPORTING, INC.
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could ultimately put your position at risk to go
outside of those risk parameters you've established.

So, if the position was not able to
be fully constructed within 12 minutes, it was
understood or explained to me that the trade —- the
legs of the trade that were put on were unwound to
reduce risk potential.

Q. Was this one of the parameters or
guidelines that Mr. Merkin gave to Mr. Madoff?

MS. PRINC: Object to form.

A. It wasn't specifically explained to
me that way, but it was a parameter that was
explained to me that the fund had established or a
guideline that was established by the fund.

Q. Under the Return Comments and Outlook
section, first sentence says: "Ezra told us that
the Ascot strategy has always benchmarked and
attempted to achieve a return greater than twice the
30-year Treasury."

Do you know why Mr. Merkin is using
the 30-year Treasury as a benchmark?

MS. PRINC: Object to form.

MR. KREISSMAN: Object to form, calls
for speculation.

A. I don't know why.

BENDISH REPORTING, INC.
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Q. Next paragraph starts with, "Ezra did
say that he believes the Ascot strategy will stop
working one day."

Do you have -- do you recall
conversation with Mr. Merkin regarding Ascot —- the
Ascot strategy stopping working one day?

A. Yes.

Q. And what did Mr. Merkin tell you?

A. As with most arbitrage strategies,
they're generally —- a true arbitrage strategy is a

strategy in which risk is limited or where there's
very little risk at all. As more and more capital
is employed to exploit that arbitrage, it eventually
goes away.
Q. And did Mr. Merkin have a time
horizon in mind for which Ascot might stop working?
MR. KREISSMAN: Objection to form.
MS. PRINC: Objection.
MR. KREISSMAN: Calls for
speculation.
A. I don't recall.
Q. In that same paragraph where it says,
"The manager will either have to conceive of new
trading strategies or wind down as investment

opportunities become rarer and returns retreat to

BENDISH REPORTING, INC.
877.404.2193



01

01

01:

01:

01:

01

01:

01

01:

01

01:

01

01:

01

01:

01

01:

01

01:

01

01:

01

01:

01:

01:

:55:

:55:

55:

55:

55:

:55:

55:

:55:

55:

:55:

55:

:55:

56:

:56:

56:

:56:

56

:56:

56:

:56:

56:

:56:

56:

56:

56:

24

25

27

28

38

44

48

50

53

54

55

59

02

20

22

27

: 31

32

33

34

38

39

41

43

48

09-01182-smb Doc 376-4 Filed 05/10/17 Entered 05/10/17 20:53:31 Exhibit 4

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Picard v. Merkin

Pg 15 of 15
Jason Orchard 10-8-13

119

cash-like levels."
Who is the manager that's being
referred to there?
A. Mr. Merkin.

Q. On the next page under Conclusion it
states that, "Although Ezra did not explicitly state
this, it appears that the true advantage of the
strategy is the ability to execute the trades."”

Was that your opinion?

A. That was.
Q. And how did you form that opinion?
A. Through conversations or through our

conversation in meeting with Mr. Merkin.
Q. In the middle of that paragraph it
says: "It is rumored that the Madoff runs over ten

billion in this strategy in various managed

accounts." Do you see that?
A. Yes.
Q. Do you recall where you got that

information from?

A. I don't recall where that number
specifically came from, no.

Q. And what is a managed account?

A. A managed account is an account held

with an investment manager, although the assets are

BENDISH REPORTING, INC.
877.404.2193
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UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

_________________________________ X

In Re

BERNARD L. MADOFF INVESTMENT Adv_.Pro.No.

SECURITIES LLC, 08-01789(BRL)
Debtor

_________________________________ X

IRVING H. PICARD, Trustee for the
Liquidation of Bernard L. Madoff
Investment Securities LLC,

Plaintiff, Adv.Pro.No.
09-1182(BRL)
V.

J. EZRA MERKIN, GABRIEL CAPITAL,
L.P., ARIEL FUND LTD., ASCOT
PARTNERS, L.P., GABRIEL CAPITAL
CORPORATION,

Defendants.

VIDEOTAPED DEPOSITION of JOSHUA L. NASH, as
taken by and before NANCY C. BENDISH, Certified
Court Reporter, RMR, CRR and Notary Public of the
States of New York and New Jersey, at the offices of
WEIL, GOTSHAL & MANGES, 767 Fifth Avenue, New York,
New York on Thursday, October 18, 2012, commencing

at 2:11 p.m.
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1 Q. Do you know 1f your father ever spoke
2 with Mr. Madoff on the phone or via email?

3 A No.

4 Q.- What had your father heard about

5 Mr. Madoff in the investment community?

6 MS. PRINC: Object to form.

7 MR. LAFFEY: Do we have a standing

8 objection --

9 MR. STEINER: If anyone on this side
10 objects, 1t"s an objection for all.
11 A. Repeat the question.
12 Q. What had your father heard about
13 Mr. Madoff in the investment community?
14 MS. PRINC: Object to form.
15 A. Impossible for me to answer because
16 it would have -- may have depended, you know, he was
17 in the Investment -- my father was iIn the i1nvestment
18 business for 30, 35 years.
19 Q.- Do you recall how you first heard of
20 Mr. Madoff?
21 A. Yes.
22 Q. How did you first hear of Mr. Madoff?
23 A My father mentioned him to me iIn
24 respect of an iInvestment that he had made.
25 Q. Do you recall when that was?

BENDISH REPORTING, INC.
877.404.2193
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A.
Q-

1991, plus or minus a year or two.

You mentioned that your father

invested with Mr. Madoff?

identification.

Q-

been marked as

MS. PRINC: Object to form.

Yes.

Was i1t with BLMIS?

Yes.

(Exhibit Trustee 75 marked for

)

Before you i1s a document that has
Trustee"s exhibit number 75.
Um-hum.

Have you ever seen this document?
No.

Can you please turn to the third

page. On the second-to-last line after "very truly

yours,' does that appear to be your father®s

signature?

A.

Q-
BLMIS?

A

Yes.

What drew your father to invest iIn

MS. PRINC: Object to form.

He was introduced by a money manager

at Odyssey named Richard Spring, who spoke highly of

Mr. Madoff and

his 1nvestments.

25

BENDISH REPORTING, INC.
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statements, were you able to understand the strategy
that Mr. Madoff was using?
MS. PRINC: Object to form.

A No.

Q. Did you discuss this with your
father?

A. Yes.

Q. What did you discuss?

A. We discussed how we didn®t understand

how, by buying stocks, selling calls and buying
puts, one would have made money every month.
Q. Did you reach out to anyone at BLMIS

after reviewing the statements?

A. I didn"t.

Q. Did your father?

A. He didn"t reach out.

Q- Okay. What did he do?

A. He told Mr. Spring, who had

introduced him, that he wanted to get his money back
because he didn"t understand how the money was being
made, thanked him for the introduction, but that he
was going to withdraw his account.

Q. And how did Mr. Spring react to this

Pg5of 17
PICARD v. MERKIN JOSHUA L. NASH 10/18/12
28
A. I don"t recall.
Q- Based on your review of the account

BENDISH REPORTING, INC.
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1 discussion?
2 MS. PRINC: Object to form.
3 A. I don"t recollect.
4 Q.- Did you ever visit Mr. Madoff at his
5 office after reviewing the account statements?
6 A. Yes.
7 Q. Did you go with your father?
8 A. Yes.
9 Q. How many times did you visit
10 Mr. Madoff at his office?
11 A. Once, 1 believe.
12 Q. Do you know the approximate date of
13 that meeting?
14 A. On or around the time that my father
15 withdrew, closed the account. So I would guess
16 eight months after this was signed, but that®s an
17 approximation.
18 Q. Do you know how that meeting was set
19 up?
20 A. Yes.
21 Q. How?
22 A Mr. Spring told my father that i1f he
23 was willing to come over, Mr. Madoff would like to
24 explain how he made his money.
25 Q. Did you ask Mr. Madoff how he was

BENDISH REPORTING, INC.
877.404.2193
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1 able to make the money?
2 MR. ALLERHAND: Why don®"t you
3 describe what happened at the meeting, rather
4 than. ..
5 A. My father and 1 went over to the
6 Lipstick Building, met with Mr. Madoff, Mr. Madoff
7 discussed his money making -- excuse me, market
8 making activities, as well as discussed some option
9 activities. And that was the substance of him
10 discussing his i1nvestment approach.
11 Q. Did Mr. Madoff describe to you his
12 Iinvestment strategy?
13 MS. PRINC: Object to form.
14 A. Vaguely. He said he had lots of
15 orders coming through, had a view and a look at the
16 market through a lot of orders that he got from
17 brokers, both iIn stocks and options and, therefore,
18 he was able to put these positions on.
19 Q.- Were you satisfied with his
20 explanation?
21 MS. PRINC: Object to form.
22 Q. Let me rephrase. Were you
23 comfortable with his explanation?
24 A No.
25 MS. PRINC: Object to form.

BENDISH REPORTING, INC.
877.404.2193
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1 Q. Why were you not comfortable with his
2 explanation?

3 A. It wasn"t, 1t wasn"t clear to us how
4 he made the money. It also wasn®t clear to us how

5 all these trades translated into individual

6 accounts.

7 Q.- Did you ask Mr. Madoff how all the

8 trades translated into individual accounts?

9 A. Yes. Either | asked or my father
10 asked. 1 don"t recall which of us asked.
11 Q- What was Mr. Madoff"s response?
12 A. Something to the effect of, 1
13 wouldn®"t worry about that because i1t all balances at
14 the end of the year. Balances or evens out,
15 something to that, | don"t remember the exact words,
16 but that was the gist of it.
17 Q. What was your reaction to that
18 explanation by Mr. Madoff?
19 MS. PRINC: Object to form.
20 A. I don"t know what my reaction -- 1
21 don"t know what the specific reaction was, but from
22 a business that was used to a formula of how one
23 allocated trades, i1t wasn"t -- didn"t seem a
24 satisftactory answer.
25 Q. Is there anything else you recall

BENDISH REPORTING, INC.
877.404.2193
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about the meeting that you had with your father and
Mr. Madoff that we haven"t already covered?

A. We had some discussion about the
accounting firm. My father in particular raised the
Issue that why didn*"t Mr. Madoff have what at the
time was the Big Eight, a Big Eight accounting firm
for customer money.

Q. What i1s the Big Eight accounting firm
for customer money?

A Well, there used to be. Now iIt"s
what, the Big Four, the Big Three? There used to
be --

MR. ALLERHAND: The Final Four.

A. Final Four. There used to be eight
accounting firms that were regarded as the top major
firms, the Deloittes, Touche Ross. Many of these
have merged. Alan Andersen.

MR. ALLERHAND: Arthur Andersen.
A. Arthur Andersen. So that®"s what he
was referring to.
Q. Did your father expect that
Mr. Madoff would use one of the Big Eight accounting
firms?
MS. PRINC: Object to form.
A We used Deloitte and most of the

32
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1 partnerships we invested In used major accounting
2 firms.
3 Q. And why 1s that?
4 A. Whether 1t was true or not, it gave a
5 certain sense of satisfaction and comfort to
6 investors.
7 Q. When did you find out about
8 Mr. Madoff*s accounting firm?
9 A. When my father asked the question --
10 Q. At the meeting?
11 A. -- at the meeting.
12 Q. Do you know who that accounting firm
13 was?
14 A It had two or three names in i1t that
15 I didn"t recognize.
16 Q. Were you concerned that Mr. Madoff
17 was not using one of the Big Eight accounting firms?
18 MS. PRINC: Object to form.
19 A. Yes.
20 Q.- Why were you concerned?
21 A. Because most other firms used Big
22 Eight accounting firms and they were firms that one
23 knew about. Didn"t mean they couldn®t make
24 mistakes, but they were large, independent,
25 reputable firms.

BENDISH REPORTING, INC.
877.404.2193
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1 Q. What did you know about Mr. Madoff"s
2 accounting firm?
3 A Nothing.
4 Q.- Did 1t concern you that you knew
5 nothing about Mr. Madoff"s accounting firm?
6 MS. PRINC: Object to form.
7 A. Yes.
8 Q. Did you at any time learn that
9 Mr. Madoff began the practice of exiting all
10 investments and holding only treasury bills at the
11 end of each quarter?
12 MS. PRINC: Object to form.
13 A Yes.
14 Q. When did you become aware of that?
15 A Don"t recall.
16 Q. How did you become aware of that?
17 A Don"t recall.
18 Q. What was your reaction?
19 MS. PRINC: Object to form.
20 A Didn"t make sense.
21 Q. Why didn"t 1t make sense?
22 A. Because 1 don"t know what would be
23 magic about an end of a quarter or end of the year
24 that would, as part of an iInvestment strategy, would
25 have one go to cash always at that period.

BENDISH REPORTING, INC.
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1 Q. So, did you see any reason why any

2 trading strategy would involve consistently exiting
3 the market at the end of every quarter?

4 MS. PRINC: Object to form.

5 A. I can"t think of one.

6 Q- Why do you think Mr. Madoff

7 purportedly exited the market at the end of each

8 quarter?

9 MS. PRINC: Object to form.
10 A. No i1dea.
11 Q. Do you think that reduced

12 transparency into how Mr. Madoff®s investment

13 strategy worked?

14 MS. PRINC: Object to form.

15 MR. ALLERHAND: I just have an

16 objection. He"s here as a fact witness, not to

17 speculate as to why Mr. Madoff did or didn"t do

18 certain things. 1 mean, any question you want to
19 ask about what he knows, what he discussed, what he
20 thought at the time. But I don"t think he"s here as
21 an expert witness to speculate as to why Madoff did
22 or didn"t do certain things.
23 Q- Did your father withdraw his money
24 from BLMIS?
25 A. Yes.

BENDISH REPORTING, INC.
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1 Q. Any others?

2 A. Can"t recall names, but after the

3 arrest of Mr. Madoff, one heard about a lot of names
4 that 1°ve known over the years.

5 Q. After your meeting with Mr. Madoff,

6 did you form an opinion of Mr. Madoff?

7 MS. PRINC: Object to form.

8 A. Yes.

9 Q. What was that opinion?
10 A. He seemed very smart, somewhat
11 evasive.

12 Q. You testified that you were unable to
13 understand Mr. Madoff"s investment strategy; 1Is that
14 correct?

15 MS. PRINC: Object to form.

16 A. Yes.

17 Q. And you testified that you were

18 concerned because Mr. Madoff was not using one of

19 the Big Eight accounting firms?
20 A. Yes.
21 Q. Were there any other aspects of
22 Madoff that raised concerns?
23 MS. PRINC: Object to form.
24 A. The general principle that it
25 consistently, predictably made money.

BENDISH REPORTING, INC.
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1 A. We discussed that i1t had an

2 investment with Madoff, how much 1t had, and what

3 woulld happen to the fund going forward.

4 Q.- When did you learn that Gabriel

5 Capital was invested with Madoff?

6 A That night when 1 called him after

7 Madoff was arrested.

8 Q. How did you react to finding that

9 Gabriel Capital was invested with Madoff?
10 MS. PRINC: Object to form.
11 A. I was shocked and not pleased.
12 Q. Why were you shocked and not pleased?
13 A. I wasn"t pleased because 1 just lost
14 some money. And 1 was shocked because 1 thought 1
15 knew Ezra well and thought I knew what he did and
16 didn"t expect to have Madoff in that fund.
17 Q. What did Mr. Merkin do that made you
18 surprised that he had Madoff 1In that fund?
19 MS. PRINC: Object to form.
20 A. Well, 1 wouldn®"t say it"s what he
21 did, but he was an 1nvestor. 1"d known him for a
22 long time. |1 had known him as an investor both in
23 risk arbitrage, which he began with, as well as
24 distressed debt. And 1 thought that was the
25 principal investing activities of Gabriel Capital.
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1 bullish. So 1t would sometimes be a context like

2 that.

3 Other times i1t would be iIn the

4 context of a discussion about Investment managers,

5 my guesses would be around i1nvestment committees.

6 So we might be -- 1 was on UJA, I was not on

7 Yeshiva, which was another one Ezra chaired. So we
8 might -- 1 might have asked Ezra how is UJA doing iIn
9 relation to how Yeshiva i1s doing; and there were
10 quite a number of times that, discussions like that,
11 should we look at other managers, what are you

12 looking at, what are we not. And there were a

13 number of occasions where the Yeshiva performance

14 may have been better and when I asked why, he would
15 say, Ezra would say, because Yeshiva has Madoff. So
16 those were the types of conversations we would have.
17 Q. So was 1t your understanding that UJA
18 did not have Madoff investments?

19 A. I was on the UJA committee and I knew
20 they didn"t have i1t. So, yes.
21 Q. How did you respond to Mr. Merkin®"s
22 descriptions of Mr. Madoff?
23 MS. PRINC: Object to form.
24 A. When he talked about the market, 1
25 don"t -- you know, I don"t recall whether 1

BENDISH REPORTING, INC.
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1 commented or anything. In terms of the Yeshiva,

2 there were a couple of times | said, well, that"s a
3 non-starter. Because as a fiduciary 1 wouldn®"t be
4 comfortable being a fiduciary of an endowment and

5 having investment in Madoff.

6 Q. As a fTiduciary, why wouldn®t you be
7 comfortable being a fiduciary and having investment
8 in Madoff?

9 MS. PRINC: Object to form.
10 A My principal reason was the
11 accounting firm. As an individual, 1T one iInvests
12 with somebody and they don®"t have auditing

13 accounting firms or i1t"s very highly speculative,
14 you have nobody to blame but yourself and if you

15 lose money, i1t"s your own money. |If you"re a

16 fiduciary, you have a burden iIn a degree for others
17 and 1 did not feel comfortable i1f something were to
18 happen, that to me this was a potential flag. But
19 that was my personal view.
20 Q.- You just said, to me this was a
21 personal flag?
22 A. No. The lack of a major accounting
23 firm to me was a red flag. But that was my
24 personal -- what 1"m saying iIs that was my personal
25 view. Not everybody necessarily weighed that and

BENDISH REPORTING, INC.
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1 to my knowledge.
2 Q. When did you initially invest in
3 Gabriel?
4 A. My initial Investment was mid to late
5 "90s. I think "97, 1f 1 would guess. The other
6 entities we discussed had different dates. |1 think
7 Jack Nash, the first one, was 1989.
8 Q. And when did the Nash Family
9 Partnership begin iInvesting?
10 A. Don"t recall.
11 Q. Why did you personally decide to
12 invest with Gabriel?
13 A. I got to know Ezra, | thought he was
14 smart. 1 thought that -- | liked the strategies as
15 I understood them, being risk arbitrage and
16 distressed. 1 like to invest with smart people and
17 strategies | understand.
18 Q. How much did you personally have
19 invested with Gabriel?
20 A. The initial investment 1 believe was
21 a million and a half or $2 million.
22 Q. And over time did you continue to
23 place money with Gabriel?
24 A. I may have added once and I know 1
25 took -- 1 withdrew some capital at one point, as
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UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

In Re:
BERNARD L. MADOFF INVESTMENT Adv.Pro.No.
SECURITIES LIC, 08-01789 (BRL)

Debtor.

IRVING H. PICARD, Trustee for the

Liquidation of Bernard L. Madoff

Investment Securities LILC,
Plaintiff, Adv.Pro.No.

09-1182 (BRL)

v.

J. EZRA MERKIN, GABRIEL CAPITAL,

L.P., ARIEL FUND LTD., ASCOT

PARTNERS, L.P., GABRIEL CAPITAL

CORPORATION,

Defendants.

Videotaped Deposition of TINA HYUNG SURH,
as taken by and before NANCY C. BENDISH, Certified
Court Reporter, RMR, CRR, RSA and Notary Public of
the States of New York and New Jersey, at the
offices of Scott & Scott, 405 Lexington Avenue, New
York, New York on Wednesday, September 18, 2013,

commencing at 10:10 a.m.

BENDISH REPORTING, INC.
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10

question about your personal knowledge to say "you"
in my question, and if I'm asking about NYU's
knowledge, I'm going to specify NYU. Does that make
sense?

A. Yes.

Q. Okay. And if at any time you're
confused, please let me know.

A. Okay.

Q. I'll do my best to fix it.

Could you please state your full name

for the record.

A. Tina Hyung Surh.

Q. Can you briefly walk me through your
educational history.

A. I graduated from Tufts University in
1993 with a BA, and I graduated from Harvard

Business School in 1999 with an MBA.

Q. Any other degrees?

A. No.

Q. What is your current profession?
A. I am an investment manager for New

York University.
Q. Is that your title at New York
University?

A. Chief investment officer.

BENDISH REPORTING, INC.
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11
Q. How long have you held that title?
A. Since 2010.
Q. What was your title prior to 20107
A. Acting chief investment officer.
Q. Also at NYU?
A. At NYU.
Q. When did you begin employment at NYU?
A. 2005.
Q. And what was your title at that time?
A. Director of investments.
Q. Have you held any additional titles

during your time at NYU?

A. No. Well, actually deputy chief
investment officer. So there's a progression.

Q. Understood.

And the approximate date range of the
time you held that title?

A. From March of 2005 through to
beginning '08, I was the director of investments,
then I was promoted to deputy CIO.

Q. Can you describe for me the extent to
which your roles and responsibilities at NYU may
have changed over time since you began employment.

A. Well, in my initial capacity I was a

member of the investment office staff responsible

BENDISH REPORTING, INC.
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24
Q. When you say '"never been discussed,"
do you mean discussed with NYU?
A. Correct. Or rather, I should say
disclosed. Maybe that's a better -- a better -- you

know, a better term.

Q. Was —-- is it your understanding that
that external money manager was Bernard Madoff?

A. It is now.

Q. Okay. Can you provide on behalf of
NYU the history of NYU's investment with Ariel?

MR. LAUGHLIN: Objection, wvague,

but. ..

A. NYU invested with —— in the Ariel
Fund beginning in 1994 and made two, I'd say two
investments, in terms of injections of capital,
first in 1994 and then in 1997.

Q. What were the amounts of capital
invested in those years?

A. I believe it was 20 million in 1994
and an additional 10 million in 1997.

Q. Can you describe the circumstances
under which NYU came to invest with Ariel?

MR. LAUGHLIN: Objection, wvague.
A. My understanding is that Ariel was

considered to be an appropriate investment for the

BENDISH REPORTING, INC.
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that you believe is inaccurate?
A. No.
MS. PRINC: Object to form.
A. No.

Q. Is there anything -- are there any
factual allegations in the affidavit that NYU has
reason to believe are inaccurate?

MS. PRINC: Object to form.
A. No.

Q. When did you personally first become
aware that NYU had an investment with the Ariel
Fund?

A. Shortly after I joined NYU.

Q. Do you recall the circumstances of
precisely when you learned about that investment?

A. No. It would have been part -- it's
part —— as a part of the portfolio I would have seen
it.

Q. Prior to 2008, so between the years
2005 and 2008 while you were employed at NYU, did
you personally, as part of your roles and
responsibilities, do any work in connection with
monitoring that investment?

A. Modest level.
Q. Can you describe in as much detail as

33
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34
1 you can what you mean by a modest level.
2 A. I would have read Ezra's letters,
3 which were generally quarterly, and I recall
4 assisting our external auditors in —-- across the
5 portfolio, but as a part of the portfolio, with some
6 additional follow-up research or follow-up data that
7 we wanted to request from the manager.
8 0. Who was the external auditor?
9 A. I believe it was PWC.
10 0. And you mentioned that you read
11 Ezra's letters. I understand that to mean
12 Mr. Merkin?
13 A. Yes.
14 0. Okay.
15 A. Yes.
16 0. And is my understanding correct that
17 you —— NYU received quarterly newsletters from
18 Mr. Merkin regarding the Ariel Fund?
19 A. Quarterly manager —- management
20 letters which included a breakdown of the portfolio,
21 how it's invested, summary of all of -- all of his
22 investment strategies which corresponded to the
23 table of investments.
24 Q. Did NYU receive any other regular
25 communications from Mr. Merkin or the Ariel Fund
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regarding its investment?
A. Yes.
Q. What were those?
A. Financial statements.
Q. How frequently?

A. At least annually —- well, audited

financials would be delivered annually.
Q. Any others?

A. Possibly unaudited quarterly
financials. I haven't gone back to the files to
review that there —- but we should have received
them.

Q. Okay. Understood.
Any other regular communications?

A. Statements from Fortis, the
third-party administrator.

Q. Fortis being the third-party
administrator of the Ariel Fund?

A. Um-—hum, right. They're the keeper of
the books and records —-- or rather, the shareholder
registry. And so our state -- our account

statements would come from them.

Q. Anything else that you recall?
A. Not offhand.
Q. Okay. Did you —- between —- let me

35
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37

to monitoring the investment in Ariel during that
three-year window.

A. Um-—hum.

Q. Did anyone else at NYU monitor NYU's
investment with Ariel during that period?

A. In a similarly modest fashion, I
think Ray Oquendo, our director of investments at
the time, would have also reviewed documents such as
the financial —- such as our account statements or
the financials.

Q. Anyone else?

A. To my knowledge -- well, can you
clarify what you mean by monitor? Because in a
broad sense, of course, our --

Q. Right.

A. —-— committee is responsible with
oversight of the entire portfolio, which one could
say is monitoring the —-

Q. Right.

A. —-— portfolio, and as a part of the
portfolio that would be included in periodic review
of returns, for example.

Q. Understood.
During that three-year window, was

anybody conducting any due diligence on the
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38
investment?
MR. LAUGHLIN: Objection, wvague.
MS. PRINC: Objection.
A. Ongoing due diligence?
Q. Yes.

A. So the ——- so the -- yes, so the
conversations that Maury, the chief investment
officer at the time, would have had and our review
of all of the documents provided to us by the
manager.

Q. You stated that you personally met
with Mr. Merkin in October 2008; is that correct?

A. Yes.

0. What were the circumstances of that
meeting?

A. In terms of why we met or -—-

Q. Correct. I'm just —— I'm trying to
gain an understanding of why did the meeting occur.

A. Well, it was October of 2008 and that
was a very dynamic time in the market.

Q. I remember.

A. Lehman Brothers had gone under.

There was a lot to ——- to try to get your arms
around, and —-- and so it was appropriate to meet
with Ezra as a manager in the NYU portfolio to —— to
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40

Q. Had Mr. Maertens had in-person
meetings with Mr. Merkin prior to this date?

A. Probably.

Q. Any that you are specifically aware
of?

A. I'm aware of an in-person meeting
that took place in front of —— with our investment
committee, which would have involved Mr. Maertens.
As to other specific dates, I couldn't cite the
specific dates.

Q. The meeting with the investment
committee you just referenced, were you —- did you
participate in that meeting?

A. It was 2000.

Q. So it was prior to your employment?

A. It was prior to my joining NYU.

Q. Do you know what the purpose of that
meeting was with the investment committee?

A. It would have been part of normal —-
normal practices of the investment committee, so
nothing out of the ordinary.

Q. Did Mr. Merkin give a presentation to

the investment committee?
A. I believe so.

Q. Can you tell me in as much detail as

BENDISH REPORTING, INC.
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43

two —- as two places we should —- we could consider
investing our capital.

He did mention a third group near the
end of the meeting as another, but that I don't
recall if it was in the context of a place that the
university might invest or if it was in the context
of someone else that he respects, and that's Lonnie
Steffens who he had respect for as a —— I suppose as
a money manager. Spring Mountain Capital, or
something like that.

All three of those were groups that
we really didn't have much knowledge of. I'd say of
the three, Millennium was the one that we had the
most familiarity with, just at least having heard
the name before.

Q. Okay. Prior to this meeting, had you

ever heard Bernie Madoff's name?

A. Prior to the October 23rd meeting?
Q. Correct.

A. No.

Q. Prior to that meeting, did you have

any familiarity at all with his investment advisory
business?
A. None.

Q. What did Mr. Merkin tell you about

BENDISH REPORTING, INC.
877.404.2193
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Mr. Madoff in that meeting?

A. Well, he said he had a family trust
that was invested with Mr. Madoff, that he knew
Mr. Madoff quite well as a fellow member of the
board at Yeshiva, I believe it was, that he's an
exceptionally consistent performer, something like
30 quarters and —-—- or some extraordinarily long
period of time with no down quarters. So he was a
very stable performer. And, again, that he had a
family ——- a family trust that was invested with --

with said individual, with Bernie Madoff, and that

he thought it was something that we might consider.

Q. Did you or Mr. Maertens respond?
A. Yes.

Q. Can we start with your response?
A. Sure. Well, I should --

Q. Or if there was one.

A. The prompt to the response. So

Mr. Merkin stylistically in the —- he can talk —- he
can expound for quite a while, so we were listening,

and —- and he volunteered near the end of his —-- our

interaction, near the end of that description of

this opportunity, that the only significant negative

is that he prints his own tickets. He said, he

prints his own tickets.

44
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45

And so I asked, to clarify, do you
mean he clears his own trades? To which he said,
yes, they're on his own stationery. And then I
clarified further, so there's no third-party
administration involved? And he —— he confirmed
that that was true.

And so, you know, being a maybe
impolite visitor in his office, I -- I then
volunteered for his edification, I suppose, that
while we were very appreciative of the
recommendation and respected his long relationship
with this individual, what he just had described to
us from an institutional standpoint would have been
a —— would be a non-starter, meaning the lack of a
third-party administrator. The idea that a person
clearing his own trades, right, it would just make
it —-- it would make it unpalatable for us. So we

wouldn't pursue the opportunity.

Q. Why would clearing one's own trades
be -- make it an unpalatable opportunity?
A. Well, as I —— as I described, as I

have described to the university's auditors as an
anecdote, that's the kind of situation in which
fraud can occur.

Q. Can you explain why?
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48
Q. Right.

A. Right. And it really was -- but
there's no question that Maury and I saw the problem
in that recommendation the same way and —-- and very
clearly. So...

Q. Got it.
After you had -- after you expressed
your concern about Mr. Madoff to Mr. Merkin --

A. Yes.

Q. —— did Mr. Merkin respond to you?

MS. PRINC: Object to form.

A. That's to form. I can answer that?
Q. Yes.
A, So, he did not disclose that we had

exposure to this investment through Ariel Fund,
which is hard to believe.

Q. Why is that hard to believe?

A. Because it's so incongruous with the
fact pattern up till that -- up until that point.

Q. Meaning —- and this is my
understanding, correct me if I'm wrong —— Mr. Merkin
has said he understands the concerns of the
endowment as —- as making recommendations for
possible additional money managers for the -- in

which the endowment might place money; you've
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A. Right.
Q. And "fund like that" referring
A. Madoff.

to —
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Q. Okay. You write —— there's an
asterisk written onto the copy?

A. Um-—hum.

Q. And next to it a statement that says,
"Again, I'm pretty shocked this fund was in Ariel's
portfolio given how we told him that we could never
invest in a fund like that. The guy was doing his
own marks from an institutional perspective."

A. Um-—hum.

Q. Is this statement referring to the
October meeting with Mr. Merkin?

MS. PRINC: Object to form.

A. Yeah, yes. How we told him we could
never invest, that statement refers to our
interaction in the October meeting, yes.

Q. Right.

So just to be clear, where you say
"given how we told him," you're referring to
Mr. Merkin?

A. Him being Mr. Merkin.

Q. "That we could never invest in a fund

BENDISH REPORTING, INC.
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Q. —— a recommendation from Mr. Madoff?
Because Mr. Merkin indicated he
self-clears?
A. Correct.

Q. You mentioned that you had
anecdotally told PWC about your meeting with
Mr. Merkin. Can you elaborate on the —- on any of
the details of that discussion?

A. Sure. You would like me to?

Q. Yes.

A. Okay.

Q. So let me start you off: Did -- what
was the occasion —- was there an occasion —- was
there a particular reason why you were talking to
PWC at that time?

A. Yes.

Q. What was the reason?

A. PWC was conducting its annual meeting
with us to cover fraud and other —— it's a specific

meeting that they hold each year, and the topic is

fraud.
Q. Was this an in-person meeting?
A. Yes.
Q. In your offices?
A. Yes.
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Q. I'm handing you what I will mark as
the Trustee's Exhibit 119.

(Exhibit Trustee 119 marked for
identification.)
BY MR. JACOBS:

Q. Do you recognize this?

A. My calendar.

Q. And is this your calendar indicating
a call or a meeting with Mr. Merkin on Tuesday,
December 16th, 2008?

A. Yes, a telephone call.

Q. Is this the call you just referred
to?

A. Yes.

Q. Okay. Can you describe for me in as
much detail as you can what was discussed on that
call.

A. Hum, I think Maury did much of the
talking and he expressed surprise, disappointment,
asked some clarifying questions. So it was a -- an
opportunity to speak to our manager who had just
delivered extremely disappointing news.

Q. Do you recall any additional specific

details about questions Mr. Maertens might have

asked Mr. Merkin?
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UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

In Re:
BERNARD L. MADOFF INVESTMENT Adv.Pro.No.
SECURITIES LIC, 08-01789 (BRL)

Debtor.

x

IRVING H. PICARD, Trustee for the

Liquidation of Bernard L. Madoff

Investment Securities LILC,
Plaintiff, Adv.Pro.No.

09-1182 (BRL)

v.

J. EZRA MERKIN, GABRIEL CAPITAL,

L.P., ARIEL FUND LTD., ASCOT

PARTNERS, L.P., GABRIEL CAPITAL

CORPORATION,

Defendants.

VIDEOTAPED DEPOSITION of MORRIS SMITH, as
reported by NANCY MAHONEY, Certified Court Reporter,
RPR, CLR and Notary Public of the States of New York
and New Jersey, at the offices of BAKER HOSTETLER,
45 Rockefeller Plaza, New York, New York on Tuesday,

March 4, 2014, commencing at 10:14 a.m.
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developed a personal relationship with Mr. Merkin?
A. I think that evolved over that time
period. As you get to meet the person, maybe
formally, informally, you develop somewhat of a
social relationship also.
0. And, again, what period of time are

we talking about?

A. Late '80s, early '90s, not specific.

Q. Did there come a time that you

developed a business relationship with Mr. Merkin?
A. I guess if you're going to describe

that as a investment in his funds, is that your

description? I need clarification of that.

Q. Did you ever deal with him in a
professional capacity?

A. As far as money management, no, not
that I recall.

Q. So let me ask you about -- you
brought up investment. Did there come a time that
you decided to invest with Mr. Merkin?

A. Yes.
Q. Approximately when was that?

A. Approximately 1992.

Q. And how did you choose to invest with

Mr. Merkin?

19
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A. I think from speaking to him about
the investment product --— I don't have specific

recall of the conversation, but I believe it was in
1992 relating to investing in hedge funds, as I
start to —— I think in that time period is when I
started to look at investing in hedge funds.

Q. All right. So in 1992, did
Mr. Merkin describe to you any particular hedge fund
products?

A, Yeah, I believe the one that I
invested in was Ascot Partners.

Q. And did you have a conversation with
Mr. Merkin about Ascot?

A. I'm sure I did. I don't have
specific recall. I recall the general parameters,
but I don't recall specifically exactly where, what
date, et cetera.

Q. So, generally, to the best of your
recollection, what did you talk about in 1992 with
regard to Ascot Fund?

MR. STEINER: Objection to form.

A. The -- the discussion related to
exactly what the product was, and Ezra described it
that it was an option-based trading strateqgy, a

strategy that would never knock the socks off -- you

BENDISH REPORTING, INC.
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21

know, sort of never have outlandish returns but very
strong steady returns over time. And he described
the basic strategy —— I'm not much of an options
person, but he described the basic strategies where,
you know, when he would want to —- he would be
bullish on stocks, you know, you would buy stocks
and you can write a call and buy a put to protect
your downside and you're -- when you're negative in
the market, you can do the opposite of that and you
can also be in cash. So that was his basic
strategy. And it sounded like a good alternative
use of cash. So that was probably the first time I
invested in it.

Q. And during the —— I'm asking you
prior —- during these initial conversations that
you're describing now, did there come a time that
Mr. Merkin indicated to you who would actually be
executing the strategies of Ascot?

MR. STEINER: Objection to form.
A. As far as I remember for that
conversation, I believe it was Ezra Merkin.

Q. At any time prior to your investing
with Ascot, did he indicate that Ascot Partners
would use third-party managers to implement their

strategy?

BENDISH REPORTING, INC.
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familiar with that entity?

A. Right, that was set up probably
somewhere in the 2000s.

Q. Is that also an entity that you
manage or control?

A. Yes, I'm the president.

Q. How about an entity called the Smith
Exemption Trust, are you familiar with that entity?

A. Yes.

Q. Is that also an entity that you have
—— that you manage or control?

A. My wife is the trustee.

Q. Okay. And your wife's name is?

A. Devora, D—-e-v-o-r-a.

Q. Devora Smith?

A. Yes.

Q. Did you —— did there ever come a time

that you invested in any other investment products
through Mr. Merkin?

A. Yes, I invested in Gabriel Capital.
I do not know the date that that investment was
made. And then I also invested in a number of
Cerberus products which he was associated with,
depending on the product itself. I was an investor

in Abelco, which is a company that I believe he's
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one of the general partners with Steve Feinberg, if
I'm not mistaken.
Q. Who is Steve Feinberg-?
A. He's the ——- I believe the managing
partner of Cerberus.

Q. Prior to investing in Gabriel
funds —-- Gabriel Capital, did you have a
conversation with Mr. Merkin concerning the strategy
employed in that product?

A. I'm sure I did.

Q. And what, if anything, did he tell
you about Gabriel?

A. I think what was —- the investment
purpose was to invest in distressed securities, out
of favor securities, high income type of bond sort
of investments, different products like —- different
investment areas like that.

Q. Did Mr. Merkin indicate who would be
implementing Gabriel's strategy?
MR. STEINER: Objection to form.
A. Yeah, he would be the fund manager.
Q. During your conversation with
Mr. Merkin prior to investing, did Mr. Merkin
indicate that he would ever use third-party managers

to implement Gabriel's strategy?
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l6-year period, I'd say.

Q. Do you recall approximately how many
times you spoke to him?

A. I'm going to guess. Maybe two or
three times. I don't have specific recall to that.

Q. What, if anything, did -- let me try
to break the conversations up.

Do you recall, were you still in

Israel when you spoke to him initially after your
investment or had you come back to the United
States?

A. I used to travel back and forth. So
I don't —— my guess is, if I had a discussion about
exactly what Ascot is doing, it would have been
here, not on the phone.

Q. And you testified you returned from
Israel in 19997

A. Correct.

Q. What did -- what, if anything, did
Mr. Merkin tell you about the strategy employed by
Ascot Fund?

A. There were no material changes as far
as the strategy goes. I don't remember —— I don't
recall him ever deviating from the strategy. He

mentioned a number —- a couple of times about
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capacity constraints, but I don't remember any
changes about strategy.

Q. Let me ask you about this capacity
constraints. What -- what did he say about these
capacity constraints?

A. There were -— I remember him
mentioning at least once, maybe twice, that there
were —— he felt like there were times they were
bumping up against the limits of being able to do
the trades profitably.

Q. What did you understand that to mean?

A. The thinness of the market as far as
being able to execute the option trades related to
owning —- owning or shorting the stocks underneath.

Q. Did he ever give you any indication
of what he thought the limit of Ascot's trading
strategy in the options market were?

A. I believe I heard once the number of
about a billion dollars.

Q. During any of your conversation --
subsequent conversations with Mr. Merkin, did he
discuss how he determined when to be in or out of
the market?

MR. STEINER: Objection to form.

A. It seemed to be based on his feel in

34
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the market. He would occasionally ask me how I feel
about the market, since I was obviously involved, so
we would have discussions about the stock market.
That, I guess, you know, just his discussions with
other investors, et cetera and how he felt about the
environment.

Q. Did he ever discuss with you how he
got —- whether he got any reports or trading runs
from any individuals that would give him insight
into the market?

A. Yeah, he had -- I remember a person
named Ken, who I thought had worked, I think, at
Oppenheimer, because he was once —— Ezra was once
discussing the runs, the computer runs, that he was
looking to evaluate some of the trades.

Q. And what would Ken —-- what, if

anything, would Ken provide to Mr. Merkin?

A. I have no idea. I just remember a
conversation —— I do remember that part of a
conversation.

Q. Did Mr. Merkin indicate what he would

do with these runs from Oppenheimer Fund?
A. Not specifically, but I'm assuming he
was using those for investment criteria.

Q. During any subsequent conversation
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with Mr. Merkin, did he ever discuss who the
custodian of Ascot Fund was?

A. Yeah, the custodian he had told me
was —-—- for all of his assets was Morgan Stanley.

Q. And during any of these conversations
did he indicate who, in fact, was executing the
strategies ——
MR. STEINER: Objection to form.
Q. —— for Ascot Fund?

A. So I'm not sure when this was, but
the name Bernie Madoff or Madoff security —— I don't
recall specifically —-- came up somewhere along the
way that they were, in a sense, the executing broker
of the strategies. You know, that -- I think back
to —— that's why —— I remember the discussion about
the computer runs. That was, I'm guessing, the late
'90s, early 2000s, that's what I recalled about
that, but he had mentioned that somewhere along the
way.

Q. Let me ask you: Prior to

December 2008, were you familiar with Mr. Bernard

Madoff?

A. I never met him.

Q. Did you have an understanding of who
he was?
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Go ahead.

A. He said he was going to move the
funds into specifically designated accounts by the
federal -- by the ——- by the Fed, U.S. Fed, and in a
sense what would be like a direct deposit account,
which I was aware of because my mother had direct
deposit accounts, and that gave me a tremendous
amount of comfort related to all -- related to other
investments that I had that I was very concerned
about that at least these funds were going to be
protected.

Q. And after Mr. Merkin told you this,
did that information affect your decision to
liquidate your Ascot investments?

A. I didn't liquidate them.

Q. I want to —— I want to ask you some
questions about your time on the Yeshiva investment
committee.

A. Um-hum.

Q. Do you recall approximately when you
joined the Yeshiva investment committee?

A. 2000, roughly.

Q. Okay. And do you recall
approximately what the first meeting that you

attended was?
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A. I don't —— I just don't recall.
Q. Okay. Let me show you Trustee's

Exhibit 238.

(Deposition Trustee Exhibit 238
marked for identification.)
BY MR. ALLEN:

Q. Do you recognize what I've Jjust
handed to you?

A. Not specifically, but, yes —— we
typically had minutes circulated after every
meeting.

Q. And I want you to take a look at the
first page of this document.

A. Okay.

Q. And does this refresh your
recollection as to when the first meeting that you
attended on the investment committee of Yeshiva
University?

A. I — I feel comfortable in saying I
was a member of the committee as of August 30th,
2000.

Q. Okay.

How did you come to join the
investment committee?

A. Ezra asked me if I would be

BENDISH REPORTING, INC.
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interested in doing that.

Q. And how long did you serve on the
committee?

A. Till, I believe, January of 2009.

0. Now, on August 30th of 2000, who was

serving as chairman of the committee?

A. Ezra was.
Q. And did that position --
A. As far as I recall —- yeah, it says

it here, so I'm assuming so.

Q. Did that position ever change while
you were a member of the investment committee?

A. Not that I recall.

Q. Are you familiar with an individual
by the name of Robert Belfer?

A. Yeah, just from the board, correct.

Q. Is he —— was he a member of the

investment committee in 20007?

A. Yes.

Q. How about Ludwig Bravmann?
A. Yes.

0. Was he also a member of the

investment committee?
A. Yes.

Q. David Gottesman?
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as Madoff?
MR. STEINER: Objection to form.
A. Not that I recall.
Q. At any point while you were on the

investment committee, was Ascot Partners referred to
by any other name?
MR. STEINER: Objection to form.

A. Not that I recall.

Q. When did you learn that Mr. Madoff
was arrested?

A. On Thursday —— I don't recall the
exact date —- December 6th, 8th. You probably know
better than I, but

Q. How did you learn of his arrest?

A. I think I got a phone call from a
friend of mine.

Q. After his arrest, did you receive any
news accounts with respect to —-- that concerned
Ascot or Gabriel?

A. I don't recall specific news
accounts, but I was aware from the news flow, et
cetera, that he apparently had done this incredible
Ponzi scheme.

Q. Did you send —-- did there come a time

that you sent Mr. Merkin an email —-—
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A. I don't recall —--

Q. —-— regarding your Gabriel investment?

A. I don't —— right, I don't recall the

specific email, but I know I was concerned.
Q. Let me show you Trustee's —— what I'm

asking to be marked as Trustee's Exhibit 243.
(Deposition Trustee Exhibit 243

marked for identification.)

A. Um-hum, okay.

Q. Do you recognize that?

A. Yeah, I'm assuming this is from me,
yes.

Q. What do you recognize it to be?

A. An email from me to Mike Autera and

Ezra Merkin.
Q. And when was that email sent?
A. December 12, the day after —— so

December 11, I'm gathering, was the date of the

arrest —— I'm not sure again. I'm —- the day of
Bernie Madoff's arrest was —— I don't recall.
Q. But when you -- but you recall —- if

I heard you correctly, you recall sending this email
the day after?
A. I'm assuming I sent this email. 1It's

from me.
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Q. Okay.
A. I don't specifically remember typing
it and sending it off.
Q. Do you have any reason to doubt this
is not your email?
A, No, I have no reason to doubt this is
not true.
Q. I want to direct your attention to
the subject line of this email. It reads, "Gabriel

Capital - is ALSO affected by Madoff?"

A. Right.

Q. What did you understand that phrase
to mean?

A. That apparently I had found out

sometime after the announcement till now that
Gabriel had a certain percent of their assets that
were being managed or, I guess, had actually been
physically at Madoff Securities and that was also
gone.

Q. Was that news consistent with your
understanding of the custodian of Gabriel Capital?

MR. STEINER: Objection to form.
A. No.
Q. What was your understanding of

Madoff's role in Gabriel when you sent this email?
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A. I never knew there was any role at

all.
Q. Did Mr. Merkin respond to this email?
A. I don't have any response on here, so

I —— I don't know.

Q. Did you ever have an opportunity to
speak to Mr. Merkin by telephone at any time
following Mr. Madoff's arrest?

A. I believe we spoke twice on the day
of the arrest, late that afternoon -- I don't
remember the exact time period of that -- and then I

spoke to him, I believe, on the Tuesday, I think it
was, five days later, roughly.

Q. I want to ask you specifically about
the phone call on the date of Mr. Madoff's arrest.

A. Um-hum.

Q. What, if anything, did you say to
Mr. Merkin during that phone call?

A. I don't remember all the specifics.
What I do recall clearly was that I didn't
understand like what happened to the money and —-

Q. What -- do you recall what you said
to him?

A. I don't recall the specific

conversation, but I recall saying to him, like, you
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*%%% CONFIDENTIAL ***%*
UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK

In Re:
BERNARD L. MADOFF INVESTMENT Adv.Pro.No.
SECURITIES LIC, 08-01789 (BRL)

Debtor.

x
IRVING H. PICARD, Trustee for the
Liquidation of Bernard L. Madoff

Investment Securities LILC,

Plaintiff, Adv.Pro.No.
09-1182 (BRL)

J. EZRA MERKIN, GABRIEL CAPITAL,
L.P., ARIEL FUND LTD., ASCOT
PARTNERS, L.P., GABRIEL CAPITAL
CORPORATION,

Defendants.

VIDEOTAPED DEPOSITION of JOEL
EHRENKRANZ, as taken by and before Monique Vouthouris,
Certified Court Reporter, RPR, CRR and Notary Public
of the States of New York and New Jersey, at the
offices of BAKER HOSTETLER, 45 Rockefeller Plaza, New
York, New York, on Thursday, March 20, 2014,

commencing at 10:07 a.m.
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28

Fund, Ariel or Gabriel?

A.
Q.
A.
Q.
the Ehrenkranz
A.
Q.
A.
Arbitrage.
Q.
entities?

A.

Yes.

Which funds?

Gabriel, Ariel and Ascot.

Okay. And do you remember the names of
funds that were invested?

Yes.

Okay.

It would have been Diversified

And that was invested with which Merkin

And Institutional Diversified, I should

say, together with that. That's the offshore piece.

So the onshore

piece would be Diversified investing

with Gabriel and with Ascot, and Institutional

Diversified investing with the Ariel.

Q.

Do you remember what period of time

those funds invested with Ariel, Gabriel and Ascot?

A.

Gabriel, but I

I'm not sure of the date of start with

would guess it would be 1990 or '91.

And Ariel I have a harder time with. I'm going to

guess it would be many years later. And Ascot was

1994 or '5.

Q.

Okay. Do you remember the dates when,

BENDISH REPORTING, INC.
877.404.2193
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if and when these investments ended?
A. Yes. The investments with Gabriel and

Ariel ended 2002 or 2003. And the Ascot one ended a
year or so after it started, so that put that '95, '6.
Q. All right. For both of those funds,

DAS and IDAS, is it correct to refer to them that way?

A. Yes.
Q. What were their investment strategies?
A. Each of them are multi-strategy fund of

funds that invest in a half a dozen different
strategies, attempting to have lower volatility and
reasonable returns relating to current interest rates.

Q. Did those funds ever —- were they ever
known by a different name?

A. I believe that Diversified Arbitrage,
the name originally was Diversified Income, and that
would be the only name.

0. Would the same difference have been for
Institutional —-

A. No. I think by then we had moved to
Diversified Arbitrage.

Q. Okay. Did you work personally with
these two funds, DAS and IDAS?

A. Yes.

Q. Can you describe the extent of your
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1 hour. This is a decent break point, if you would
2 like, or I'm happy to continue.
3 THE WITNESS: We can go on, if it's
4 okay with everyone.
5 BY MR. KITCHEN:
6 Q. Mr. Ehrenkranz, do you know Bernard
7 Madoff?
8 A. Please tell me the word "know."
9 Explain the word.
10 0. Sure. Have you ever met him?
11 A. Yes, sir.
12 0. When did you meet him? When did you
13 first meet him?
14 A. I met him for the only time probably
15 about 1991, '2.
16 0. And why did you meet him at that time?
17 A. I met him at Ezra's suggestion to
18 consider investing with him.
19 0. Were you considering investing with
20 Mr. Madoff at that time?
21 A. That is why I considered meeting him.
22 0. Do you recall anything said by
23 Mr. Merkin at that time regarding Madoff?
24 A. Other than the fact that he suggested
25 that we meet with him because he considered Mr. Madoff
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calls, puts and other transactions, ending balance,
and I thought it was a —— a wonderfully transparent
report.

Q. Did anything that you discussed at that
meeting raise concerns with you?

A. Yes. The slips which he sent out, he
described that he would send slips were from Madoff
and company, and the statement, the monthly statement

was from Madoff and company.

0. And why was that a concern?
A. Because I said where is the independent
verification? And I said to him that this is —- his

strategy was a very interesting strategy for us, and
that we could be an investor with him if he cleared
his trades through some entity like a Merrill Lynch or
a Morgan Stanley or Goldman Sachs or one of the major
clearing firms.

Q. Was it typical of you to inquire into
potential investors -—- I'm sorry, investment managers
as to whether or not there was independent

verification of trades?

A. Absolutely.
Q. Why?
A. Because that's the only way you can

assure yourself that, in fact, what is occurring, what
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you believe is occurring, is, in fact, occurring.

Q. So even though you believed that he
gave his clients significant amount of transparency,
that's what you testified to before, you still had a
concern because that transparency was not
independently verified. 1Is that accurate?

A. Yes.

Q. Did you discuss any other concerns with
Mr. Madoff?

A. No, other than probably how big he
could be in the -- in the -- in what he was doing, and
there was some recollection, which I'm not as clear
about, about the auditing firm that audited the
statements. I was not as clear about it because I
cared about the independent verification.

Q. What do you recall about —— I assume
you're talking about Mr. Madoff's auditor?

A. Yes. I don't really recall much of
that conversation other than asking —- or having seen
the auditor and having it not be a name of any
recognition and having that as what I'm going to call
a minor concern.

My big issue was if it was done through
a Merrill Lynch or Morgan Stanley, I would have had a

somewhat different point of view. I might have
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treated that differently, but I don't know.
Q. Was it typical when you made inquiries

into potential investment managers to ask about their
auditors?

A. We only would invest with someone if we
reviewed an audited statement of a recognized
accounting firm.

Q. And can you give me an example of
recognized accounting firms?

A. Typically then I think it might have
been the big six. Today I don't —— I mean, today it
would be one of the big four. But there is about
three or four others that are fairly recognized in
this area that —-

Q. I'm sorry. Finish.
A. Yeah. -- that would be part of the

group. There is probably seven or eight or nine

accounting firms that audit —-- typically audit firms
like this.
0. But is it accurate that you did not

recognize the name of Mr. Madoff's —-
A. For certain.
MR. STEINER: Objection to form.
Q. Do you recall how Mr. Madoff responded

to the issue of this auditor?
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A. My brother reporting to me --
MR. STEINER: Objection to form.
A. —— that Mr. Madoff said he wasn't going
to do it for the very reason I reported.

Q. Did you ultimately decide not to invest

with Mr. Madoff then?
A. Correct.

Q. Following that meeting and phone call,
do you recall having discussions with anyone at
Ehrenkranz regarding your discussions with Madoff?

A. Other than we probably reported to
Larry Cohen our meeting.

Q. Did you express to him the concerns
that you had had --

A. Of course.

Q. Do you recall after that having any
discussions with Ezra Merkin regarding —-

A. Definitely telling him we weren't doing
it for those reasons.

Q. And specifically the reasons as to
clearing?

A. Yes.

Q. And the auditor?

A. Yes. Not the auditor, but the reasons

of the independent clearing.
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1 Q. Did he ever suggest that you invest
2 with Mr. Madoff indirectly through Ascot?
3 A. Yes.
4 0. When did he make that recommendation?
5 A. I'm going to guess that was the year --
6 I'm going to put it in '94.
7 0. And what did he say?
8 A. He said that he was creating a fund to
9 invest with Mr. Madoff and that he encouraged us to
10 invest in that fund and that he would provide the
11 independent verification that we found lacking in a
12 satisfactory mode.
13 Q. Did he explain how that independent
14 verification would be done?
15 A. He said he was going to have someone in
16 his office go ahead and monitor the trades that were
17 made by Mr. Madoff at the time he made them and have
18 an accounting firm go ahead and monitor it also, give
19 independent verification of it, a recognized
20 accounting firm.
21 0. Do you recall who that firm was?
22 A. I don't.
23 0. Do you recall if they had a
24 relationship with Mr. Madoff, I'm sorry, with
25 Mr. Merkin or his --
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Q. Sure. You said you recalled paying a
management fee but not an incentive fee.

A. To Ascot?

Q. To Ascot, correct.

A. But your question related to something
else.

Q. I appreciate that. Let me rephrase.

Why did you pay that fee? What was its

purpose?

A. Well, we paid a fee to Mr. Merkin,
Ascot Fund to him to do the due diligence, arrange the
auditing and do all the things that had to be done
with governance of any pool of assets.

Q. Was it your understanding that
Mr. Merkin kept that fee himself or at least his
management company kept that fee?

MR. STEINER: Objection to form.

A. I assume that, sure.

Q. Did he ever express that that fee was
being passed along to Mr. Madoff?

A. No.

Q. You previously testified that DIS fully
redeemed from Ascot Partners towards the end of 1995.
Is that correct? Why did you redeem then?

A. I don't remember the markets as well in
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that period of time. But the stability of the returns
began to belie any understanding of how it was
possible to achieve, and we just became sufficiently
uncomfortable with the whole idea of his ability to do
this. And notwithstanding Merkin's feeling that it
was okay, we Jjust were sufficiently uncomfortable. We
just didn't want to be there.

Q. Okay. Can you explain further what you
mean by stability of the return?

A. It's hard, it's almost unimaginable in
the financial markets to go ahead and get the kind of
positive returns on a monthly basis that Mr. Madoff
seemed to be able to get, and at some point in time it
just belied logic and it had belied logic, and I
really couldn't care less, if we weren't invested,
hearing about it. But once we were invested, it
really was —— it made us very, very uncomfortable, and
there is no reason to be uncomfortable.

Q. Did you have any discussions with

Mr. Merkin regarding that?

A. Oh, yes, many.
Q. What did you say to him?
A. I said what I just said, that it was

very hard to achieve these kinds of returns and just

almost impossible. And Mr. Merkin thought Mr. Madoff
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had a wonderful touch, I guess, and had indicated all
that he was doing this our great concern about the
independent verification. But, nevertheless, was very
cordial and gentlemanly when we said we really would
like to be out.

Q. Did he ever provide an explanation for
the reason for Mr. Madoff's consistency?

A. No.

Q. Did he ever provide an explanation for
how BLMIS could generate positive returns even in a

down market?

A. No.
Q. During the time of that investment, did
you maintain your —- the concerns we previously

discussed about the clearing firm and the auditor?
MR. STEINER: Objection to form.
A. No. It was —-- during the term that we

were invested?

Q. Yes.
A. No, no. We relied upon Mr. Merkin.
Q. Did you continue to discuss those

issues with Mr. Merkin at all?
A. If T can take your question to be, you
used the word "continue," did we ever once again

during that period of time discuss that, I don't
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1 Thisreport is offered pursuant to Federal Rule of Civil Procedure 26(a)(2) and is
authored by Dr. Steve Pomerantz, president of Steve Pomerantz LLC (collectively,
“Pomerantz”), an economic and financial consulting firm located in New York, NY.
Pomerantz was retained in this matter by Irving H. Picard, Trustee (“ Trustee”) for the
substantively consolidated Securities Investor Protection Act (“SIPA”) liquidation of
Bernard L. Madoff Investment Securities LLC (“BLMIS") and Bernard L. Madoff
(“Madoff") and by Baker & Hostetler, LLP (“Baker”), counsel for the Trustee. My
curriculum vitae and alist of court and deposition appearances are attached to this report

as Appendix I.

Assignment Scope and M ethodology

2. In thisreport, I:

I.  Describe the investment management industry and the participants in that
industry, including Madoff, J. EzraMerkin (“Merkin”), and the investment funds
managed by Merkin, individually and through his company, Gabriel Capital Corp.
(“*GCC"), that maintained investment accounts with BLMIS: (i) Gabriel Capital,
L.P. (“Gabrie”); (ii) Ariel Fund Limited (“Ariel”); (iii) Ascot Partners, L.P.
(“Ascot”); and (iv) Ascot Fund Limited (“Former Ascot Fund”) (collectively the
“Defendant Funds”); 2

1. Opinethat there are due diligence customs and practices that are typically
performed in the investment management industry; and

| retained Duff & Phelps, LLC, avaluation and corporate finance advisory firm (“D&P") to assist mein the
preparation of this report. Employees of D& P worked under my direction and supervision in the preparation of
work supporting my opinions contained herein.

Asused in thisreport, “Merkin” refersto: (i) Merkin individually; (ii) Merkin as General Partner of Gabriel and
Ascot; and (iii) Merkin as owner and manager of GCC, the Investment Advisor for Ariel and Former Ascot
Fund. While “advisor” and “adviser” are often used interchangeably in the industry, in this report, | use the
spelling of “advisor” that is consistent with how Merkin spelled thisterm in confidential offering memoranda
for the Defendant Funds. For example, GCC isidentified as the Investment Advisor for Ariel in a confidential
offering memorandum. Ariel Fund Limited Confidential Offering Memorandum, March 2006 (BS00024247 at
24248).
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[1l.  Opinethat due diligence consistent with industry customs and practices would
have revealed numerous red flags relating to the Gabriel, Ariel, Ascot, and
Former Ascot Fund BLMIS accounts (collectively, the“Merkin BLMIS
Accounts”).

| am compensated for my work at a standard rate of $824 per hour plus out-of-pocket
expenses. My compensation isin no way contingent upon my opinions or the testimony |

intend to offer in this case.
A. I nfor mation Sour ces

My opinions are based upon my education and experience as well as the information
obtained through documents produced in this case and publicly-available information. A
complete listing of the documents considered in connection with my opinionsisincluded
in Appendix Il of thisreport. To the extent that additional information becomes
available, | reserve the right to amend or supplement my opinions.

B. Conduct of Information Review and Analysis

The work conducted in connection with the assignment was planned, supervised and
staffed in accordance with applicable professional standards. The work that was

conducted included, but was not limited to:

i.  Review and anaysis of documents exchanged between the Trustee, the
Defendants and third parties related to this proceeding;
li.  Review and analysis of customer statements, trade confirmations and other related
BLMIS documentation;

Unless otherwise indicated, as used throughout his report, the Merkin BLMIS Accounts refer to the following
BLMIS accounts and their composite returns. 1FN005, 1FN004, 1A0042, 1A0058, 1FR070, and 1G0321.

FTI Consulting, Inc. (“FTI1"), hired directly by Baker, performed certain work at the direction and supervision
of Baker. Such was conducted largely before my retention. To the extent any such data was relied upon or
supports analyses or opinions herein, the accuracy of the data was tested to ensure reliability.
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iii.  Review and analysis of the purported trading activity in the Merkin BLMIS
Accounts;

iv.  Review of certain deposition transcripts; and

v. Review of publicly-available information including market data and fund
databases.

The review and analyses | performed were consistent with applicable customs and
practices in the investment management industry.

Qualifications

| am currently the president of Steve Pomerantz LLC, where | provide economic and
investment management consulting, economic damage assessment and litigation support.

| received a Ph.D. in Mathematics from the University of Californiaat Berkeley and a
B.A. in Mathematics from Queens College of the City University of New York. | am
currently an Adjunct Professor of mathematics at Queens College. | previously taught
courses in statistics, probability, operations research, mathematics and finance at the

undergraduate and graduate levels for various institutions.

My experience in the investment management industry spans nearly 30 years. During my
career, | have held positions in research and management for fixed income, equities,
derivatives, and alternative investments at major firmsincluding Morgan Stanley,
Citibank, and Weiss Peck & Greer LLC (“WPG”). | have aso consulted for aternative

investment management firms including New Y ork Life Investment Management.

At WPG, | started as the Director of Fixed Income Research with additional portfolio
management responsibilities.> Subsequently, | became the Director of Quantitative

Research with responsibility for quantitative research on all of WPG’ s products including

Portfolio managers are paid for making investment decisions with money that has been placed under their
control. In general, portfolio management refers to the construction of portfolios designed to achieve certain
investment objectives. STEPHEN A. ROSS, RANDOLPH W. WESTERFIELD & JEFFREY JAFFE, CORPORATE FINANCE
261 (7th ed. 2005).
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traditional, aternative, fixed income, and equity products. Asthe Director of
Quantitative Research, | was the Chair of the Asset Allocation Committee. | also served
on the Executive Committee, the Investment Policy Committees of both traditional and
alternative products, and on the firm-wide Product Review Committee. My role on the
Product Review Committee was to monitor the performance of al products including
hedge funds and other investment vehicles offered by WPG.° Inthisrole | performed
guantitative analyses on these investment vehicles. The quantitative analyses | performed
on WPG' s products were similar to the quantitative analyses | performed in connection

with the opinionsin this report.

In addition to my role monitoring WPG’ s investment products, | also supported the firm’'s
clients by assisting them in identifying investment vehicles that would meet their
investment goals, and portfolio management. The firm’s clients that | supported included
institutional investors, hedge funds, funds of funds, defined benefit plans, and defined
contribution plans and trusts.”

As part of my portfolio management responsibilities at WPG, | was subjected to due

diligence by investors (or their consultants®) who were considering placing money with

The term hedge fund is generally used for “an entity that holds a pool of securitiesand . . . other assets,” and “in
addition to trading equities . . . may trade fixed income securities, convertible securities, currencies, exchange-
traded futures, over-the-counter derivatives, futures contracts, commodity options and/or other non-securities
investments.” SEC, STAFF REPORT, IMPLICATIONS OF THE GROWTH OF HEDGE FUNDS, 3-4 (2003), available at
http://www.sec.gov/news/studi es/hedgef unds0903. pdf.

A fund of fundsis an investment vehicle that channelsitsinvestors’ money into other funds (e.g., other hedge
funds, mutual funds, private equity funds or venture capital funds). JOHN DOWNES & JORDAN ELLIOT
GOODMAN, BARRON'S FINANCE & INVESTMENT HANDBOOK 51 (5th ed. 1998); see also Andrew Ang, Matthew
Rhodes-Kropf & Rui Zhao, Do Funds-of-Funds Deserve Their Fees-on-Fees? 1 (Nov. 20, 2005) (AFA Chicago
M eetings Paper), available at http://papers.ssrn.com/sol 3/papers.cfm?abstract_id=687274.

There are dozens of firms that specialize in due diligence. Aksia LLC and Albourne Partners are two such firms
who were consulted by investors and determined prior to December 11, 2008, that BLMIS was too good to be
true. David Glovin, Karen Freifeld & David Voreacos, Investment Adviser Aksia Warned Clients of Madoff
'Red Flags, BLOOMBERG (December 13, 2008),

http://www.bloomberg.com/apps/news?pi d=newsarchive& sid=afr_ KQndJUUs, Matthew Goldstein, The Madoff
Case Could Reel in Former Investors, BLOOMBERG BUSINESS (December 31, 2008),

http://www.busi nessweek.com/magazine/content/09_02/b4115025606347.htm.
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investment vehicles managed by the firm.® Potential investorsinvestigated the WPG
products with which | was affiliated, and inquired about me personaly. | aso responded
to questions generated by the types of analyses | performed in this report, which has
contributed to my knowledge of due diligence practices. For example, while at WPG |
responded to due diligence inquiries from consulting firms such as Wilshire Associates,
Frank Russell and Callan. After | left WPG, | worked as a consultant to a variety of
investment management firms. In that role, | continued to respond to due diligence
inquiries from the above consulting firms and others including Merrill Lynch Consults

and Lockwood.

| have been a portfolio manager and a risk manager providing services to both traditional
and alternative investments, and providing investment and asset allocation advice to a
wide range of clients.'® | was a portfolio manager for fixed income, equity and hedge
fund accounts. As a portfolio manager | developed security selection models
(algorithms) to be used in the construction of portfolios. Within traditional portfolios,
these algorithms are used to determine the stocks to own and the weights to be assigned
to them within the portfolio. In addition, | developed trading and execution models,
which aretypicaly apart of any trading strategy. My role as arisk manager was paralel
to that of a portfolio manager, where | utilized the same analytical methods to monitor

rather than construct portfolios.

The portfolio management and risk management positions | held were typically

guantitative in nature, performing functions similar to those that fund managers

10

An articlein 1995 discusses how by the mid-1990s, firms such as Link Strategic Investors were building due
diligence systems, offering clients 30 page assessments of hedge funds. Miriam Bensman, Hedge Funds
Discover Investor Relations, Institutional Investor (December 1995).

Effective risk management identifies, assesses, and controls numerous sources of risk, both financial and
nonmarket related, in an effort to achieve the highest possible level of reward for the risks incurred. CFA
Institute, Alternative I nvestments, Risk Management, and the Application of Derivatives CFA Program
Curriculum, Level 111, Vol. 5, 133-139 (2014).
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perform.** In addition, the hedge funds and equity funds that | worked for followed
guantitative strategies that were based on identifying a subset of an index that would

outperform the index.

As part of my work in the investment management industry, | have performed due
diligence on hundreds of investment vehicles including both registered and unregistered
investment advisor accounts, managed/separate accounts, hedge funds, and mutual funds.
Due diligence is a process whereby an investment manager initially investigates an
investment to assess the attractiveness of an opportunity, the quality of the management
team, the key risks associated with the opportunity, and continues to monitor and

evaluate the investment on an ongoing basis.™

The types of due diligence | performed on these investment vehicles focused on, among
other things, developing an understanding of the applicable strategies, analyzing returns,
and performing performance attribution, to the extent possible. Performance attribution
refersto arange of analyses that are oriented towards determining the source of
benchmark-relative performance and the extent to which the performance is consistent

with the purported strategy.™

Additionally, | have spoken at investment seminars, presenting on various areas of
portfolio management, risk management, asset allocation, hedge fund products, and
securities pricing. | have also authored articles related to investment management
including Mutual Fund Advisory Fees. New Evidence and a Fair Fiduciary Duty Test
and The Pursuit of Alpha in a Fund of Hedge Funds.*

| have offered testimony in avariety of venues on matters similar to those discussed in

11

12

13

14

In the investment management industry the term “fund manager” typically refersto a manager of any kind of
fund, including a mutual fund, hedge fund, or fund of funds. For purposes of this report | use the term Fund
Manager to represent a manager of afund of funds unless otherwise indicated.

Due diligence is discussed in detail infra Section V, Opinion No. 1 of this report.
FRANK J. TRAVERS, INVESTMENT MANAGER ANALY SIS 179-207 (2004).
See Appendix I.
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thisreport. In particular, | have testified in tax court, bankruptcy court, and district court
on therole of derivativesin an investment program. My testimony on derivatives related
to the use of puts, calls and collars, and how those securities were used in tax shelters. In
those cases, my opinions centered on an analysis of these transactions and their
associated economic merits. | have also testified dozens of times on due diligence and
investment performance-related issues for both traditional and alternative investments.
The due diligence activities on which | have testified include some of the same activities
| performed as part of this assignment, including, but not limited to, peer analysis and
performance attribution.”> Asan example, | have analyzed returns in those cases with an
eye towards performing performance attribution which included a variety of statistical
calculations designed to determine the source, not just measurement of, performance. In
cases involving funds of funds, my testimony involved an analysis of the performance

and red flags associated with the funds of funds and the funds in which they invested.

The opinions that | offer in this report are based on my review of the facts, data and
documentsin this case as well as my training, education and experience in the investment

management industry.

A. Quantitative and Qualitative Due Diligence Experiencein the Investment
Management Industry

Throughout my career, | have advised more than a dozen investment management firms
with assets under management (“AUM”) from tens of millions to billions of dollars on
risk management and portfolio strategy. As a portfolio manager, risk manager, and
consultant, | have conducted due diligence on various investment products, including the
development of risk models, pricing models, and other quantitative and qualitative

analyses.

15

Peer analysisis a comparison of different investment managers performance metrics that use the same or
similar investment strategies. EDWARD J. STAVETSKI, MANAGING HEDGE FUND MANAGERS. QUANTITATIVE
AND QUALITATIVE PERFORMANCE MEASURES 71, 79 (2009).
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| have consulted or worked for hedge funds such as Galileo, Andover, and Lotus, and
provided due diligence and risk management services to established funds of funds.

The funds of funds for which I performed due diligence maintained diversified portfolios
of 10 to 30 individual fund investments (i.e., investments with other investment advisors).
My responsibilities were to monitor and evaluate the current holdings of the funds of

funds as well as to continually evaluate new investment opportunities.

| routinely develop valuation and trading models for proprietary use, and perform due
diligence on investments from both quantitative and qualitative perspectives.
Quantitative due diligence is generally focused on the investment strategy, and includes
analyses to identify how the strategy works and whether the results are consistent with
the strategy. From a quantitative perspective, | perform peer analysis, reverse
engineering,'® performance attribution, and other analyses related to investment and
portfolio performance. Qualitative due diligence is more focused on the investment
manager and the investment manager’ s operations. From a qualitative perspective, |
analyze, among other things, the philosophy, the pricing structure, the business

infrastructure, and the people involved with the investment vehicle.
B. Review of Investment VehiclesInvested With BLMIS

It is through my due diligence practice that | encountered funds of funds that were
exposed to BLMIS.*" Thefirst time | encountered BLMIS was in 2005 when my client, a

fund of funds, asked me to perform due diligence on dozens of fundsin which it was

16

17

Reverse engineering is the process of "extracting the knowledge or design blueprints from anything man-made.”
ELDAD EILAM, REVERSING: SECRETS OF REVERSE ENGINEERING 3 (2005). Asit relates to due diligence, reverse
engineering is the process of replicating, as best as possible, the investment strategy being pursued. FRANK J.
TRAVERS, HEDGE FUND ANALYSIS: AN IN-DEPTH GUIDE TO EVALUATING RETURN POTENTIAL AND ASSESSING
RIsks 293 (2012).

Throughout this report “BLMIS” will refer to the Investment Advisory business (the “l1A Business’) of BLMIS.
There was also a market making and proprietary trading business of BLMIS, herein referred to collectively as
the “Proprietary Trading Business.” If | am referring to the Proprietary Trading Business | will explicitly
indicate as such.
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invested, and to evaluate other potential investments. The fund of funds had
approximately $500 million in AUM, and invested in approximately 30 different funds
following avariety of strategies such as merger arbitrage, volatility arbitrage, macro, and

structured finance.

This client was not directly invested with BLMIS, but one of its funds was invested with
afeeder fund that wasinvested with BLMIS.*® Asaresult, my due diligence activities
included an analysis of both the feeder fund and BLMIS.

As part of my due diligence review, | did not have access to BLMIS customer statements,
trade confirmations, or any other BLMIS documents. Nor did | have access to any
BLMIS personnel in order to ask questions. | spoke with the head of the feeder fund, and
inquired as to whether | could speak to Madoff; | was, however, denied access to Madoff
and any other BLMIS personnel.

My client’s Fund Manager provided me with two pieces of information: (i) a one-page
document explaining the strategy that Madoff purportedly followed, namely a version of
the split-strike conversion (“SSC”) strategy;*® and (ii) monthly rates-of-return for the
BLMIS feeder fund from 1997 to 2005. Using thislimited information, | performed
guantitative anal yses consistent with industry customs and practices to evaluate the
investment performance of BLMIS, including reverse engineering, peer analysis, and

performance attribution.

My due diligence, based on the limited information available to me, revealed red flags

18

19

For purposes of this report, aBLMIS feeder fund is an investment vehicle that invested with BLMIS.

See Section VI.A.1 for adiscussion of the split-strike conversion strategy. The split-strike conversion strategy
as purportedly employed by Madoff involved buying a security (or a basket of securitiesin the S& P 100),
buying a put option on that security (or on the S& P 100 Index), and selling a call option on that security (or on
the S& P 100 Index). N.Y.U.v. Ariel Fund Ltd. et al., Merkin Dep. 127:5-9, February 9, 2009; Trustee Ex. 360
(Trading Authorization Directive, Oct. 22, 2002) (GCC-SEC 0027370-381 at 380). See supra Section VI.A.1
for adetailed discussion of the S&P 100 Index.
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relating to Madoff’ s purported investment strategy (the “Madoff SSC” strategy).”® In
particular, | observed that the stated monthly returns, which were continuously positive
month after month, were entirely inconsistent with the SSC strategy. Through reverse
engineering, | attempted to replicate the strategy so that | could evaluate the risks and
returns of theinvestment. In doing so it became apparent to me that the reported returns
were not consistent with the Madoff SSC strategy. Specificaly, the reported BLMIS-
based returns were less volatile than they should have been based on the elements of the
Madoff SSC strategy. Asaresult, | became convinced that Madoff was not performing
any version of the SSC strategy. In fact, | communicated to my client that Madoff was
likely engaged in front-running® or some other fraud because of the lack of volatility and
lack of correlation to the S& P 100.* | made a recommendation to my client to divest and
not invest any additional funds with the BLMIS feeder fund. My client divested in part
from the BLMIS feeder fund in which it was invested.

In 2008, | encountered BLMIS again when another fund of funds asked me to perform
due diligence on a potential investment with a different BLMIS feeder fund. | was
provided with: (i) the BLMIS feeder fund’ s marketing documents explaining the Madoff
SSC strategy; and (ii) monthly returns for the BLMIS feeder fund from 1997 to 2008.

By 2008, | had become convinced that Madoff was not following any version of the SSC
strategy, and was likely engaged in front-running or some other fraud. | informed my
client that | believed Madoff was not engaged in the strategy he purported to follow and
recommended against investing in the BLMIS feeder fund. My client ultimately decided
not to invest.

20

21

22

All discussions of and opinions related to the Madoff SSC strategy, BLMIS trading activities, positions, or
returns in the Merkin BLMIS Accounts are assumed herein to be purported.

Front-running “refers to a situation in which a trader, knowing that an order is about to comein, trades in the
same direction before the anticipated order is executed.” Fang Cai, Was There Front Running During the LTCM
Crisis? 1 (Bd. of Governors of the Fed. Reserve Sys., No. 758, 2003).

Correlation measures the degree of association between two investments. FRANK J. TRAVERS, INVESTMENT
MANAGER ANALYSIS 94-96 (2004).
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Summary of Expert Opinions

Based on my experience, investment industry customs and practices, and the analyses |

conducted in connection with this report, my expert opinions are as follows:

1. Opinion No. 1: Inthelnvestment Management Industry, There Are
Due Diligence Customs and Practices That Are Typically Performed

When a Fund Manager allocates investments to another investment advisor, it isindustry
custom and practice for the Fund Manager to evaluate the investment opportunity by
performing due diligence. The purpose of due diligence is to understand the advisor’s
investment process, to determine whether the resulting investment fits the Fund

Manager’ s goals and risk tolerances, and to make a determination about the sustainability
of the investment advisor and strategy.

Due diligence—performed both prior to making an investment decision and during the
life of an investment—is necessary to ensure that investments are achieving the right
amount of reward with the commensurate level of risk.?® Industry custom and practiceis
to perform due diligence elements such as performance attribution, peer analysis, alpha
analysis, reverse engineering, risk-adjusted and style-adjusted analyses, scenario anaysis,

drawdown analysis, and correlation analysis among other analyses.

Asisindustry custom and practice | have organized these elements into a framework that
| refer to asthe “Five Ps’—consisting of Process, Portfolio, People, Performance, and

Price®* The specific analyses and assessments performed within the Five Ps depend, in

23

24

In addition to market risk (generally of the greatest concern to investorsin hedge funds), investors are
concerned with other risks including, but not limited to credit, counterparty, liquidity, and default risk. See
MANAGED FUNDS ASSOC., SOUND PRACTICES FOR HEDGE FUND MANAGERS, 88 4-4.17, app.ll1 at 7-30 (2007);
Counterparty Risk Survey: New Approaches to Risk Management Post-Lehman, CREDIT MAG., Dec. 2009, at
34, available at http://www.risk.net/digital _assets/490/033-043_CR_1209.pdf; Sherree Decovny, Reining in
Liquidity Risk, CFA MAG., July-Aug. 2010, at 28-29, available at
http://www.cfapubs.org/doi/pdf/10.2469/cfm.v21.n4.15.

The origins of this framework were developed during the 1970s by Russell Investments, aleading advisory firm
servicing individual and institutional investors. The People category is sometimes referred to as Personnel, the
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part, on the investment opportunity, the information that is known about the opportunity,
and the documents and data available for analyses. For example, prior to making an
investment, a potential investor may have historical monthly returns with which to
perform quantitative due diligence such as peer analysis, correlation analysis and strategy
replication. However, after an investment has been made, an investor will typically have
access to additional information that may include transaction level information, allowing
for more detailed analyses such as performance attribution and scenario analysis.
Additionally, the longer an investor remainsin an investment, the longer period over

which these analyses can be performed.

2. Opinion No. 2: Due Diligence Consistent with Industry Customs and
Practices Would Have Revealed Numerous Red Flags Relating to the
Merkin BLMIS Accounts

Based on the strategy and the information available, al of the due diligence analyses |
performed in connection with this report were industry customs and practices as of 1997

unless otherwise indicated.

Due diligence consistent with industry customs and practices would have confirmed that
Madoff could not have legitimately generated the returns he claimed using the Madoff
SSC strategy. The due diligence processes described within this report include those that
were customarily performed by Fund Managers as part of initial due diligence and
ongoing monitoring of investments by 1997. These analyses would have revealed
numerous red flags (i.e., doubts or concerns regarding the investment opportunity) in
each of the Five Ps (i.e., regarding every aspect of the investment) concerning Madoff
and his purported strategy.

Process category is sometimes referred to as Philosophy, and the number of “Ps’ may differ. Brian Tipple,
Chief Investment Officer, Russell Investments London, Remarks before 2009 CFA Inst. European Inv. Conf.,
Avoiding the Pitfalls: Best Practicesin Manager Research and Due Diligence, 46-47 (October 21-23, 2009); see
also Russell Investment Group, Russell's Core Philosophy 9 (October 2006), available at investment-
planners.com/private/images/advisorresources/Russel | CorePhilosophy. ppt.
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The scope of the due diligence analyses | performed is based on (i) information that was
available to Merkin in connection with the Merkin BLMIS Accounts; (ii) information
resulting from performing due diligence analyses on the Merkin BLMIS Accounts; and
(iii) third-party information available to Merkin over the life of Defendant Funds’
investments with BLMIS.

Madoff and Merkin Operated Within the I nvestment Management Industry

Because BLMIS, Madoff, and Merkin operated within the investment management
industry it isimportant to understand this industry and the role due diligence playsin the
industry. At the most fundamental level, the investment management industry includes:
(i) investors; (ii) investment advisors/managers (including Fund Managers);*® and (iii)

service providers.

Customs and practices of market participants in the investment management industry, are
generdly al in support of the primary investment goal: to maximize reward while
simultaneously limiting risk, including the risk of theft or fraud. In order for participants

to achieve that goal, they must perform due diligence.

A. Overview

While investors drive the amount of capital available to be invested, investment advisors
are often thought of as“intermediaries’ in the investment management industry. That is,
they serve the investment management markets to advise on the allocation of capital
between the various investment options, and the selection of transactions or investment

opportunities within the investment option.

25

| have used the terms “investment manager” and “investment advisor” interchangeably in this report and these
terms are meant to be synonyms in all respects. Investment advisors include entities such as registered
investment advisors (“RIAS"), hedge funds, mutual funds, and Fund Managers. In 2006 BLMIS registered as
an investment advisor. Prior to 2006 BLMIS was operating as an unregistered investment advisor.
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Investment advisors provide a combination of advice and execution servicesin
facilitating the invested capital to its destination. They manage client assets either on a
pooled basis (e.g., mutual fund, hedge fund, commingled trust) or on a separate account

basis which are often referred to as managed accounts.

The service providers serve the investment advisors and investors. They offer to execute
transactions and provide custody and record keeping services. Service providersinclude

custodians, auditors, broker-dealers, prime brokers, administrators, and transfer agents.

The size of the investment management industry is typically measured by the size of the
AUM intheindustry. The sum total of AUM intheindustry isthe total dollar anount
that investors place with afund or investment advisor. Industry assets are typically
invested in three different vehicles: (i) funds (e.g., hedge funds and other commingled
vehicles); (ii) self-managed accounts; and (iii) managed accounts.®® Assetsinvested in
mutual funds and hedge funds, which comprise the mgjority of industry AUM, grew from
approximately $500 billion in 1985% to over $20 trillion by 2008.%2

B. Merkin’sRolein the Investment Management Industry

Merkin was a Fund Manager, atype of investment advisor in the investment management
industry. Merkin ran funds, managing client accounts and allocating capital between
various investment options. Merkin was the General Partner for Gabriel and Ascot.
GCC, owned and controlled by Merkin, was the Investment Advisor for Ariel and the

26

27

28

There is some overlap in these categories to the extent that a managed account or self-managed account invests
in ahedge fund, mutual fund, or other pooled investment vehicle.

Barry Eichengreen & Donald Mathieson et. al, Hedge Funds and Financial Market Dynamics 33 (Int’|
Monetary Fund, Occasional Paper No. 166, 1998).

See Michael L. Goldstein & Jonathan Freedman, The Future of Money Management in America: Key Issues
Facing the Mutual Fund Industry (Bernstein Research December 5, 1997); Hedge Fund Industry: Assets Under
Management — Historical Growth of Assets (2007-2014), BARCLAYHEDGE.COM,
http://www.barclayhedge.com/research/indices/ghs/mum/Hedge Fund.html (last visited Mar. 4, 2015);
INVESTMENT COMPANY INSTITUTE, 2010 INVESTMENT COMPANY FACT BOOK 182 (50th ed. 2010).
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Former Ascot Fund.? All of these funds were controlled by Merkin, and were invested
with BLMIS.® Merkin received fees for hisrole as the General Partner and/or

Investment Advisor for these funds.®

Merkin marketed his funds as hedge funds.®* In past decades, hedge funds were
generaly investment partnerships where capital contributed by investors (i.e., limited
partners) was pooled together and invested in strategies often involving long and short
positions. Over time hedge funds have evolved into complex, global, multifaceted
investment organizations with amyriad of varying characteristics. There are, however,
common features that most hedge funds exhibit. These features include: lightly or
unregul ated organizational structures, flexible investment strategies, sophisticated

investors, substantial investments by management, and substantial manageria incentive

29

30

31

32

In 2002, Ascot and the Former Ascot Fund were unified into a master-feeder structure, with the Former Ascot
Fund investing through Ascot. At that time, the Former Ascot Fund’s Investment Advisory Agreement with
GCC wasterminated. Trustee Ex. 8 (Letter from Gabriel Capital Group to Investors, November 11, 2002)
(GCC-NYAG 0031102); Trustee Ex. 240 (Letter from Ascot Partners, L.P. to Investors, November 11, 2002)
(BS00451097); Trustee Ex. 334 (Termination Agreement between Gabriel Capital Corporation and Ascot Fund
Limited, December 19, 2002) (AF00000187); see Seymour Dep. 71:23-72:11, January 13, 2015.

N.Y.U. v. Ariel Fund Ltd. et al., Merkin Dep. 26:14-16, February 9, 2009; see also Merkin Dep. 125:22-126:13,
127:21-128:12, 277:4-9, February 24, 2015. The duties of a General Partner of afund generally include the
hiring of an Investment Advisor and while the Investment Advisor istypically charged with reviewing the
reasonableness of al investments, ultimately all investment decisions are typically the responsibility of the
General Partner. Inthe case of Ariel, the Investment Advisor “ha[d] ultimate responsibility for the
management, operations, and investment decisions’ of the fund, while documents for Gabriel indicated that “all
decisions with respect to the management of the capital of the partnership are made exclusively by [Merkin].”
Merkin was General Partner of Gabriel and Ascot, and was the owner, Managing Partner and General Partner of
GCC, who was the Investment Advisor for, and who controlled, Ariel. Autera Dep. Ex. 12, October 19, 2011
(Ariel Fund Limited Confidential Offering Memorandum, March 2006) (GCC-SEC0000649; see also
BS00024247); Trustee Ex. 107 (Gabriel Capital, L.P. Confidential Offering Memorandum, March 2006) (09-
01182-GOTR-0000002); Autera Dep. Ex. 10, October 19, 2011 (Ascot Partners L.P. Confidential Offering
Memorandum, December 2002) (GCC-NY AG0000164; see also BS00021346 at 1360).

Trustee Ex. 353 at 14-17 (Gabriel Capital Group presentation, April 2008); Autera Dep. Ex. 12, October 19,
2011 (Ariel Fund Limited Confidential Offering Memorandum, March 2006) (GCC-SEC0000649; see also
BS00024247); Ascot Partners L.P. Confidential Offering Memorandum, March 2006 (BS00319494); Trustee
Ex. 338 (Ascot Fund Limited Confidential Offering Memorandum, October 2006) (AF00000026); Trustee Ex.
107 (Gabridl Capital, L.P. Confidential Offering Memorandum, March 2006) (09-01182-GOTR-0000002). One
of Merkin'sinvestors stated that he paid Merkin “to do the due diligence, arrange the auditing and do all the
things that had to be done with governance of any pool of assets.” Ehrenkranz Dep. 64:1-13, March 20, 2014.

Smith Dep. 18:10-24, 21:14-22:1, March 4, 2014; Gottleib Dep. 108:19-109:11, October 22, 2012.
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fees.®

45.  The structure of the Defendant Funds was more similar to that of afund of funds than a
hedge fund. Whereas hedge funds generally make direct investments into equities,
bonds, commaodities or other financia instruments, fund of funds undertake direct
investments into the hedge funds themselves. Merkin acted more like afund of fund
manager in that the predominance of assets held in Merkin's funds were invested with
another manager, or were actively managed by someone other than Merkin®. For
example, over 90% of the invested assets in Ascot/Former Ascot Fund were typically
alocated to Madoff,* while by 2008 approximately 30% of the assets in Ariel/Gabriel
were allocated to Madoff.*® By 2008 approximately 70% of the assetsin Ariel/Gabriel

were allocated to other investment managers.*’
C. Madoff’sRolein the Investment Management Industry

46. Madoff was functioning as, and serving in the capacity of, an investment advisor for
BLMIS customers, including the Defendant Funds.® Additionally, Madoff operated
BLMIS s Proprietary Trading Business as a broker-dealer. The responsibility of a

broker-dealer is limited to the execution of atransaction. While a broker-dealer may

33

35

37

Carl Ackermann, Richard McEnally & David Ravenscraft, The Performance of Hedge Funds: Risk, Return, and
Incentives, LIV J. FIN. 833, 833-834 (1999).

Merkin also managed some assets for Ariel/Gabridl in-house at various pointsin time. Funds of funds can also
manage some assets in-house. While these are not pure fund of funds, they would be considered a fund of fund
if they predominantly invest in other investment advisors as Merkin did. Mayer Dep. 9:12-14:12, October 11,
2011; Hess Dep. 20:2-22:15, October 11, 2012.

Ascot Partners, L.P. Balance Sheet, December 31, 2007 (BS00313824). Note, however, that on some occasions
Ascot made non-Madoff investments, at which times may have represented up to 10% of the entire portfolio. In
re Madoff Charities Investigation, Merkin Dep. 178:17-180:2, January 30, 2009.

% 2008 Capital Allocations (GCC-P 0117600). Datais as of November 30, 2008.

The other investment managers were Stephen Feinberg, Jack Mayer and David Sherman. 2007/2008 Capital
Allocations Excel File, January 1, 2008 (GCC-P0115588); 2008 Capital Allocations Excel File, January 1, 2009
(GCC-P0117600); Morry Weiss et al. v. J. Ezra Merkin, Merkin Dep. 61:13-15, 226:12-18, 234:17-21, August
10, 2011.

% Jesselson v. Merkin, Hearing Transcript 386:20-388:5, September 13, 2011.
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recommend the purchase or sale of certain securities, an investment advisor has the more
far-reaching responsibility of the ongoing implementation of an investment strategy.

As an investment advisor for the Defendant Funds, Madoff had the sole and broad-based
authority and responsibility for, among other things, determining the strategy, selecting
theindividual stocks to purchase, determining which options to incorporate, as well as
the timing for entering and exiting the market. These are examples of the functions of an

investment advisor and extend well beyond the authority and role of a broker-dealer.

The relationship between an investor, a Fund Manager, and an investment advisor
involves fees for activities performed by each party. Aninvestor entrusts assets with a
Fund Manager such as Merkin, who is paid by the investor to perform due diligence on
investment opportunities and investment advisors, choose investment opportunities, and
provide administrative services. A Fund Manager then chooses an investment
opportunity or investment advisor, such as Madoff, who is then paid to perform an
investment strategy, execute transactions, and provide administrative services.

OPINION NO. 1

INTHE INVESTMENT MANAGEMENT INDUSTRY, THERE ARE DUE
DILIGENCE CUSTOMSAND PRACTICESTHAT ARETYPICALLY
PERFORMED

A. Due Diligence

Due diligence is a process whereby a Fund Manager initially investigates an investment
to assess the attractiveness of an opportunity, the quality of the management team, the
key risks associated with the opportunity, and continues to evaluate and monitor the
investment on an ongoing basis. The due diligence discussed in this report relates

primarily to the analyses performed by Fund Managers on investments into other funds or
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investment vehicles.*

Due diligence of an investment advisor such as BLMIS s critica because it allows Fund
Managers to understand the advisor’ s investment process and determine whether the
resulting investment fits the Fund Manager’s goals and risk tolerance. In addition, it
allows the Fund Manager to make a determination about the longevity and sustainability
of the investment advisor and/or the strategy. The investment advisor and the strategy
together can be thought of as a business, and ultimately the Fund Manager isinvesting in
abusiness.”® Therefore, evaluating the sustainability of that business through due
diligence isimportant because a Fund Manager, like any investor, would not invest in an
unsustai nable business.

Generdly, the due diligence process (both before and after an investment is made) is
designed to identify red flags as early as possible. A red flag isinformation that raises
doubt or concern regarding an investment opportunity and can include: (i) any
impossibilities where the only reasonable explanation is fraud; (ii) any indications that
the advisor is not executing the strategy; (iii) any indiciaof fraud or changes to the risk
profile of the invested assets; (iv) any inconsistencies with the stated strategy; (v) any
potential changes in the advisor and/or his organization, investment process, or
philosophy; (vi) any situations that created an opportunity for fraud; and (vii) any

inconsistencies with industry customs and practices.

Over time, industry sources have compiled reports establishing concurrent due diligence
“best practices’ process for Fund Managers and other investors. These reports highlight
industry customs and practices for due diligence. While memorialized in “best practice”

39

40

While some Fund Managers may manage some assets in-house, due diligence on these assetsistypicaly of a
different nature and includes different analyses and expertise. For example, the due diligence typically
performed to help decide whether to invest in an equity, bond, commodity or other financial instrument or asset
ismore likely to include industry research, company research, credit analysis, comparable company analysis,
and historical financial analysisthan it isto include performance attribution, correlation analysis or other similar
due diligence analysis as discussed below. See, e.g., Merkin Dep. 130:1-137:13, February 24, 2015.

See, e.g., Orchard Dep. 40:22-41:10, October 8, 2013.
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reports, these customs and practices have for the most part been used in the investment
management industry for years before they were memorialized. Based on my experience,
most current industry customs and practices, including ones | perform in this report, were
established by 1997 when one of the earliest practice guides on due diligence was
published.

Starting in 1997, the Alternative Investment Management Association (“AIMA™)
produced a Due Diligence Questionnaire (“DDQ") for use by those investing in or
servicing the hedge fund industry.** The purpose of the AIMA DDQ was to provide
investors with suggested questions when selecting investment advisors, managers and
service providers. Consistent with the development of these set of typical questions for
investment advisors by the AIMA, over time other industry sources also published

customs and practices for due diligence.”?

Due diligenceis performed based on all information available. Fund managersrely on
information from avariety of sources. For example, Fund Managers collect information
from publicly-available sources including databases,*® pricing services,** and marketing

materias, as well as directly from the investment advisor through interviews, meetings,

41

42

43

AIMA, AIMA Launches New Due Diligence Questionnaires, (April 12, 2007); see also AIMA’s Illustrative
Questionnaire for Due Diligence of Fund of Hedge Funds Managers (2004) (BS00115001).

Managed Funds Association (“MFA™) is alobbying group established in 1991 for the alternative investments
industry. The MFA submitted areport in 2008 entitled “Hedge Fund Standards. Final Report,” which also
functions as a thorough manual of due diligence best practices for hedge fund managers. Hedge Fund
Sandards: Final Report, Hedge Fund Working Group (January 2008). This report identified 15 key issues
relating to hedge fund practices, grouped into five themes: Disclosure, Valuation, Risk, Management, Fund
Governance and Shareholder Conduct (including Activism). The practicesincluded in this report were
developed over the life of the MFA.

For example, databases such as Bloomberg contain trading and market information, while BarclayHedge and
other similar databases contain performance-related as well as operation-related information on hedge funds.
These databases were publicly available throughout the Defendant Funds’ investments with BLMIS. See
Bloomberg History & Facts, BLOOMBERG, http://www.bloomberg.com/company/bloomberg-
facts/?2utm_source=bloomberg-menu (last visited Mar. 19, 2015); About BarclayHedge, BARCLAYHEDGE,
http://www.barclayhedge.com/about.html (last visited Mar. 19, 2015).

For example, Morgan Stanley had a pricing service. Merkin Dep. 235:1-12, February 24, 2015.
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information requests,” or DDQs.*

While the investment management industry maintains checks and balances through the
use of independent third-party providers for various services in part to help protect
against fraud in the industry, the industry also recognizes that these checks and balances
are insufficient as the only means of protecting investments. Therefore, due diligence
performed by a Fund Manager prior to making an investment decision and during the life
of an investment is necessary to ensure that investments are achieving returns

commensurate with the level of risk assumed.*’

It isindustry custom and practice for Fund Managersto either perform due diligence
themselves or engage a consultant to perform the analyses for them. *® Often the due
diligence can be performed at no cost to the Fund Manager. For example, it iscommon
for offering memorandato indicate that operating expenses (e.g., for performing due
diligence) are paid by the funds themselves (i.e., by the investors, not the Fund
Managers).*® If not borne directly by the fund, Fund Managers can also use a “ soft-
dollar” arrangement, where the expenses for due diligence are paid by the broker via

mark-ups on broker commissions.™

45

46

47

49

50

See, e.g., FRANK J. TRAVERS, INVESTMENT MANAGER ANALYSIS 33-34 (2004).

A DDQ isadocument that potential investors provide to investment advisors prior to investing. The
guestionnaire requests information regarding background, investment philosophy, historical performance, and
other due diligence-related issues. FRANK J. TRAVERS, INVESTMENT MANAGER ANALYSIS 133-147 (2004).

See supra note 23.

An auditor is not considered a due diligence consultant. It isinconsistent with industry customs and practices
for a Fund Manager to rely on their own auditor for any due diligence activities on an investment opportunity.

See, e.g., Ariel Fund Limited Confidential Offering Memorandum, November 1990 (BS00045255 at 5267);
Autera Dep. Ex. 12, October 19, 2011 (Ariel Fund Limited Confidential Offering Memorandum, March 2006)
(GCC-SEC0000649; see also BS00024247); Ascot Partners, L.P. Confidential Offering Memorandum
December 2002 (BS00021346 at 1360); Gabriel Capital, L.P. Confidential Offering Memorandum, January
2002 (BS00062969 at 2986).

Confidential offering memoranda for Ariel and Ascot indicate that Merkin had the option to use soft dollars.
See, e.g., Autera Dep. Ex. 12, October 19, 2011 (Ariel Fund Limited Confidential Offering Memorandum,
March 2006) (GCC-SEC0000649; see also BS00024247); Ascot Partners L.P. Confidential Offering
Memorandum, March 2006 (BS00023745).
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57.  Theinvestment management industry is built on relationships, but it is not an industry
where “blind trust” prevails. In my experience, Fund Managers typically follow the
“trust but verify” approach given the risk to which a Fund Manager exposes itself and its

investors by investing money with an investment advisor.

58. Due diligence appliesto al investment advisors, including those with whom Fund
Managers have a prior social and/or personal investment relationship. Social
relationships may facilitate investment opportunities, but they do not obviate the need for
due diligence on those opportunities. Similarly, a Fund Manager’s prior persona
investment relationship with an investment advisor also does not obviate the need for due
diligence. It iscustom and practice in the investment management industry for Fund
Managers to perform due diligence on every investment advisor when placing other

investors money with that advisor.

59. In addition, due diligence appliesto all investment advisors regardless of their corporate
structure. Although some investment advisory businesses are under the same corporate
structure as a regulated broker-dealer, the two businesses are regulated differently and
broker-dealer regulations have no bearing on an investment advisor. Assuch, itis
consistent with industry customs and practices for Fund Managers to conduct due
diligence on investment advisors regardless of their affiliation with aregulated broker-
dedler.

60. In my experience, even the investment advisory businesses associated with the largest
broker-dealersin the industry still have due diligence performed on them. These
investment advisory businesses complete questionnaires (see discussion below on DDQs,
and are subject to both initial and ongoing due diligence.> Fund Managers do not give
investment advisors a“free pass’ on due diligence simply because they have an affiliated

broker-dealer operation. The due diligence process extends to whatever individual or

*l See eg., BS00437514 at 7514; BS00527975 at 7975; GCC-P 0245963 at 5964; GCC-P 0245965 at 5965.



09-01182-smb Doc 376-9 Filed 05/10/17 Entered 05/10/17 20:53:31 Exhibit 9

61.

62.

63.

Pg 32 0of 178
Expert Report of Dr. Steve Pomerantz

Section V: OPINION NO. 1
Page 22 of 167

entity is making trading decisions.

The operational structure of the investment advisory businessis also irrelevant asto
whether due diligence is performed. For example, investment advisory businesses can be
executed through a brokerage account (e.g., BLMIS) > or executed through a fund
mechanism (e.g., a hedge fund). However, the form of execution does not excuse the
Fund Manager from performing due diligence analyses. Whether the investment vehicle
isafund, a managed account, a pooled investment fund, a discretionary brokerage
account, or any other type of business where assets are managed by athird party, due

diligenceis necessary.

In addition, if afund isinvested predominantly with asingle advisor there isincreased
risk from the lack of diversification. In these situations, thereis an increased need for

ongoing and thorough evaluation because of the increased risk.

Once invested, due diligence continues to be essential to ensure that investments are
achieving the right amount of reward with the commensurate level of risk based on the
stated strategy, and to identify and respond to red flags and/or indicia of fraud.

Continued diligence, monitoring, and investigation are not only warranted, but are
industry custom and practice when a Fund Manager turns over al decisions and authority
related to trading to another individual or entity.

1. Initial Due Diligence

As discussed above, there are two general periods when due diligence is performed: (i)
initial due diligence is performed before an investment is made;> and (ii)
ongoing/monitoring due diligence is performed while invested.>

52

53

Ascot Customer Agreement, November 5, 2002 (BS00305651-662 at 655); see Autera Dep. Ex. 9, October 19,
2011 (GCC-SEC 0027389).

Merkin Dep. 131:18-132:24, 141:6-9, February 24, 2015.
Merkin Dep. 183:13-18, 141:11-13, February 24, 2015.
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Typicaly, Fund Managers do not have as much information about the potential
investment available to them when performing initial due diligence as they do once they
are invested and performing ongoing/monitoring due diligence. Asaresult, initial due
diligence often relies on initial interviews with investment advisor staff, historical
monthly returns, a description of the strategy, and any other information that can be
collected prior to investing. For example, as described in Section 11.B, when | was asked
to perform initial due diligence for aclient on aBLMIS feeder fund, | was only provided
with marketing documents, including a description of the strategy, and a history of

monthly returns.

2. Ongoing/M onitoring Due Diligence

Ongoing due diligenceis critical because, once invested, the investment advisor has the
Fund Manager’s customers’ money and it is necessary to evaluate whether the
performance is consistent with the stated strategy and the investment advisor’s
representations. Furthermore, over time, funds often change styles to accommodate their
additional assets or in response to changing market conditions. Ongoing due diligenceis
required to monitor how these changes, if any, may affect performance.® In this manner,
due diligence independently verifies what an investment advisor has told a Fund Manager
who has invested with the investment advisor. Independent verification is a necessary

cornerstone of all aspects of due diligence.

In order to maintain consistent supervision over their investments, Fund Managers
typically perform monitoring activities including, but not limited to:>®

e Regular meetings with the investment advisors;

55

56

Trustee Ex. 176 (CA016548) (stating that “[th]e objective of our ongoing due diligence isto ensure that we
remain comfortable with all aspects of each monitored manager’ s investment activity and operational issues as
the firm evolves over time.”); see also Harrington Dep. 18:23-24.

See Managing the Investment Managers, CIBC Due Diligence Process (November 2009).
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e Regular peer analysis and benchmarking;>”

e Performance analyses compared to other advisors with the same or similar
investment management style;

e Periodic on-site vigits;

e Completion of quarterly questionnaires by investment advisors; and

e Monthly portfolio anaysis.

Unlikeinitial due diligence, where limited information may be available, once a Fund
Manager isinvested, the Fund Manager typically has more information with which to
perform ongoing/monitoring due diligence, and has access to alonger track record.
Information relevant for ongoing/monitoring due diligence would be any information
related to the execution of the stated strategy and related operational activity.
Operational activity that would be expected from an investment advisor, and part of the
normal course of operations for any investment advisor, would not be considered an
endorsement of that investment advisor, or any reason to perform less due diligence on
that investment advisor. For example, permitting investments and redemptions,
providing confirmations, providing cash flows, and buying and selling stocks is not

contributory to the due diligence process.

One of the basic tenets of due diligence is to use whatever information is available. For
example, to the extent that trade datais available it would be consistent with industry

customs and practices to perform analyses on as much of the trade data as possible.®

Once invested, ongoing/monitoring due diligence should include both proactive due
diligence and reactive due diligence. That is, a Fund Manager should be performing
ongoing due diligence by performing the activities listed above (i.e., proactive due

diligence), at least annually, if not quarterly or monthly. A Fund Manager should also

57

58

See supra note 15. Benchmarking refers to the process of comparing the subject fund to objective measures of
market performance.

What isrelatively unique about BLMIS isthat customers such as the Defendant Funds received a significant
amount of data with which one could perform due diligence. Merkin Dep. 168:20-169:21, February 24, 2015.
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perform due diligence when information is received or uncovered that raises new

concerns regarding the investment (i.e., reactive due diligence).

Reactive due diligence should be prompted by new issues or concerns raised by
information obtained from third-parties or uncovered independently by the Fund
Manager. For example, if a Fund Manager receives information from athird-party that
raises new issues or concerns about a particular investment (i.e., “due diligence
triggers’), it isindustry custom and practice to investigate further. Additionaly, if
interna information uncovered through a Fund Manager’ s own due diligence raises
concerns as to the legitimacy of the investment strategy then additional analyses can, and
should, be performed by the Fund Manager in order to ferret out any indicia of fraud.
Reactive due diligence typically becomes more prevalent over the course of the Fund

Manager’ s investment.

3. The Results of Due Diligence

Equally important to performing due diligence is how a Fund Manager should respond to
the results of due diligence. There are different types of red flags that due diligence can
raise, each with its own set of actions that a Fund Manager should take. For example, if
initial due diligence resultsin a significant red flag where the only reasonable explanation
isfraud, a Fund Manager would typically stop the due diligence process and not invest.

It is not necessary to perform each and every due diligence activity if asingle activity
reveals asignificant red flag where the only reasonable explanation is fraud. Similarly, if
the same red flag was revealed in ongoing/monitoring due diligence, a Fund Manager
would typically redeem their investments and find an alternative investment

opportunity.*

When ared flag is an indicia of fraud or creates an opportunity for fraud, it isindustry

59

Redeeming investments from an investment vehicle is expected to be available subject to the terms and
conditions of the investment vehicle. Redeeming investmentsisanormal course of operations for funds.
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custom and practice for the Fund Manager to perform additional due diligence to ferret
out whether the indicia of or opportunity for fraud leads to another red flag.

Additionally, it isindustry custom and practice to perform additional due diligence when
red flags are uncovered that indicate the advisor is not executing or is operating
inconsistent with the stated strategy. Again, the purpose of additional due diligencein
these situations is to determine whether the information leads to another red flag. More
specificaly, if an investor finds (e.g., through due diligence) that their returns are
different from what is expected based on a certain strategy, additional due diligence
should be performed.

For example, as a portfolio manager | withdrew money from a fund when the fund
performed well in a month when the overall market performed well, despite the fact that
the fund was supposed to be hedged, and therefore should not have performed as well as
the overall market. Upon further investigation, the investment advisor admitted to having
directional biases, which were not initially disclosed and were inconsistent with the

strategy as it had been explained prior to investing.
B. The Five Ps Framewor k

Regardless of whether due diligenceisinitial or ongoing/monitoring, a comprehensive
template or framework for conducting due diligence centers around the “Five Ps,” where
each P relates to a particular element of due diligence.®® The Five Ps are: Process,

Portfolio, People, Performance, and Price.®*

60

61

Moody’s Investors Service publishes guidelines regarding investment advisor evaluation and assigns ratings to
asset management companies based on those guidelines. Moody’ s Structured Finance Special Report, Moody’s
Investors Service (August 31, 2005). As might be expected, these metrics overlap with the Five Ps discussed
infra. Moody’s evaluates areas including: Investment Management Activities (40-50% weighting), Investment
Results (20-30% weighting), Financia Profile (15-20% weighting), and Client Servicing (5-10% weighting).

The People category is sometimes referred to as Personnel, and the Process category is sometimes referred to as
Philosophy. The origins of this framework were developed during the 1970s by Russell Investments, aleading
advisory firm servicing individual and institutional investors. Russell Investment Group, Russell's Core
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Thefollowing is adiscussion of the types of due diligence customs and practices
typically performed in the investment management industry, and by me, in connection

with each of these categories.

1 Process

The extent to which investment performance can be repeated over time depends, at |east
in part, on whether awell-defined investment processisin place. Fund Managers must
understand the process, and must evaluate whether an investment advisor’s processis
indeed well-defined.®” Key elements considered in the due diligence evaluation of the

investment process include:

e understanding the elements of the investment strategy and its expected
performance;®®

e scalability: how well the strategy performs with increasing levels of
investment;**

e investment management style: what is the investment strategy style (e.g.,
market timing, technical analysis, etc.);®®

e implementation of investment ideas. how the investment ideas are
implemented by the investment advisor (e.g., where, how, when);®

e buy and sdll disciplines: any rules or disciplinesthat are followed in terms of
when to buy/sell and how much to buy/sell;

e risk management: what the investment advisor does to assess and address risk
(e.g., hedging to reduce downside risk);®’

62

63

65

66

Philosophy (October 2006), available at investment-

planners.com/private/images/advisorresources/ Russel | CorePhilosophy.ppt. Other frameworks use the “P”
acronym, though the number of “Ps’ may differ.

For example, an Investment Policy Statement is a document that specifies the overall objectives of a portfolio,
and should identify the investment strategies and processes to be used in achieving the portfolio's goals. G.
TIMOTHY HAIGHT, STEPHEN O. MORELL, & GLENN E. ROSS, HOW TO SELECT INVESTMENT MANAGERS &
EVALUATE PERFORMANCE 31 (2007).

See, e.g., BS00528392 at 8393.

See, e.g., Teicher Dep. 64:22-65:18, October 29, 2013.
See, e.g., BS00196424 at 6425-32.

See, e.g., BS00126670 at 6670.
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¢ investment research: what research is performed and how it is used;

e team approach: how investment decisions are made (e.g., committee,
individual decision maker);®

e technology: what kind of technology the investment advisor uses (e.g.,
compuiters, trading platforms, software);* and

e service providers and infrastructure: what service providers are used, and what
infrastructure exists to reduce risk.”

Investment advisors are evaluated to ensure their actions adhere to their stated investment
philosophy or management style, their professional investment experience, market focus,
and portfolio objectives over time and through various market cycles. Questions
regarding Process-related due diligence are often asked of investment advisors through
DDQs as discussed above, and answers are often provided in writing. Examples of

Process-related questions include the following: ™

e Detailed description of the strategy;

e Characterization of stylein terms of strategy, hedging, market exposure, and
geographical market focus;

e Specific risksthat are hedged (e.g., country risk, duration risk, spread risk,
credit risk, systematic risk, volatility risk, fundamental factor risk, etc.);

¢ How downside exposure is addressed,;

e Maximum loss on any one position before closing it;

67

68

69

70

71

See, e.g., BS00527975 at 7977, BS00528392 at 8393.
Seg, e.g., BS00170938 at 939.
See, e.g., BS00600100 at 117.

In aletter from Union Bancaire Privée (“UBP”) to Merkin in 2008, UBP asks Merkin to “describe the counter
party credit risk due to Ascot's options exposure and how that is hedged or managed” and to “describe the due
diligence performed by Ascot on Madoff's operational procedures with specific reference to systems and
controls, segregation of duties, wire transfer controls, risk management, regulatory compliance, and business
continuity planning.” See Trustee Ex. 363 (Letter from UBP to Merkin, October 10, 2008) (GCC-P 0393142-
143). See dso Kim Dep. 29:13-25, 31:9-22, November 19, 2013; BS00527975 at 7978.

A 2004 AozoraBank DDQ asked about the process at GCC, including questions regarding investment style,
strategy, hedging, market exposure, geographical focus, typical holding periods, investment criteria, research
sources and budget, and the process for handling new investments and redemptions. See Aozora Bank Due
Diligence Questionnaire, June 2004 (BS00528297 at 8298-307).
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e Breakdown of positions by geography;

e Average holding period for all investments, profitable investments, and/or
losing investments;

e Sources used for investment research;

e What research isfocused on;

e Annua research budget; and

e Proportion of the research generated internally.

It isindustry custom and practice for Fund Managers to identify any changesto the
Process elements through periodic monitoring due diligence activities. For example, if an
advisor changed investment strategies (i.e., “style drift”), it could change the risk profile
of the investment opportunity. Even though the advisor has investment discretion, the
identification of style drift isimportant because a Fund Manager may redeem investments
if changesin the investment strategy result in a change to the risk profile of the strategy
that is outside the Fund Manager’ starget risk profile. Finally, transaction level (i.e.,
securities) due diligence includes, among other things, reviews and analyses of what has

been bought and sold as well as understanding the risks of how trades are executed.”

2. Portfolio

In addition to initial due diligence, consistent, ongoing due diligence determines whether
the investment approach described by the advisor actually reflects the reality of the
portfolio constructed.” A Fund Manager wants to be sure they are compensating an

advisor for performance that adheres to the stated investment objective and strategy.

As part of Portfolio-related due diligence, it isindustry custom and practice to review the

performance of an investment advisor relative to benchmarks in order to determine how

72

73

As part of due diligence performed on Madoff by a consultant for McKinsey & Company, prices and volumes
on 160 option trades were checked. See Thorp Dep. 72:25-74:19, May 22, 2012.

Brian Tipple, Chief Investment Officer, Russell Investments London, Remarks before 2009 CFA Inst. European
Inv. Conf., Avoiding the Pitfalls: Best Practicesin Manager Research and Due Diligence, 46-47 (October 21-23,
2009).
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much of the investment return is due to general market behavior as opposed to the
advisor’s active management. The component of the return due to an advisor’s ability is
commonly referred to as the “alpha’ earned by the investment advisor.” Fund Managers
measure the alpha of the investment in order to assess the effectiveness of the investment

advisor.”

Performing reverse engineering is aso a customary component of due diligence for
assessing portfolio risks and characteristics both prior to an investment and during the life
of an investment.”® The reverse engineering process entails modeling the financia
performance of an investment based on information the investment advisor provides
regarding the particular strategy. The goal of this processis to understand the returns that
could be expected from executing the strategy, how those returns may be correlated with
market exposure,”” aswell as information related to key risk measures associated with

any strategy, such as volatility,”® or standard deviation.

Portfolio-related questions often include subjects such as:”®

e Thegreatest risk of the strategy and how it is addressed;®
e Any contemporaneous exposure monitoring performed; and
e Stresstesting of the strategy.®

74

75

76

7

78

79

80

81

Mathematically, thisis calculated by performing a linear regression of portfolio return on benchmark returns.
The slope of the regression line is referred to as beta, while the intercept is referred to as apha. For afuller
explanation, see WILLIAM F. SHARPE, INVESTMENTS 611-16 (2d ed. 1981).

See, e.g., BS00143299 at 311.

As part of its due diligence, Concord Management, a “research and due diligence company,” stated that “the
only way to fully understand an investment strategy isto try to replicateit.” Matlin Dep. 45:11-16, 45:25-46:1,
November 21, 2013.

See, e.g., BS00170952 at 952.

Merkin Dep. 91:24-92:3, February 24, 2015.

Cambridge Associates Due Diligence Questionnaire, June 2007 (BS00527975).
See, e.g., BS00527975 at 975; BS00116587 at 97-98.

See, e.g., BS00527975 at 980.
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3. People

Fund Managers evaluate the personnel and qualifications of the investment advisor as
much as the investment itself. This assessment includes the individuals with key roles,
the reporting structure of the business, the hiring and termination processes, and whether
al team members understand the philosophy and process they are supposed to be
implementing.®? Advisor and team tenure is also important as investment returns
reported in the early years of an advisor’s investment history may no longer be relevant
to the team currently in place. Aspects of people, or staff, typically considered include,
but are not limited to:*

e Number of employees;

e Position description and breakdown of employees by type (e.g., portfolio
managers, strategists, research analysts, economists, operational, compliance,
marketing, management);®

e Turnover;®

e Background checks on potential employees;®’

e Compensation structure;®

e The number and each type of employee; * and

82

83

85

86

87

88

89

Cambridge Associates Due Diligence Questionnaire, June 2007 (BS00527975); See Managing the Investment
Managers, CIBC Due Diligence Process (November 2009); see also Harrington Dep. 51:9-52:8, October 1,
2013.

See Russell Investment Group, Russell's Core Philosophy (October 2006), available at investment-
planners.com/private/images/advisorresources/Russel | CorePhil osophy.ppt; See also Brian Tipple, Chief
Investment Officer, Russell Investments London, Remarks before 2009 CFA Inst. European Inv. Conf.,
Avoiding the Pitfalls: Best Practicesin Manager Research and Due Diligence, 46-47 (October 21-23, 2009).

A 2007 Cambridge Associates DDQ asked questions about the personnel at GCC regarding the number of
employees, the personnel breakdown by job function, background checks of potential employees, and total
assets for each fund. See Cambridge Associates Due Diligence Questionnaire, June 2007 (BS00527975 at 977).

See, e.g., BS00110705 at 707; BS00527975 at 977-978; BS00528392 at 392.
See, e.g., BS00176983 at 987.
See, e.g., Email to Merkin re: Due Diligence, March 1, 2007 (BS00196305).
See, e.g., BS00527975 at 977.

A 2004 AozoraBank DDQ also asked about the personnel at GCC, including questions about the background of
the principals, the number of investment professionals, employee turnover, total assets by investment vehicle,
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e Average years of professional experience.

In addition to staff-related questions, other background related questions are typically
asked as part of People-related due diligence in order to provide transparency into the
Size, structure, and client base of a particular investment advisor. Background-related

questions typically include the following:®

e Legal structure of the company;

e Firm’sownership structure, names of its owners, their percentage ownership,
and their role with the firm;

e Tota AUM;*

e Percentage of the fund’s capital from management and employees;*

e Growth of AUM;*

e Percentage of AUM represented by the largest clients;

e Breakdown of AUM by type of client group;** and

e Identification of the largest clients.*

In addition to the People-related aspects and questions listed above, it istypica for Fund
Managers to consider the reputation of an investment advisor prior to placing assets with
the investment advisor. Due diligence, however, is an asymmetrical process where only
issues, concerns or problems are relevant, as opposed to areas of comfort or assurance.
For example, when considering an advisor’ s reputation, it is industry custom and practice

for Fund Managers to perform due diligence to identify any potential concerns, not to

90

91

92

93

95

and changes in total assets under management. See Aozora Bank Due Diligence Questionnaire, June 2004
(BS00528297).

AIMA’s Illustrative Questionnaire for Due Diligence of Fund of Hedge Funds Managers (2004) (BS00115001
at 5003).

See, e.g., BS00527975 at 983; BS00204957 at 960; BS00528392.
See, e.g., BS00170946 at 946.

Seg, e.g., BS00205015 at 007.

Seg, e.g., BS00115001 at 067.

See, e.g., BS00205061.
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identify areas of comfort. A Fund Manager may learn of an investment opportunity
because of an advisor’s reputation, but reputation itself is a small component of due

diligence and reliance on it is not a substitute for due diligence.

4. Performance

In evaluating the performance of an investment advisor, whether initialy or during
ongoing due diligence, both quantitative and qualitative measures are considered, and all
analyses must be consistent with the advisor’ s stated investment style.®* Quantitative
analysisin particular is atenet of Performance-related due diligence.”” For example, in
assessing performance it is custom and practice to perform quantitative analysis to
compare the returns of an investment advisor to comparable market indices™ and/or a
peer group of advisors (i.e., “peer analysis’).” In addition, a Fund Manager typically
compares the performance of a particular investment advisor with other investments held
by the Fund Manager — an activity that | have been engaged to perform numerous times
as aconsultant. Performance analysisistypically performed on arisk-adjusted or style-
adjusted basis so that investment strategies entailing various degrees of risk can still be
compared to the subject investment strategy.'®

The ultimate goals for any investment strategy are to preserve capital and generate
returns through cash flow received from the investment and/or capital appreciation. In

general, within efficient and informed capital markets, the return of an asset or portfolio

96

97

98

99

100

See, e.g., BS00082102 at 105-136; Orchard Dep. 19:2-8, October 8, 2013.

See, e.g., BS00456856; Kim Dep. 23:15-24:19, November 19, 2013.

See, e.g., Merkin Dep. 95:3-98:17, February 24, 2015.

See BS00527159 at 159; Harrington Dep. 53:19-23, October 1, 2013; Trustee Ex. 131, (SSKW00007066 at
7066); BS00132728 at 731-769. An articlein 1989 describes a “blue-ribbon panel” published report setting
forth what it hoped would be a standard for reporting performance numbers. The purpose of these standards

was to facilitate due diligence on investment advisors, specifically facilitating peer analysis for example. Nancy
Bellivue McConnell, Can Phony Performance Numbers be Policed?, Institutional Investor (June 1989).

Different statistical techniques are used to identify investment advisors sources of return. Risk-adjusted returns
evaluate returnsin light of the risks assumed, either by investing in more volatile securities or employing
leverage. Style-based analyses incorporate the sectors or asset classes invested in as part of their analysis.



09-01182-smb Doc 376-9 Filed 05/10/17 Entered 05/10/17 20:53:31 Exhibit 9

90.

91.

92.

Pg 44 of 178
Expert Report of Dr. Steve Pomerantz

Section V: OPINION NO. 1
Page 34 of 167

tends to be highly correlated to its underlying risk.'®* In this context, risk istypically
defined as the variability of expected returns. Therefore, the Fund Manager typicaly
weighs the added income and/or return against the incremental risk of a particular
investment. Consistent with industry customs and practices, the Fund Manager will
perform correlation analysis to assess whether the asset or portfolio isin fact reasonably
correlated to the underlying risk.'%

In addition to peer analysis, Performance-related due diligence can aso include scenario
analysis where the potential ranges of outcomes associated with the implementation of a
specific set of trades (e.g., following a particular strategy) are compared to the actual
results from the execution of the strategy. Any deviation from these ranges of
possibilities would be ared flag that the investment advisor was not implementing the
stated strategy.

Performance attribution is another due diligence analysis that is typically performed. The
purpose of this type of analysisisto identify the source of excess performance delivered
by an investment advisor.'®® Fund managers, in my experience, often conduct
performance attribution analyses on aregular basis in order to both monitor the returns
and fully understand whether the performance was achieved in a method consistent with
the stated investment strategy.

Fund Managers and other prospective investors typically do not have publicly-available

data with which to perform Performance-related due diligence. Therefore, datais often

101

102

103

GEOFFREY HIRT & STANLEY BLOCK, FUNDAMENTALS OF INVESTMENT MANAGEMENT 7 (7th ed. 2003).
Merkin Dep. 87:20:-92:3, February 24, 2015.

Merkin Dep. 139:6-23, February 24, 2015. An articlein 1993 discusses how service providers such as
custodians were providing up-to-the-minute reports on transactions and holdings, and providing information
enabling investors to perform performance attribution analysis. Andrew Sollinger, In search of the perfect
system, Institutional Investor (March 1993).
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gathered in due diligence through DDQs, containing questions related to:***

e Grosslong and short performance;
e Currency adjustments;

e Management fees,

e Accrued incentives,

e Other fund expenses; and

e Net performance.’®

5. Price

Finally, the fees charged by an investment advisor are key components of the investment
management process. Feesfor investment advisorstypically consist of management fees
and/or performance fees. It isboth customary and essential that the compensation
structure be created in away so asto align the interests of the advisor and the Fund
Manager.

Asit relates to aligning interests, within the investment management industry, it is not
just common, but expected, for advisors to have their "skin in the game."'® Thisisto
ensure an alignment of interests between the investor and the advisor not just in good
times, but in bad times as well. Since hedge funds typically have performance fees, which
allow the advisors excess compensation commensurate with their positive performance, it
is considered only reasonable and hence expected, that they be willing to suffer personal

losses in the event that their investments decline.

104 |n 22004 DDQ, Merkin was asked for performance data including historical performance since inception,

105

monthly Net Asset value since inception, and monthly rate of return since inception. In addition, Merkin was
asked to explain any major factors affecting performance and drawdowns, how performance for each account
was calculated, and how often. See Aozora Bank Due Diligence Questionnaire, June 2004 (BS00528297 at 298-
307); see also BS00143299 at 299-316.

In a2007 Cambridge Associates DDQ, Merkin was asked for an array of performance data, including gross
long and short performance, currency adjustments, management fees, fund expenses, and net performance. See
Cambridge Associates Due Diligence Questionnaire, June 2007 (BS00527975 at 977-989).

106 Merkin Dep. 280:6-19, February 24, 2015.
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As with the other four Ps above, DDQs typically address pricing issues as well.**" For
example, DDQs will often include questions about the following:

e Management fees;'®

e Administration fees;

e Incentive fees;'®

e Hurdlerate/high water mark;*'° and

e Saesfees, redemption fees, and other fee-related topics.

C. Conclusion

It is custom and practice in the investment management industry to perform due diligence
anayses. There aretwo general periods when due diligence is performed: (i) initial due
diligenceis performed before an investment is made; and (ii) ongoing/monitoring due

diligence is performed while invested with an advisor.

Generaly, the due diligence process (both before and after an investment is made) is
designed to identify red flags relating to an investment as early aspossible. A
comprehensive framework for conducting due diligence centers around the Five Ps of

Process, Portfolio, People, Performance, and Price.

OPINION NO. 2

DUE DILIGENCE CONSISTENT WITH INDUSTRY CUSTOMS AND
PRACTICESWOULD HAVE REVEALED NUMEROUSRED FLAGS
RELATING TO THE MERKIN BLMISACCOUNTS

Due diligence consistent with industry customs and practices would have revealed

107

108

109

110

See, e.g., BS00528297 at 300; BS00528392 at 933.
Ascot Fund Limited DDQ (BS00020935 at 935-953).

See, e.g., Yeshiva University Alternative Investment Summary Report, 2006 (BS00278165 at 1666); Ariel
Fund Ltd Questionnaire for Due Diligence of Hedge Fund Managers requested by Aozora Bank
(BS00528297 at 710).

See, e.g., BSO0111678 at 678.
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numerous red flags related to the Merkin BLMIS Accounts. For example, there were
certain transactions that were impossible and the only rational or reasonable explanation
was fraud. There were aso numerous red flags relating to the Merkin BLMIS Accounts
that were indicia of fraud, inconsistent with industry customs and practices, and/or
inconsistent with the Madoff SSC strategy. Furthermore, many of the red flags would
have prompted additional quantitative due diligence on the purported execution of the
strategy. As discussed below, additional quantitative due diligence in areas related to the
purported execution of the strategy would have revealed significant red flags where the
only reasonable explanation was fraud.

The following section describes what would have been revealed had due diligence
consistent with industry customs and practices been performed on the Merkin BLMIS
Accounts.”! Regardless of whether due diligenceisinitial or ongoing/monitoring, a
comprehensive template or framework for conducting due diligence centers around the
“Five Ps,” as discussed above, where each “P” relates to a particular element of due
diligence. The due diligence analyses performed below on the Merkin BLMIS Accounts
and the implementation of the Madoff SSC strategy tracks the same Five Ps framework
discussed abovein Section V: an analysis of Process, Portfolio, People, Performance, and
Price.

A. Process

Performing Process-related due diligence on the Madoff SSC strategy would have
included analysis of the investment strategy and execution process, including strategy
expectations, scalability, investment management style, implementation of investment

ideas, buy and sell disciplines, risk management, investment research, team approach,

11 AsaFund Manager, Merkin received dozens of requests from potential and current investors for information

regarding the funds he managed. | have reviewed these documents, and they are consistent with industry

customs and practices for due diligence related to Process, Portfolio, People, Performance, and Price as
discussed above.
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and review of the use of technology and service providers and infrastructure.

A Process-related analysis of the Madoff SSC strategy would have identified numerous
red flags, including: (i) impossibilities where the only reasonable explanation was fraud;
(i1) indications that Madoff was not executing the purported strategy; (iii) inconsistencies
with the strategy; and (iv) inconsistencies with industry customs and practices.

1. Overview of BLMIS sPurported Investment Strategy: Split-Strike
Conversion

Thefirst step in Process-related due diligence is to understand, as best as possible, the
strategy being implemented by the investment advisor. The Madoff SSC strategy
purportedly implemented by Madoff for the Merkin BLMIS Accounts was a version of
the SSC strategy.

Generdly, the SSC strategy involves buying a security, buying “insurance” to protect
against losses, and giving up gainsin order to afford the insurance.*** Theinsuranceto
protect against lossesis called a*“ put option,” and the investor buys a put option to
protect against the stock falling in value below a certain point.™* The gains are limited
through a security called a“call option,” and the investor sellsacall option in order to

afford the insurance.**

When an investor attempts to reduce his or her position’s
exposure to market prices by purchasing puts and/or selling cals, he or sheis said to be

“hedging” the position.

12 Merkin Dep. 115:24-116:23, 264:9-11, February 24, 2015.
3 In exchange for an upfront payment, the put option buyer receives the right to sell the underlying stock at a

particular price (the “strike price”). The option to sell the underlying stock has a fixed time frame, and is said to
be “exercised” if the put option holder decides to sell the underlying stock at the strike price. In other words,

the put option buyer “exercises’ hisor her right to “ put back” the asset at a given price. Technically, American-
style options can be exercised at any time through the date of expiration while European-style options can only

be exercised on the date of expiration. Thisreport discusses only the former, as OEX options on the S& P 100

are American-style. (http://www.choe.com/L earnCenter/pdf/OEX_12-05-01.pdf).

114

A “call option” on a stock provides the buyer of the call option with the right to purchase the underlying stock

at aparticular price (the strike price) in exchange for an upfront payment. The option to purchase the

underlying stock has a fixed time frame, and is said to be “exercised” if the call option buyer decidesto
purchase the underlying stock at the strike price.
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Buying the put option and simultaneously selling the call option isreferred to as
implementing a*“ collar” in the SSC strategy. In effect, the investor purchases a put
option to provide protection on the downside (i.e., to limit losses the investor would incur
if the market value of the equity portfolio drops), which is at |east partially paid for by
selling acall option that limits the upside (i.e., any large gains in the equity portfolio will

be offset by payment made to the buyer of the call option).*®

Initially Madoff implemented an SSC strategy that was very similar to what is described
above. Pursuant to the Madoff SSC strategy, BLMIS purportedly bought a stock, bought
aput option on that stock, and sold acall option on that stock.'® Thisinitia version of
the Madoff SSC strategy using individual stocks and options on individual stocks was
reflected on the Defendant Funds' BLMIS customer statements through 1991.*

An example may be helpful in thisregard. Consider an investor who has $50 and decides
to invest it in Disney, which istrading at $50 per share, and therefore buys a share of
Disney for $50. In this case the investor could lose up to $50 if the value of Disney
declines, but also has an opportunity to double the investment if Disney doublesin vaue.
Many investors buy and sell stocksin this manner in the hope of identifying companies

that will increase in value.

However, in this simple example the investor could lose all $50. What if an investor was
not willing to lose al $50? What if they were only willingto lose $1? Inthat case, in
order to protect against losing all $50, an investor could buy insurance to effectively limit

the losses that could occur. For example, an investor could buy insurance that would

115

116

117

See CFA Ingtitute, Alternative Investments, Risk Management, and the Application of Derivatives CFA Program
Curriculum, Level 111, Vol. 5, 391-395 (2014). It isfor thisreason that the strategy may be used by individuals
seeking to protect large concentrated positionsin a single stock.

See, e.g., October 1990 customer statements for account 1-00148 (later renamed “1A0042") (MF00027830),
(MF00027831). BLMIS purportedly purchased stock of General Electric Co, Atlantic Richfield Co, Disney,
and 3 other companies. BLMIS purportedly purchased a put and sold a call for each of the 6 companies.

See, e.g., Statement for Ariel Capital LP (account number 1-00148-3) (December 31, 1990) (MF00024410);
Statement for Ariel Capital LP (account number 1-00148-4) (December 31, 1990) (MF00024412).
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limit losses to $1, so that if the price of Disney fell to $40 (i.e., more than $1 below $50)
the investor could sell the stock at $49 and only lose $1 ($50 less $49) instead of $10
($50 less $40). For investors who are not willing to lose al $50, insurance may be a
useful tool.

108. However, insuranceisnot free. Therefore the investor has to find away to afford the
insurance since they aready spent their $50 on the Disney stock. One dternative isto
give up (or sell) gainsin the Disney stock above a certain level. For example, the
investor might be willing to make only $1 on the Disney stock and therefore be willing to
give away gainsif the stock goes up by more than $1; so that if the price of Disney went
up to $60 (i.e., more than $1 above $50) the investor would only be able to sell the stock
for $51 and make $1 instead of $10. Someone else might be willing to pay for this
opportunity, i.e., the opportunity that the Disney stock might increase above $51. The
money made from selling this opportunity could be used by the investor to pay for the
insurance discussed above. Inthisway the investor only has to have enough money to
buy the stock, and has effectively limited the downside (i.e., they won’t lose more than
$1) by giving up the upside (i.e., they won’t make more than $1) regardless of how far
the stock goes up or down.**®

109. A graphical depiction of the example using the Disney stock isillustrated in Figure 1. As
Figure 1 illustrates, the SSC strategy limits how much the investor can lose, but also

limits the how much the investor can gain.**°

18 gSee e.g. Trustee Exhibit 144 (SMC-NY AG000001 at 001-002).
19 Merkin Dep. 110:21-113:12, February 24, 2015.
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Figure 1

SSC Example Using Disney Stock
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Then, beginning in 1991, Madoff purportedly began to implement the strategy using a
basket of stocksin the S& P 100 Index, selling call options on the Index, and buying put
options on the Index.’® Madoff stated that the basket he purportedly purchased would
be “correlated” with the S& P 100 Index by at least 95%, meaning that the value of his
subset of stocks moved in amanner similar to the S& P 100 Index.'®* While this
correlation would likely not be one-to-one, at a minimum, movements in the same
direction and in similar degrees would be virtually guaranteed during the time when
Madoff purported to be in the market.

A graphical depiction of the Madoff SSC strategy using a basket of stocksisillustrated in
Figure2. AsFigure 2illustrates, the Madoff SSC strategy limits how much the investor
can lose, but also limits how much the investor can gain.*?

120 gtatement for account number1-05124-3-0 (later renamed 1FN004-3), July 31, 1991 (MF00485246); Statement
for account number1-05124-4-0 (later renamed 1FN004-4), July 31, 1991 (MF00485248); Merkin Dep. 121:21-
122:4, February 24, 2015; Trustee Ex. 363 (Handwritten Note, May 23, 1995) (GCC-P 0393211); Trustee EX.
360 (Trading Authorization Directive, October 22, 2002) (GCC-SEC 0027370-381). The S& P 100 Index is
value-weighted, meaning that companies with larger market capitalization impact the value of the index more
than companies with smaller market capitalization. Market capitalization equal s the number of shares of stock
multiplied by the current price per share. (See http://www.standardandpoors.comv/indices/sp-
100/en/us/?index| d=spusa-100-usduf--p-us-1--).

21 Trustee Ex. 360 (Trading Authorization Directive, October 22, 2002) (GCC-SEC 0027370-381 at 380-381).

122 Jesselson v. Merkin, Hearing Transcript 691:11-696:8, September 13, 2011; In re Madoff Charities
Investigation, Merkin Dep. 13:9-14:3, January 30, 20009.
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Figure 2

SSC Example Using Basket of Stocks
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112. There are certain expectations given the Madoff SSC strategy. First, the investor’s
returns should have moved in the same direction as the underlying stock, or, when using
baskets, the S& P 100 Index. In thisway, the Madoff SSC strategy should have produced
returns that were correlated (i.e., related from a statistical perspective) to the returns of
the underlying stock or the S& P 100 Index. There should have been some relationship
between the purported returns of the Madoff SSC strategy and the returns of the
underlying stock or the S& P 100 Index.

113.  Second, when the Madoff SSC strategy purportedly generated gains, the largest gains
should not have been as big as the largest gains in the underlying stock or the S& P 100

123 Similarly,

Index because the Defendant Funds had given away some of their gains.
when the Madoff SSC strategy purportedly generated losses, the largest loss should not
have been as big as the largest loss in the underlying stock or the S& P 100 Index because
the Defendant Funds purportedly bought insurance. By way of the collar, the put option
should have created afloor for the returns and the call option should have created a
ceiling.

114. Asaresult, the Madoff SSC strategy was structured in away for investors to reduce

122 Jesselson v. Merkin, Hearing Transcript 691:11-696:8, September 13, 2011.
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risk,’** where risk generally refersto the volatility of returns.*® In other words, a
strategy isvery risky if its returns fluctuate widely over time. For example, a strategy
that ranges between -1% and +1% has less volatility than a strategy that ranges between -
10% and +10%. Because the latter strategy has a much higher level of volatility and
predicting the next month’ s returns would be very difficult, it would be considered a
much riskier investment. However, while agoa of the Madoff SSC strategy isto reduce
wide fluctuations in returns over time, it would be impossible to eliminate fluctuations
altogether.

Additionally, while the SSC strategy can be successful at reducing volatility, it is difficult
to generate gains without introducing some level of volatility. The gains are based on the
size of the pre-determined range of returns set by the call and put option strike prices

(i.e, thecollar). Thiscollar in turn introduces a band within which volatility would be
expected. In each purported implementation of the Madoff SSC strategy, the strike prices
on the call and put options defined the pre-determined range discussed above, and set an
expectation asto the volatility of the returns. In other words, for the Madoff SSC
strategy to have generated gains, it would typically have had some level of volatility.

Thereis aso atiming element to the Madoff SSC strategy. That is, whether the strategy
was executed using stocks or baskets, Madoff purportedly executed the strategy over
days, months, or in some cases more than ayear. For example, the first purported
execution of the strategy occurred in October 1990 when BLMIS purportedly purchased
for Ariel’s BLMIS account (account number 1A0042) 4,300 shares of Atlantic Richfield
Co. at aprice of $131.75 per share.®® A collar was initiated by purportedly selling

24 Investors face different types of risk, often characterized as financial or non-financial risk. Market risk

125

126

associated with exposure to changing stock prices, which is one source of financia risk, is particularly present
in equities. Unless otherwise stated, the “risk” discussed herein refers to market risk.

An asset’ s volatility is often measured asits standard deviation. See CFA Institute, Alternative Investments,
Risk Management, and the Application of Derivatives CFA Program Curriculum, Level 111, Vol. 5, 82 (2014).

There were 5 other equities also purchased on October 3, 1990. An option collar was created for each equity
position using put and call options on each individual security.
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Atlantic Richfield Co. call options with a strike price of $140 and a January 1991
expiration and by purportedly buying Atlantic Richfield Co. put options with a strike
price of $130 and a January 1991 expiration. In January 1991, BLMIS purportedly
repurchased the January call options and sold new call options with an April 1991
expiration and strike price of $130 to maintain the strategy. Similarly in January 1991,
BLMIS purportedly sold the January put options and bought new put options with an
April 1991 expiration and a strike price of $120. This processis called “rollover” because
the options are effectively rolled over to an expiration date further into the future. A
similar “rollover” purportedly occurred in April 1991. Eventually, on July 19, 1991
(approximately 9 months after the initial equity purchase) BLMIS purportedly sold the
4,300 shares of Atlantic Richfield. The call options and put options expired out of the

money.

117. In 1991, Madoff began purportedly executing the SSC strategy with baskets of stocks.
Thefirst basket, which included 15 stocks, was purportedly bought on July 23, 1991. The
collar was initiated on the same date using options on the S& P 100 Index with an
expiration of August 1991. Options were purportedly rolled over periodically, and the
size of the basket changed at different pointsin time, until November 15, 1991
(approximately 4 months after the basket was initiated), when all the stocks in the basket
were purportedly sold, the put options were sold, and the call options were repurchased.
The proceeds from unwinding the strategy were purportedly invested in treasury

securities until the next basket was initiated on December 2, 1991.

118. Starting in December 1991, Madoff began purportedly executing the SSC strategy
exclusively with baskets of stocks. On December 2, 1991, a basket of 15 stocks was

purportedly bought.**” The collar was initiated on the same date using options on the

27 While the first basket of stocks included 15 stocks and the second basket included 14 stocks, over time the
number of stocksin the basket grew to roughly 30 in the late 1990s, roughly 40 in the early 2000s, and by
October 2006 Madoff was purportedly including 50 stocks in the basket.
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S& P 100 Index with an expiration of January 1992. Options were purportedly rolled
over periodically, and the size of the basket changed at different pointsin time, until May
4-7, 1993 (approximately 17 months after the basket was initiated), when the stocksin
the basket were purportedly sold, the put options were sold, and the call options were
repurchased.

119. Asthese examplesillustrate, the time over which the strategy was purportedly executed
on asingle stock or on a basket of stock was inconsistent (ranging from 4 to 17 monthsin
the example above). Similarly, the number of days that Madoff was not purportedly
executing the strategy, but rather invested in treasury securities (i.e., he was not “in the
market”), was aso inconsistent. For example, from 1992 through 1996, the Merkin
BLMIS Accounts were out of the market for an average of 30 days per year, with no
more than 75 daysin any given year. However, from 1997 through 2008, the Merkin
BLMIS Accounts were out of the market for an average of 161 days per year, with no
less than 75 days in any given year.

2. Purported | mplementation of the Madoff SSC Strategy
a) No Downside Risk

120. In executing the Madoff SSC strategy that began in 1991, Madoff purportedly selected a
basket of stocksin the S& P 100. Thus Madoff’s position would also have been expected
to move with the overall S& P 100 when its value was between the put and call strike
prices."® However, the returns for the Merkin BLMIS Accounts did not move in the
same direction asthe S& P 100. For example, since the S& P 100 incurred losses 40.7%
of the time (83 out of 204 months) from December 1991 through November 2008, the
Madoff SSC strategy should have experienced at |east some material percentage of
negative return months.** However, the Merkin BLMIS Accounts reflected negative

128 Merkin Dep. 259:16-261:14, February 24, 2015.
129 Calculated based on Bloomberg Market Data.



09-01182-smb Doc 376-9 Filed 05/10/17 Entered 05/10/17 20:53:31 Exhibit 9

Pg 56 of 178
Expert Report of Dr. Steve Pomerantz

Section VI: OPINION NO. 2
Page 46 of 167

return months less than 4% of the time (8 out of 204 months) over that time period.

121. Because of the pre-determined range defined by the strike prices, it would have been

mathematically impossible for anyone implementing the Madoff SSC strategy to
eliminate downside risk, as Madoff did, while generating returns in excess of default risk-
free Treasury returns over any significant period of time.** Asstated in a 2001
MAR/Hedge article, “the best known entity using asimilar strategy, a publicly traded
mutual fund dating from 1978 called Gateway, has experienced far greater volatility and
lower returns [than Madoff] during the same period.”**! Theinability to match the
Madoff SSC strategy with the reported returns for the Merkin BLMIS Accounts was ared
flag that Madoff was not executing the purported strategy.

b) Impossible Option Volumes™?

122. Reviewing the customer statements for the Merkin BLMIS Accounts, which Merkin

received and tracked, along with readily available market data, due diligence would have
shown that BLMIS was reporting option trading volume widely in excess of the total
daily volume on the option exchanges.™** Based on areview of total daily volumeson
the Chicago Board Options Exchange (“CBOE”, the exchange on which OEX S& P100
Index options are traded)*®* for various options, it simply was not possible that BLMIS

130

131

132

133

134

The stability of Madoff’s returns becomes progressively less and less likely as the analysis period increases.

Trustee Ex. 363 (Michael Ocrant, Madoff Tops Charts; Skeptics Ask How, MAR/HEDGE, May 2001) (GCC-P
0393336-339).

| also reviewed the volumes of trades that BLMI'S purported to make with U.S. Treasuries. Despite the large
volume of treasuries issued by the U.S. Government, there are 5 instances where Merkin held more than 10% of
the total issuance of aparticular U.S. Treasury. In fact, thereis one example where Merkin's U.S. Treasury
holdings are 55% of the total issuance of that particular U.S. Treasury (CUSIP 912795PX3 on December 28,
2003). These numbers would be even higher assuming that Madoff was buying U.S. Treasuries for other
accounts besides Merkin.

Merkin indicated that he made this comparison himself. Wiederhorn v. Merkin, Hearing Transcript 221:3-
222:4, December 3, 2009.

As part of the Madoff SSC strategy, BLMIS purportedly traded call and put options on the S&P 100 Index. The
trade confirmations for the Merkin BLMIS Accounts reflected a CUSIP number and OEX ticker for the S&P
100 Index options indicating the options were traded on the CBOE as opposed to custom “ Over-The-Counter”
(“OTC") contracts that are not traded on an exchange. Trade Confirmation for Ariel Fund Ltd (Trade Date May
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was trading the number of options indicated on the customer statements.

123.  For the time period October 1990 through November 2008, BLMIS purportedly traded in

354 different call options on 628 daysin 2,467 transactions for the Merkin BLMIS
Accounts.™* | compared the volume of call options purportedly traded for the Merkin
BLMIS Accounts against the market, and 53.7% had a number of contracts above the
daily market volume for the relevant option and trade date.**® Looking further
specifically into the transactions that traded above the daily market volume, | found that
the number of shares transacted by Madoff greatly exceeded the total share volume
transacted on the exchange. In addition, there were 15 instances where BLMIS reported
buying or selling call options for the Merkin BLMIS Accounts when there was no
volume traded on that day.**’ Figure 3 illustrates these impossible call option share
results. (Seealso Schedule 1.)

135

136

137

15, 2006) (BS00015518 at 518-522); Trade Confirmation for Ascot Partners LP (Trade Date April 18, 2008)
(BS00008481 at 481-84).

Settled Cash table, StorQM Customer Statements, Customer Ledgers, and CBOE Market Data.

Options are traded as a“contract” where each contract represents 100 options. The number of call and put
contracts bought or sold by BLMIS was determined based on the purported equity positions as consistent with
the Madoff SSC strategy. In determining how many transactions included contracts above the daily market
volume, | aggregated volume across the Merkin BLMIS Accounts; therefore the 53.7% reflects the percentage
of unique transactionsin the Merkin BLMIS Accounts with volume above the daily market volume. The 2,467
total number of transactions reflects 816 unique transactions with a specific transaction date, strike price, and
maturity—53.7% of which had reported volumes above the daily market volume.

For example, on October 18, 2001, BLMIS reportedly bought 2,244 S& P 100 Index October 505 Call option

contracts for Ascot’s BLMIS account (1A0058). According to CBOE Market Data, this option was not bought
or sold on that day.
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Figure 3

Merkin BLMIS Accounts Call Option Volume Relative to Corresponding
Market Volume 1990-2008"%*
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124. Similarly, asit relatesto put options, BLMIS purportedly traded 374 different put options
on 594 days through 2,272 transactions from 1990 through 2008. For the unique
transactions of put options, 48.5% had a purported number of contracts above the daily
market volume.™*® Similar to the call options, for the put contracts which BLMIS
purportedly traded above the daily market volume, the number of shares transacted for
the Merkin BLMIS Accounts greatly exceeded the total share volume transacted in the
market. Furthermore, as with the call options, there were 15 instances where BLMIS

reported buying or selling put options for the Merkin BLMIS Accounts when there was

38 Includes option trades made between 1990 and 2008, where the transacted volume for the Merkin BLMIS
Accounts was greater than the market volume. Sourcesinclude Settled Cash table, StorQM Customer
Statements, Customer Ledgers, and CBOE Market Data.

In determining how many transactions included contracts above the daily market volume, | aggregated volume
across the Merkin BLMIS Accounts; therefore, the 48.5% reflects the percentage of unique transactionsin the
Merkin BLMIS Accounts with volume above the daily market volume. The 2,272 total number of transactions
reflects 757 unique transactions with a specific transaction date, strike price, and maturity—48.5% of which had
reported volumes above the daily market volume.

139
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no volume traded on the respective day.** Figure 4 illustrates these impossible put
option share results. (See also Schedule 2.)

Figure 4
Merkin BLMIS Accounts Put Option Volume Relative to Corresponding
Market Volume 1990-2008"*
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125. BLMIS not only purportedly purchased or sold options in quantities far above the daily
volume, the customer statements for the Merkin BLMIS Accounts al so reflected that the
Defendant Funds purportedly owned far more options than existed in the market. For the
period 2000 through 2008, based on the customer statements, on average, the Defendant
Funds purportedly owned more call options than those in existence on the exchange for
116 days out of each year. Similarly, on average, the Defendant Funds purportedly

owned more put options than those in existence in the market place for 123 days out of

0" For example, on October 16, 1991, BLMIS reportedly sold 25 Walt Disney Productions October 115 put option
contracts for Ariel’s BLMIS account (1A0042). According to CBOE Market Data, this option was not bought
or sold on that day.

¥ Includes option trades made between 1990 and 2008. Sources include Settled Cash table, StorQM Customer
Statements, Customer Ledgers, and CBOE Market Data.
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each year.'*

126. Additionally, these figures reflect the Merkin BLMIS Accounts only. Madoff had
billions of other dollars under management, meaning that the volumes necessary to

implement the Madoff SSC strategy were even more beyond market capacity.

127. Whilethe trade confirmations for the Merkin BLMIS Accounts indicated that the
purported options transactions were exchange-traded (based on the name and CUSIP
number), | have al'so considered the possibility that these purported transactions were
done off the exchange, or OTC. | have concluded that the transactions could not have

been done OTC for the following reasons:

e OTC transactions tend to be in the $5-$25 million dollar range which would have
required 280 to 1400 transactions to be done across multi-billions of dollarsin
assets with theoretically many sophisticated global counterparties. Any larger
OTC transactions would be have been done only on an appointment or negotiated
basis and would require days, weeks, or even months to negotiate;

e Counterpartiesto the trades, whoever they might have been, would themselves
have to offset their own risk (i.e., hedge) which would likely have to be done back
in the exchange-traded market. Therefore, if there was insufficient volume in the
exchange-traded market, then there would have been insufficient volume for
BLMIS's counterparties in the OTC market to absorb and then lay off this
transferred risk;

e There do not appear to be any written agreements, such as International Swaps
and Derivatives Association (“ISDA”) agreements that would have been
necessary to execute these transactions OTC. OTC contracts are bilateral,
privately negotiated contracts that typically require documentation between the
trading parties;

142 Based on transaction datain the Settled Cash table as well as daily open interest data from the CBOE for the
options purportedly owned by the Defendant Funds.
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e Every trade confirmation for S& P 100 Index options purportedly traded in the
Merkin BLMIS Accounts that | have reviewed included a CUSIP for the
transaction. However, | am not aware of any OTC transactions that have CUSIPs,
if for no other reason than there is no economic rationale to do so because
CUSIPs require afee. '

e Of the 330 unique put and call options purportedly purchased and sold by BLMIS
for the Merkin BLMIS Accounts between 2000 and 2008, all but 1 of the options
included a CUSIP that was assigned to the CBOE.'* That is, virtually al of the
option securities that BLMIS reported to purchase could only have been
purchased on the CBOE. They could not have been purchased OTC.

e Every trade confirmation for S& P 100 Index options purportedly traded in the
Merkin BLMIS Accounts that | have reviewed listed relevant Defendant Fund as
the counterparty (called “ contraparty” on the trade confirmation), instead of the
actual counterparty. It isindustry custom and practiceto list the counterparty to
an OTC transaction on a trade confirmation, so that at a minimum the customer
can assess the counterparty risk associated with the trade.**

%3 Master OTC Options Agreements (2000 Version), SECURITIES INDUSTRY AND FINANCIAL MARKETS
ASSOCIATION (SIFMA), 015. https://www.sifma.org/services/standard-forms-and-documentati on/government-
securities/government-securities_master-otc-options-agreement-(2000-version)/(last visited March 19, 2015);
See also, AITE GROUP, LLC, TRENDSIN OTC EQUITY DERIVATIVES: WHERE DO WE GO FROM HERE? 11 (2006),
available at http://164.109.172.95/downl oads/l eadership/whitepapers/ Trends-in-OT C-Equity-Derivatives.pdf;
CUSIPsare not free. The fee for CUSIP registration as of 2015 is $165 and $25 for each additional maturity

per series. Sandard Feesfor CUSIP Assignment (as of 1/1/2015) & Approximate Turnaround Time, Apply for a
New Identifier, CUSIP GLOBAL SERVICES, https://www.cusi p.com/cusi p/request-an-identifier.ntm (last visited
March 19, 2015).

Thefirst six digits of a CUSIP identify the issuer of the security. With the exception of the one option trade
using adifferent CUSIP using the six digits 783791, all of the reported options for the Merkin BLMIS Accounts
between 2000 and 2008 used the six digits 783790 in the CUSIP. This code is specifically assigned to CBOE,
and designates OEX options, which are trademarked by the CBOE. See generally CHICAGO BOARD OPTIONS
EXCHANGE, OEX AND XEO S& P 100 OPTIONS (2001). See also, Chicago Board Options Exchange, OEX
Product Specifications, OEX S&P100 Index Options, CBOE,
http://www.cboe.com/products/indexopts/oex_spec.aspx (last visited March. 19, 2015).

145 Master OTC Options Agreements (2000 Version), SECURITIES INDUSTRY AND FINANCIAL MARKETS
ASSOCIATION (SIFMA), 015. https://www.sifma.org/services/standard-forms-and-documentati on/government-
securities/government-securities_master-otc-options-agreement-(2000-version) (last visited March 19, 2015).

144
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e |f the Defendant Funds had been counterparties to OTC trades, it would have been
typical to post margin, yet | have not identified any instances where margin was
posted. At minimum, | would expect there to be a netting agreement that would
allow the Defendant Funds to use their stock to collateralize the short option
position.

For the reasons listed above, al of the purported options transactions could only have

been exchange traded.

Based on the purported options being exchange traded, the volume reflected in the
Merkin BLMIS Accounts was far in excess of the total market volume more than 50% of
thetime. Theseimpossible call and put option volumes were a significant red flag and

the only reasonabl e explanation was fraud.
C) Out-of-Range Trades

Due diligence on Madoff’ s execution of the Madoff SSC strategy would have revealed
impossibilities related to out-of-range trades. For example, the customer statements and
trade confirmations for the Merkin BLMIS Accounts included over 900 instances where
BLMIS reported buy and sell equity transactions at prices either above the high stock
price for the day or below the low stock price for the day, as reported by Bloomberg.°
While Merkin indicated that he checked the prices on the trade confirmations he received
from Madoff, he only checked to ensure that the prices on the trade confirmations
reconciled with the prices on the customer statements, not whether those trade prices

could have been legitimate.'*’

Legitimate trades could not have occurred at all of the prices reported by BLMIS. Since

146 Examplesinclude the purchase of INTC shares for 3 accounts on October 2, 2003 at $27.63 when the daily low
was $28.41 and sale of JPM shares for 4 accounts on February 16, 2001 for $52.59 when the daily high was

147

$52.00. | adjusted the reported trade prices for the $0.04 commission that was purportedly included in the share
price prior to September 2006. Statement for Ariel Fund Ltd (October 31, 2003) (MDPTPP03181715 at 715-
26); Statement for Ascot Partners LP (February 28, 2001) (M DPTPP00019682 at 682-89).

Achillare Dep. 37:9-18, August 9, 2011; In re Madoff Charities Investigation, Merkin Dep. 17:17-25, January
30, 2009; In re Madoff Charities Investigation, Merkin Dep. 119:19-120:12, January 30, 2009.
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Bloomberg collects its stock price data directly from the exchanges aswell as OTC, the
prices as claimed by BLMIS would have been picked up by Bloomberg had the trade
actually occurred.*® In the cases when BLMIS's purported executed prices were higher
than the high for the day or lower than the low, these prices would have become the highs
and lows for the day.*® These occurrences were significant red flags and the only
reasonabl e explanation was fraud, because, smply stated, there was never atrade in the
market at the prices BLMIS reported.

@ Equities

Between 1990 and 2008, there were 985 transactions across the Merkin BLMIS Accounts
with reported equity prices outside of the daily price range on the day the trade was
made.™™® These 985 transactions reflected over 56 million shares traded outside of the
daily range. The customer statements and trade confirmations for the Merkin BLMIS
Accounts reflected transactions above the daily price range 393 times, and transactions
below the daily price range 592 times.™ The total dollar amount purportedly gained
through out-of-range equity transactions was over $10.3 million. For example, on
November 7, 1996, BLMIS purportedly bought 41,055 shares of Intel Corp (INTC) at a
price of $113.96 for Ascot’s BLMIS account (1A0058), when the low price for the day
was $118.75.1? This resulted in a purported gain of approximately $196,000.

Over 56 million shares and over 900 transactions reflected on the face of customer

148

149

150

151

152

Pric
http:

ing Services Ensure Transparency and Consistency, BLOOMBERG,
/lwww.bloomberg.com/enterprise/data/pricing-services/ (last visited March 4, 2015).

Alternatively, had the prices indicated in the account and trading statements been typos or errors, Merkin should
have expected corrections from BLMIS with the appropriate prices.

Sources include Settled Cash table, StorQM Customer Statements, Customer Ledgers, and Bloomberg Market
Data.

The

results are based on comparing Settled Cash table, StorQM Customer Statements, and Customer Ledgers

against Bloomberg Market Data.

Prio
conf

r to September 2006, BLMIS did not explicitly identify commissions on customer statements. The trade
irmations stated that the trade price included a commission of $.04 per share for equities. Accordingly, |

have adjusted the reported share prices prior to 2006 to adjust for these commissions. See, e.g., BS00013594 at

595.
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statements and/or trade confirmations for the Merkin BLMIS Accounts had impossible
equity prices, which meant that these trades did not happen. These impossible trades
reported for the Merkin BLMIS Accounts were significant red flags and the only
reasonabl e explanation was fraud. (See Schedule 3 for atable of out-of-range equity
trades by year.)

2 Options

In addition to the impossible equity transactions, over this same time period (1990
through 2008), there were also 382 transactions representing 545,828 options contracts
(i.e., 54.58 million option shares) that were traded outside of the daily price range across
the Merkin BLMIS Accounts. Of these transactions, 282 were traded above the daily
high and 100 were traded below the daily low.'*® Thetotal dollar anount purportedly
gained through out-of-range option transactions was over $9 million. For example, on
May 7, 1997, BLMIS purportedly bought 2,010 May 765 call option contracts at a price
of $33.89 for the Merkin BLMIS Accounts, when the low price for the day was
$44.00."** Thisresulted in a purported gain of over $2 million.

Because these trades were purportedly executed on an exchange, BLMIS could not have
been making these impossible trades that were reflected on trade confirmations or
customer statements for the Merkin BLMIS Accounts. These impossible out-of-range
options trades were therefore significant red flags and the only reasonabl e explanation

was fraud. (See Schedule 4 for atable of out-of-range option trades by year.)

153

154

Based on comparing Settled Cash table, StorQM Customer Statements, and Customer Ledgers against CBOE
Market Data. In addition to the out-of-range trades, there were 6 instances where call options expired in-the-
money. That is, intwo cases BLMIS purportedly sold a call option, and the holder of the call option let the
option expire without exercising it against BLMIS, despite the fact that the S& P 100 price was above the call
option strike price on the expiration day (i.e., the option holder could have bought the S& P 100 from BLMIS at
aprice that was lower than the market—generating an instant gain). See, e.g., Statement for Ascot Partners LP
(January 31, 2000) (MDPTPP00019555 at 555-56).

| have not adjusted the reported option prices prior to September 2006 for commissions. To the extent that the
reported prices included commissions, there may be more out-of-range option trades.
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©)] Treasuries

In addition to the impossible out-of-range equity and option transactions, BLMIS
reported prices for U.S. Treasury Billsin the Merkin BLMIS Accounts that implied
yields outside the daily range of yields reported by Bloomberg. Based on yields reported
by Bloomberg, over 40% of the U.S. Treasury Bill transactions for the Merkin BLMIS
Accounts were traded outside the daily range. However, due to the sensitivity of
rounding, and the various ways to cal culate prices based on yields, | aso calculated what
percentage of purported transactions were outside the daily range based on sensitizing the
high/low by adding/subtracting between 1 and 10 basis points (i.e., widening the range).
AsFigure 5illustrates, even with these sensitivities, over 1000 trades were made outside
the daily range plus/minus 1 basis point, and over 200 trades were made outside the daily

range plus/minus 10 basis points.

Figure 5
Sensitivity Analysis of Out of Range 'Igrades for U.S. Treasury Bills 2000-2008'%°

Basis Point % of Trades # of Trades

Adjustment Out of Range Out of Range
0 44.2% 2,398
1 24.3% 1,321
2 14.4% 784
3 10.7% 581
4 8.9% 483
5 7.5% 406
6 6.3% 342
7 5.5% 300
8 5.0% 273
9 4.3% 232
10 4.1% 220

BLMIS could not have been making the trades that were reported on the trade

confirmations or customer statements for the Merkin BLMIS Accounts. These

1% sources include Settled Cash table, StorQM Customer Statements, and Bloomberg Market Data.



09-01182-smb Doc 376-9 Filed 05/10/17 Entered 05/10/17 20:53:31 Exhibit 9

136.

137.

138.

Pg 66 of 178
Expert Report of Dr. Steve Pomerantz

Section VI: OPINION NO. 2
Page 56 of 167

impossible out-of-range U.S. Treasury Bill trades were significant red flags and the only
reasonabl e explanation was fraud. (See also Schedule5.)

d) Unexplained Exposureto Market Risk

As discussed above, an SSC strategy is designed as away for investorsto reducerisk. As
part of the Madoff SSC strategy, equity purchases are hedged using an option collar,
created through the purchase of puts and the sale of calls. The number of options needed
to hedge the equity position depends on the value of the equity position (i.e., if more
equities are purchased, more options are needed to hedge the position). Therefore, if
additional equities are purchased, the option positions need to increase in order to provide
an effective hedge. Similarly, when equities are sold, the option positions should be
reduced. When the purported hedges are not adjusted based on changes in the value of the
equity position, the Merkin BLMIS Accounts are | eft exposed to market risk,**® and this
additional market risk is not an element of any SSC strategy, let aone the Madoff SSC
strategy.

On over 300 occasions, statements for the Merkin BLMIS Accounts reflected changes to
the basket of equities purportedly purchased for the Merkin BLMIS Accounts, but failed
to reflect corresponding changes to the options used to hedge the equity position.
BLMIS s actions on each of these occasions was inconsistent with the Madoff SCC
strategy and inexplicably exposed the Defendant Funds to additional market risk.

For example, between December 20, 1994 and January 9, 1995, BLMIS purportedly
purchased a basket of equities for the Ascot account (1FNO05), including MCI
Communications Corporation. On January 24, 1995, the entire MCI Communications
equity position was sold for approximately $885,000. The remainder of the equity basket
was sold on April 17, 1995. Despite the sale of an equity position of approximately
$885,000 on January 24, 1995, there was no corresponding adjustment made to the option

138 Merkin Dep. 103:25-104:3, February 24, 2015.
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positions.

Similarly, between January 16, 2001 and January 17, 2001, BLMIS purportedly
purchased a basket of equities for the Ascot account (1A0058), including EMC
Corporation. On February 7, 2001, the entire EM C Corporation equity position was sold
for approximately $10.7 million. The remainder of the equity basket was sold between
February 14, 2001 and February 16, 2001. Despite the sale of an equity position of more
than $10 million on February 7, 2001, there was no corresponding adjustment made to
the option positions. There were similar sales of EMC Corporation equity positions from
three other Merkin BLMIS accounts (1FN0OO5, 1FR070, and 1G0321) on February 7,
2001, totaling an additional $14 million. Despite the combined $25 million in equity sales
across these four accounts, there were no adjustments made to any of the option positions
in the accounts. (See aso Schedule6.)

In addition to the sale of equity securities without corresponding hedge adjustments, there
were a so instances in which there were delays in putting on part of the option collar. In
the Former Ascot Fund account (LFNOO5) for example, there were three separate
instances during 1994 in which there were timing issues around the purchase and sale of
the option collar. For example, on September 12, 1994, BLMIS purportedly bought
approximately $357,000 of equities. On the same day, BLMIS purportedly bought 900
put options, creating the bottom half of the option collar. However, the 900 call options
were not sold (to complete the option collar) until the next day, September 13, 1994. This
difference in timing left the fund exposed to additional market risk that is not part of the
SSC strategy.

Another example of atiming issue related to the option collar occurred in February of
1993. The Former Ascot Fund (1FNO05) was in the market, and BLMIS purportedly
rolled over the option collar from options expiring in February to options expiring in
March. However, the 2,035 March call option contracts were sold on February 12, 1993,
while the 2,035 February call option contracts were not bought back until February 16,

1993. Asaresult of thistiming difference, Merkin’s Ascot account was exposed to
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additional market risk.

Thisfailure to adjust the option hedge when the basket of equities changed was a
deviation from the Madoff SSC strategy. Failureto follow the stated strategy is
suspicious, inconsistent with the Madoff SSC strategy, and should have prompted
additional quantitative due diligence on the purported execution of the strategy, including
performance attribution, reverse engineering and aphaanalysis. Asdiscussed in
Sections VI.D.4, VI.B.2 and VI1.B.1, due diligence in these areas would have revealed

significant red flags where the only reasonable explanation was fraud.
€) Investing in Cash at the End of Each Year Beginningin 1993

Madoff’s purported execution of the Madoff SSC strategy is inconsistent with the
opportunistic nature of the strategy. That is, the ability of Madoff to enter and exit the
market at the right time (“ market timing”) was touted as a key component of the
strategy.™’ In this manner the Madoff SSC strategy can be called opportunistic—M adoff
would enter and exit the market when the right opportunity presented itself. However, an
opportunistic strategy should be agnostic as to whether it is January, March, or any

particular month.

Entry and exit from the market should theoretically be random. Based on Madoff’s
frequency of basketsit is possible to calculate the probability of Madoff being out of the
market on any particular day (i.e., the probability that there is not an opportunity).™® For
example, from 1993 to 2008, the Merkin BLMIS Accounts were out of the market (i.e.,
not in a basket), on average, for 130 days per year. Thisresultsin a probability of the

137 Merkin Dep. 158:12-167:13, February 24, 2015; Autera Dep. 171:9-22, October 19, 2011; New York v. Ascot

158

Partners, LP et al., Merkin Dep. 150:11-19, July 1, 2010; N.Y.U. v. Ariel Fund Ltd. et al., Merkin Dep. 137:17-
22, February 9, 2009.

Merkin testified that market timing referred to going in and out of the market to catch a turn, and typically this

would occur three to six or four to eight timesayear. Merkin Dep. 164:4-10, February 24, 2015. Therefore,
when Madoff is out of the market it must be because there is no opportunity to catch aturn.
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Merkin BLMIS Accounts being out of the market on any particular day of 36%."*°
Therefore, the probability of Madoff being out of the market on December 31 of each
year is 36%.

This analysis can also be extended beyond one year. For example, the probability of
being out of the market on December 31 for five straight years (e.g., from 1993 through
1997) is 0.57%."° By the end of 2001, the probability that Madoff would be out of the
market for 9 straight yearsis less than 0.01% (less than 1 in 10,000 chance).*®* Madoff
was purportedly out of the market at the end of each year for the Merkin BLMIS
Accounts from 1993 through 2007 (15 straight years).'%?

There is no rationale to avoid the market at the end of each year when implementing the
Madoff SSC strategy that was supposedly benefiting from market timing. For example,
there is no market stress event at the end of each year that would lead an advisor
following a market timing strategy to exit the market. Thereis no rational explanation
for Madoff to be out of the market on these dates with such consistency, whichis
suspicious, inconsistent with the Madoff SSC strategy, and should have prompted
additional quantitative due diligence on the purported execution of the strategy, including
performance attribution, reverse engineering and aphaanalysis. Asdiscussed in
Sections VI.D.4, VI.B.2 and VI1.B.1, due diligence in these areas would have revealed

significant red flags where the only reasonable explanation was fraud.

In addition to being out of the market at the end of each year, Madoff did not maximize
returns while out of the market. When not invested in securities, it is consistent with

industry customs and practices to put cash in a Short Term Investment Fund (“STIF”), a

1% 130/365=0.36
180 0.36 2 5=0.0057 or 0.57%
161 0.36 9 = 0.00009 or 0.009%

162

Madoff was also out at the end of each quarter for 25 straight quarters beginning in the third quarter of 2002 and

proceeding through the third quarter of 2008 (the last quarter before authorities seized BLMIS). The probability
of this occurring is less than one in 5,000,000.
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diversified liquid pool of Treasuries and other securities such as agency debt and
commercial paper.®® Instead, Madoff invested in U.S. Treasury Bills during these
periods, resulting in alower return. For example, using comparable commercia paper
investments that are prevalent in broker-dealer STIF accounts would have produced an
additional $32 million in investment returns for the Merkin BLMIS Accounts from 2000-
2008.** It would have been custom and practice for a Fund Manager such as Merkin to

inquire as to why Madoff was not maximizing returns while out of the market.

f) Atypical Frequency of Dividends

148.  During the periods in which BLMIS was purportedly out of the market, BLMIS

purported to invest in U.S. Treasuries, specifically the Fidelity Spartan U.S. Treasury
Money Market Fund (the “ Fidelity Fund”).*® The Fidelity Fund paid dividends once per
month, awaysin the first few days or the last few days of the month.'®

149. Typically money market funds declare dividends daily and pay them monthly.**’

However, the statements for the Merkin BLMIS Accounts reflected as many as seven
separate Fidelity Fund dividends in asingle month. In the month of February 2007, for
example, the customer statements for the Ariel account (1FR070), the Gabriel account
(1G0321), and the Ascot account (1A0058) each reflected seven separate Fidelity Fund
dividends. These dividends purportedly occurred on February 6, February 13, February
16, February 20, February 22, February 23, and February 28. Inreality, the Fidelity Fund

163

164

165

166

167

FRANK J. FABOZZI ASSOCS., PERSPECTIVES ON INVESTMENT MANAGEMENT OF PUBLIC PENSION FUNDS 120
(Frank J. Fabozzi ed., 1999).

Thisis based on a comparison of the yield on 3-month commercial paper and 3-month Treasury Bill by month,
considering how many days in each month that Madoff wasin Treasuries.

The customer statements for the Merkin BLMIS Accounts reflected the purported purchase and sale of the
Fidelity Spartan U.S. Money Market Fund (Ticker: FDLXX). Whilethis fund officially changed its name to
Fidelity U.S. Money Market Fund, effective August 15, 2005, the customer statements for the Merkin BLMIS
Accounts never reflected the name change, and continued to report the historical, incorrect name.

From 1990 through 2008, all Fidelity Fund dividends were paid either during the first two or last two business
days of the month. There were three instances over that time period in which two dividends fell during the same
calendar month, but dividends never occurred less than 25 days apart. Bloomberg Market Data.

https://www.interactivebrokers.com/prospectus/31607A 109.pdf, page 19.
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only paid one dividend that month, on February 1, 2007. The next Fidelity Fund dividend
was not paid until March 1, 2007.

The statements for the Ariel account (1FR070), the Gabriel account (1G0321), and the
Ascot account (1A0058) each reflected at |east three purported Fidelity Fund dividendsin
asingle month over 20 times."® (See Schedule 7.) Purported money market dividend
payments reflected on the statements for the Merkin BLMIS Accounts that did not match
the dates or the frequency of the actual Fidelity Fund dividend payments were suspicious
and should have prompted additional due diligence to make sure there was no other
suspicious activity on the customer statements. In accordance with industry customs and
practices, this due diligence could include a comparison of purported equity, option and
U.S. Treasury Bill pricesto the daily high and low market prices as well as analysis of

option volume.

3. L ack of Scalability

Operating any strategy using the S& P 100 has certain associated limitations. Such a
strategy is, by design, limited to only 100 stocks, and therefore aso limited to the total
number of publicly-available shares for these 100 stocks, as well as options on that
particular index.

By 2001, Madoff was managing at least $7 billion of AUM.™ This AUM is not by itself
ared flag. However, Madoff’s purported operation of the Madoff SSC strategy utilizing
the S& P 100, with up to $7 billion in assets, was ared flag because of the lack of
scalability of this strategy.’™ AsMerkin stated in a conversation with Madoff, “one of

168 See e.g., BSO0533860 at 862-76.
1% grausv. Merkin, Merkin Dep. 238:15-21, June 21, 2011.

10 Similar to the law of diminishing returns, scalability refersto the concept that as a fund increases its AUM, it
becomes increasingly difficult for that fund to find investment opportunities of a scale proportional to the
growing size of the fund. In particular, certain trading strategies are only profitable using small amounts of
capital, hence the returns those strategies generate as a percentage of the fund decrease as the fund grows larger.
Press Release, Alternative Investment Management Association (AIMA), AIMA Launches New Due Diligence
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the tenets of the investment business, right or wrong, is that there is some basic
connection between size and profitability.”*™* Thiswas atopic that Merkin testified he
was “very interested in,” noting the popular Wall Street Expression, “The God of size

comes to visit everybody.” 1"

153. A useful comparison for purposes of scalability is the Gateway Fund (“ Gateway”), a $1.3
billion publicly-traded fund as of 2001 that implemented an SSC strategy, but did so with
the S& P 500.1”® One of the reasons why Gateway uses the S& P 500 is to avail itself of
more securities and more market value, allowing it to invest alarger asset base in the
strategy.’™ The SSC strategy tends not to be scalable, and Gateway gives itself as much
of an advantage as possible by utilizing up to 500 stocks instead of 100 stocks, and the
associated increase in available market value. This means Gateway has significantly
more opportunity to implement its strategy than if it relied only on stocks in the S& P 100.
This advantage is not limited to the stocks. The volume of options available on the S& P
500 is significantly more than the volume of options available on the S& P 100, again
contributing to the ability of Gateway to scale the strategy. Figure 6 illustrates that the
notional value of call options (i.e., the number of option shares outstanding times the
value of theindex at the time) was significantly greater for the S& P 500 than the S& P

Questionnaires (April 12, 2007), http://www.ai ma.org/en/media_centre/press-rel eases.cfm/id/51A9EFBE-
E15D-4CEC-83A; Vikas Agarwal, Naveen D. Daniel, Narayan Y. Naik, Flows, Performance, and Managerial
Incentivesin Hedge Funds (Glasgow: European Finance Association (EFA) 2003); Roger M. Edelen, Richard
Evans, Gregory B. Kadlec, Scale effectsin mutual fund performance: The role of trading costs (March 17,
2007), http://ssrn.com/abstract=951367; Harry M. Kat & Helder P. Palaro, FundCreator-Based Evaluation of
Hedge Fund Performance (February 22, 2007), http://ssrn.com/abstract=964301.

1 Trustee Exhibit 363 at GCC-P 0393364-373; see also Jesselson v. Merkin, Hearing Transcript 633, September
13, 2011.

172 grausv. Merkin, Merkin Dep. 562:10-15, June 22, 2011; Merkin Dep. 143:4-144:12, February 24, 2015.

3 Morningstar Direct Database (August 2011); The Gateway Fund’s Hedging Edge, Markets & Finance,

BLOOMBERG BUSINESS (April 20, 2005), http://www.bloomberg.com/bw/stories/2005-04-20/the-gateway-
funds-hedging-edge. Theticker for Gateway is“GATEX.”

Gateway’ s portfolio typically consists of 250 to 400 stocks, as compared to BLMIS s 35 to 50. GATEWAY
TRUST SEC FOrRM N-1A (July 20, 2007). The market value of the S& P 500 stocks was between 154% and
193% higher than the market value of the S& P 100 stocks between 2000 and 2008. Bloomberg Market Data.

174
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Figure 6

Notional Value of Call Options 1991-2008: S&P 100 v. S&P 500""
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154. Madoff was operating with more assets, fewer stocks, and fewer opportunities than a
comparable strategy being implemented by Gateway. Due diligence, consistent with
industry customs and practices, would typically have been conducted to understand how,

if at all, Madoff was able to do so and still generate consistently appreciable returns.*

155. A closer analysis of the outstanding notional value for S& P 100 call options reveal s that
it would have been impossible for Madoff to implement the Madoff SSC strategy. In
order to implement the strategy, Madoff needed to sell call options, where the notional
value of the call option would have corresponded to the funds invested in the market.
That is, if Madoff bought $100 of stock, he needed to sell approximately $100 of notional
valuein call options. Therefore, if Madoff was managing approximately $7 billionin
AUM (as had been reported by 2001) he would have needed approximately $7 billionin

15 CBOE Market Data.

176 Andre F. Perold and Robert S. Salomon, Jr., The Right Amount of Assets Under Management, Financial
Analysts Journal (May-June 1991).
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call optionsin terms of notional value. However, asthe following chart illustrates, by
2001, and every period thereafter there was simply not enough call option notional value
to support the Madoff SSC strategy. The issues associated with implementing the
Madoff SSC strategy on the S& P 100 with alarge asset base were further magnified in
2007 and 2008 when BLMIS publicly disclosed that it was managing $13 billion and $17

177

billion respectively.

Figure 7
Notional Value of S&P 100 Call Options'"®
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With growing AUM of $7 hillion to $17 billion, and using the SSC strategy on the S& P
100, Madoff would not be expected to generate the returns reflected in the Merkin

BLMIS Accounts. That Madoff was operating an approximately $7 to $17 billion
Madoff SSC strategy with the reported returns was a significant red flag and the only

17 SEC Form ADV, Bernard L. Madoff Investment Securities, January 24, 2007 (PUBLIC0003763 at 771); SEC
Form ADV, Bernard L. Madoff Investment Securities, January 7, 2008 (PUBLIC0003834 at 840).

178

Madoff’s strategy required selling call options that were out-of-the-money, therefore the chart depicts the

monthly maximum notional value of call options that are out-of-the-money (and expiration date of |ess than six
months). The maximum reflects the highest notional value reported on any day within the month. Data was
obtained from CBOE.
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reasonabl e explanation was fraud.

4, Style Drift

157. “Styledrift” is used to describe a change in an investment advisor’ s investment strategy
or goals.'™® For example, if an investment advisor changed from an equities-based
strategy to an options-based strategy, or began generating returns based on activities
outside the stated investment strategy, these would be considered style drift. There are
two examples of style drift related to Madoff: (i) a shift from performing the SSC
strategy on individual stocksto an overall basket in the early 1990s; and (ii) the purported
purchase and sale of speculative options that generated significant returns.

a) Split Strike Strategy on an Index

158. Madoff’s purported shift in strategy in the early 1990s from buying and selling options on
individual stocksto buying and selling S& P 100 options on baskets of stocks constituted
an important change in investment strategy.™®® It was an important change because there
was little, if any, investment rational e to make the change. An SSC investment strategy
might capitalize on equity and option mispricing by exploiting perceived inefficienciesin
the market. Any inefficiency that existed would have more likely been realized at the
stock level. Converting to an index-based SSC strategy from a stock based SSC strategy
would limit BLMIS' s ability to earn excess returns, making this a counter-intuitive

modification to the purported strategy.

159. Furthermore, the impact of moving from a stock-based strategy to an index-based
strategy is not limited to inefficiencies. Moving from a stock-based strategy to an index-
based strategy would also be detrimental to a strategy based on market timing. Rather
than searching for 30 market-timing opportunities, the strategy is now limited to trying to
predict the market’s movement as a whole (assuming the strategy was based on “catching

1 grausv. Merkin, Merkin Dep. 631:4-16, June 21, 2011.
180 |n re Madoff Charities Investigation, Merkin Dep. 13:13-16, January 30, 2009.
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areturn,” as Merkin claimed was the case for the Madoff SSC strategy).'®

b) Speculative Options

The Madoff SSC strategy purported to use options to hedge an equity position. When a
basket of equitiesis purchased, the purchase of puts and the sale of calls creates a*“collar,”
limiting both the potential gains and the potential losses of the equity position.’® As
changes are made to the basket of equities, corresponding changes are made to the option
collar in order to properly hedge the new equity position. The Madoff SSC strategy did
not purport to use options to speculate on the directional movements of the market.
However, customer statements for the Merkin BLMIS Accounts reflect that between
January 1, 1992 and November 30, 2008 on at |east 200 separate occasions, option
transactions were used solely to generate a profit and not to hedge any equity transactions.
AsFigure 8 below illustrates, the Merkin BLMIS Accounts reflected speculative option

trades generating over $22 million and 24% of total dollar returnsin asingle year.

81 Trustee Exhibit 363 (Handwritten Notes, October 30, 2008) (GCC-P 0393148).

182 |f the market declined, gains from the long put options would offset the losses in the equity basket. Similarly, if
the market rose, losses from the short call options would offset the gains in the equity basket.
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Figure 8

Speculative Option Trades in the Merkin BLMIS Accounts

Number of Gain/(Loss)

Speculative from % of Total Dollar

Year Transactions Speculative Return
1992 18 S 568,834 8.0%
1993 8 S 1,864,496 12.8%
1994 12 S 3,598,833 21.5%
1995 18 S 679,257 2.9%
1996 22 S 6,034,088 24.2%
1997 8 S 393,338 1.1%
1998 12 S 2,800,986 6.0%
1999 12 S 2,618,797 3.9%
2000 4 S 1,158,297 2.2%
2001 8 S 9,395,232 9.9%
2002 0 S - 0.0%
2003 14 S 8,688,256 6.9%
2004 20 S 22,433,690 17.6%
2005 10 S 6,856,536 5.3%
2006 22 S 4,692,605 3.0%
2007 0 S - 0.0%
2008 12 S 22,465,408 12.3%
Totals (1992-2008) 200 S 94,248,651 6.9%

161. Thisuse of options to generate returns represents an example of style-drift. The profitsin
the Merkin BLMIS Accounts are not being driven by any part of the Madoff SSC
strategy—they are being driven by speculative options.

162. For example, the statements for the Ariel account (1FR0O70) indicate that on August 29,
2001, BLMIS purported to buy 1,832 OEX put options with a strike price of 570 and a
September expiration date, at a price of $5.70. These same options were purportedly sold
two days later, on August 31, 2001, for a price of $11.00, generating a net gain of
$967,296.

163. These types of option transactions were not used to hedge any equity transactions. Instead,
these option transactions were used independently of any equity positions for the sole

purpose of generating a profit, and were therefore a deviation from the Madoff SSC
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strategy. Over this time period speculative options represented 6.9% of the returnsin
Merkin's accounts. These speculative option trades were suspicious, inconsistent with
the Madoff SSC strategy and should have prompted additional quantitative due diligence
on the purported execution of the strategy. The additional due diligence would have been
to conduct performance attribution, reverse engineering and alpha analysis. As discussed
in Sections VI1.D.4, VI.B.2 and VI.B.1, due diligence in these areas would have revealed

significant red flags where the only reasonable explanation was fraud.

5. Service Providers
a) Broker-Dealer, Custodian and Administrator

Due diligence would also have revealed that BLMIS operated as its own broker-dealer,
custodian and administrator — outside of industry norms. While some investment
management firms may operate as their own service provider in some areas, rarely do

they operate as their own provider in all of these areas.

The fact that BLMIS purportedly used its affiliated broker-dealer was ared flag because
it iswell understood in the industry that this very structure presents an opportunity for
fraud to be committed. Most funds do not serve as their own prime broker. Despite the
Proprietary Trading Business operating as a broker-dealer, the absence of athird-party
prime broker raises a concern because the lack of third-party controls creates an

opportunity for fraud.'®

The custody of fundsis also an important component of the investment decision. The
firm that has the legal responsibility for holding assets owned by an investor is called the
“custodian” of those assets. When an individual manages his own funds (i.e.,
determining when and where to invest), and uses a broker-dealer for purposes of

executing transactions, that broker-dealer acts as the custodian. However, if an

18 N.Y.U. v. Ariel Fund Ltd. et al., Teicher Dep. 44:14-45:15, February 9, 2009; Ehrenkranz Dep. 48:4-17, March
20, 2014; Surh Dep. 43:25-46:3, September 18, 2013.
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individual or institution entrusts funds to another entity (e.g., an investment advisor) to
manage, it is common industry practice for an independent third-party custodian to hold
the actual funds. Even though the investment advisor is deciding how best to invest the
client funds, the funds and/or securities are held by a different entity (i.e., the

custodian).*®*

The benefit of using athird-party custodian in these instancesis clear — it acts as a check
on the investment advisor. The involvement of multiple parties in the management of
assets hel ps reduce the potential misappropriation of those assets by any of those parties.
It is extremely rare for investment advisors to also maintain custody of their customers
assetsfor thisreason. If thereisathird-party custodian, client assets are safe even if the
investment vehicle becomes insolvent.’® I the investment advisor represents himself as
the custodian, it isrife with the possibility of fraud, in that the advisor could theoretically
misreport or misappropriate the assets, which isin fact what occurred with BLMIS.
Having third parties buy and sell securities (i.e., through the use of prime brokers) and
hold securities (i.e., through the use of custodians) helps deter potential fraud. This
organizational model using separate entities is industry practice for the investment

management industry and applies to both hedge funds and managed accounts.

168. Inaddition to custodians, investment vehicles also employ the services of an

administrator. Administrators offer services including: fund accounting, shareholder
servicing, reviewing regulatory requirements, structuring alternative investment
instruments, and stock exchange reporting.*®® Similar to prime broker and custodian

activities, investment vehicles typically do not act as their own administrator.*®’

184

185

186

187

Securities may be held either in certificate form, or in “street name,” i.e., aggregated with the custodian with
beneficial owners accounted for by the custodian.

Mark Berman, Hedge Funds and Prime Brokers 42 (London: Risk Books 2009).
Jason A. Scharfman, Hedge Fund Operational Due Diligence 16 (Hoboken: John Wiley & Sons, Inc. 2009).

Less than 1% of hedge funds handle the responsibilities of an administrator for their own operations. Calculated
using Barclay Global DataFeeder August 2011.
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169. Madoff serving as his own broker-dealer, custodian and administrator was ared flag

because it was inconsistent with industry customs and practices and the lack of

independent verification created an opportunity for fraud.

b) Lack of aWell-Known and Established Auditor

170. The purpose of the auditor isto review the financia statements of the audited firm and

determine that the financial statements are reasonably free of material misstatements.*®®

For example, Merkin employs BDO Seidman as the auditor for Gabriel and Ascot, while
BDO Tortugais the auditor for Ariel and Former Ascot Fund.'®

171. Duediligence consistent with industry customs and practices, such as running a Dun &

Bradstreet report, asite visit, or phone call, would have immediately shown that Friehling
& Horowitz was afirm with one active accountant, that simply did not have the
capability to provide adequate audit support to afirm the purported size of BLMIS.
Madoff was agloba investment advisor and BLMIS's purported size would have made it
one of, if not the largest, hedge fund in the world during the 2000s.

172. Thefact that BLMIS, with public estimates of AUM as much as $7 billion by 2001, did

not have awell-known, well-established, and well-equipped auditor was ared flag
because it isinconsistent with industry customs and practices and created an opportunity
for fraud.*® It is easier for an investment advisor to produce fictitious numbers or
fraudulent financial statementsif the auditor is not equipped or does not have the

requisite expertise to identify fraudulent activity. Pursuant to industry customs and

188

189

190

Occupational Outlook Handbook (2014-2015 ed.) (March 5, 2015), http://www.bls.gov/ooh/business-and-
financial/print/accountants-and-auditors.htm.

Gabriel Capital Group Marketing Presentation, (October 2008) (BS00041099). PWC, Ernst & Young, KPMG,
and Deloitte & Touche are commonly referred to as the “Big 4” accounting firms. These firms audit more than
50% of U.S. hedge funds, including providing auditing servicesto 18 out of 20 of the largest hedge funds.
Barclays Fund Graveyard Database as of August 2011.

Joshua Nash, Merkin’s friend and co-member of the UJA/Federation of New Y ork investment committee,
called the lack of a major accounting firm at BLMIS a*“red flag,” and as aresult “wouldn’t be comfortable’
investing with Madoff as afiduciary to any endowment. Nash Dep. 51:1-52:3, 54:13-25, October 18, 2012.
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practices, auditors are expected to act as a significant check on the financial transactions
of their clients—and without a capable auditor behind BLMIS there was an opportunity

for fraud to be committed.**

6. Investor Communications
a) All Paper Statements

173. A redflag associated with BLMIS' s operations relates to the use of paper statements, and
the lack of any electronic access by the Defendant Funds. Despite typical investment
management industry operating procedures of allowing customers to obtain account
statements, balances, and other details through the internet, the Defendant Funds never

had real-time access to any account data or electronic statements.'*

174.  For decades, the common medium for communication between financial institutions and
their customers was written notices (i.e., delivered via hard copy). Exactly when
financial institutions on the whole made the switch to electronic correspondenceis
difficult to pinpoint. But records show that discount brokerages such as E-Trade,
Fidelity, and Schwab had electronic platforms designed to give customers the ability to
manage their accounts online and receive el ectronic monthly statements as early as

1997.1% Articles from the mid-1990s also point to electronic communication as

191 |n 2006, when BLMIS registered as an investment advisor it reported $11.7 billion AUM and still did not use a
well-known and established auditor. Nor did BLMIS change auditorsin 2007 or 2008 when AUM reported to
rise to $13 billion and $17 billion respectively. SEC Form ADV, Bernard L. Madoff Investment Securities,
August 25, 2006 (PUBLIC0003729 at 736); SEC Form ADV, Bernard L. Madoff Investment Securities,
January 24, 2007 (PUBLIC0003763 at 771); SEC Form ADV, Bernard L. Madoff Investment Securities,
January 7, 2008 (PUBLIC0003834 at 840).

192 Achilarre Dep. 90:12-91:14, August 9, 2011. Wiederhorn v. Merkin, Hearing Transcript 159:13-18, December
3, 2009.

19 E-Trade (April 1997), Internet Archive: WayBackMachine (last visited March 5, 2015),
https://web.archive.org/web/19970409110234/http://www.etrade.conV/; Fidelity (April 1997), Internet Archive:
WayBackMachine (last visited March 5, 2015),
https://web.archive.org/web/19970415075112/http://www.fidelity.conm/; Schwab (April 1997), Internet Archive:
WayBackMachine (last visited March 5, 2015),
https://web.archive.org/web/19970412072157fw_/http://www.schwab.com/.
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“standard,” particular for custodians serving the investment management industry.*%*

175. Money managers such as T. Rowe Price had similar electronic platforms to monitor
account activity available as early as January 1998.*% By June of 2000, the practice of
granting customers electronic access to their accounts would appear to be mainstreamed

196

given the enacted legidation at thetime.™ Other managers that Merkin was invested

with such as Cerberus and David Sherman were providing electronic access,*®’

yet long
after industry-comparable companies had begun allowing el ectronic access the Defendant
Funds still did not have electronic access to any of their BLMIS account data up through
December 11, 2008.'*® Unlike consumers, who began performing increasing numbers of
their own, individual banking transactions throughout the 2000s through online access to
checking and savings accounts, BLMIS' s operations continued to be paper-based,

without any electronic access to statements.

194 Andrew Burchill, Make way for middlemen, Institutional Investor, June 1993.

1% T Rowe Price (January 1998), Internet Archive: WayBackMachine (last visited March 11, 2015),
https://web.archive.org/web/19980122084527/http://www.troweprice.comy.

On June 30, 2000, the Electronic Signaturesin Global and National Commerce Act (referred to herein asthe
“E-Sign Act”) was signed into law by Congress. 15 U.S.C. § 7001. The implementation of thislaw “[allowed
for] the use of electronic records to satisfy any statute, regulation, or rule of law requiring that such information
be provided in writing, if the consumer has affirmatively consented to such use and has not withdrawn such
consent.” Another portion of the E-Sign Act focuses on required record retention. Specifically it requires “[d]
financial institution to maintain electronic records accurately reflecting the information contained in applicable
contracts, notices or disclosures and that they remain accessible to al persons who are legally entitled to access
for the period required by law in aform that is capable of being accurately reproduced for later reference.”
Given that the law requires maintenance of electronic records, it would be reasonable for customersto be
granted access to their own records electronically. Federal Deposit Insurance Corporation, "The Electronic
Signaturesin Global and National Commerce Act (E-Sign Act)," FDIC Compliance Manual, Sec. X-3.1-X-3.4
(June 2009).

Electronic account information had become so prevalent that the U.S. Office of the Comptroller issued an
advisory letter in November 2004 to the chief executive officers of all national banks stressing the importance
of having investor records retained within an online platform. The advisory letter states explicitly that “[f]ailure
to provide such electronic disclosures in a proper manner can expose the bank to significant compliance,
transaction, and reputation risk.” Office of the Comptroller of the Currency, AL 2004-11, Electronic Consumer
Disclosures and Notices (October 1, 2004), http://www.occ.gov/stati c/news-i ssuances/memos-advisory-
letters/2004/advisory-letter-2004-11.pdf.

197 Askling Dep. 21:25-22:12, August 10, 2011.
1% Achilarre Dep. 90:12-91:14, August 9, 2011.

196



09-01182-smb Doc 376-9 Filed 05/10/17 Entered 05/10/17 20:53:31 Exhibit 9

176.

177.

178.

Pg 83 of 178
Expert Report of Dr. Steve Pomerantz

Section VI: OPINION NO. 2
Page 73 of 167

In addition, for afirm that claimed to use “cutting-edge technology” in its operations and
with such a small employee base to handle the enormous logistical task of mailing
documentation to customers, it was suspicious that paper documents continued to be
Madoff’ s standard operating procedure for BLMIS instead of el ectronic documents.
BLMIS s use of paper statements was inconsistent with industry customs and practicesin
the years after 2000.

To better understand the extent to which broker-deal ers (recognizing Madoff was far
more than a mere executing broker) offered el ectronic access in the mid-2000s |
examined the top 25 independent broker-dealersin 2005 by revenue. | then used a
historical internet archive to search the websites for these broker-dealers circa 2005.'%°
Of the 20 broker-dealers that had websites available in the time period, 19 indicated that
they offered electronic access to account information.”® That is, 95% of the top

independent broker-dealers in the 2005 time period offered electronic access.

It was even more unusual and atypical in so much as that Madoff was touted in the media
asaglobal leader in the use of technology, in publications including Securities Week, The
New York Times, and Wall Street & Technology.?®* Madoff’s marketing materials
highlighted his firm’s ability in this area, specifically stating:

199 |nternet Archives, WayBackMachine (last visited March 11, 2015), http://www.archive.org/web/web.php.

20 No information was available in the historical internet archive for the websites for the other 5 (25 - 20 = 5).
However, each of these broker-dealers appears to offer electronic access today based on areview of their
current websites.

201

NYSE Price Material Raises Eyebrows at Madoff, Securities Week (McGraw Hill, Inc. September 3, 1990);

Anthony Guerra, Family Influence, Wall Street & Technology (July 07, 2000); Madoff Seeks Edge with Pre-
Opening Price Improvement Plan, Securities Week (May 31, 1999); Susan Rodetis, Third Market Man, Equities
(October 1993); Press Release, NASDAQ, SEC Grants Permanent Approval of NASDAQ's Primex Auction
System (New York: Mar. 3, 2003).
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Moreover, Madoff Securities computerized transaction processing means that the
firm can customize client reports and deliver them electronically in whatever
format best meetsthe needs of clients.?%

179. Madoff himself highlighted his technological superiority to Merkin, stating that “we
spend more on technology than any hedge fund | know of do€[s| and more than 99% of
the brokerage industry does.”?® Therefore, the lack of electronic statements available to

Merkin was ared flag.

180. From itsinception through 2008, BLMIS sent all monthly statements and trading
documentation to customers, including Defendant Funds, in hard copy form, with time
delays. Time delays provide an opportunity to adjust prices or backdate transaction

information.

181. Compounding the issue with time delays, BLMIS provided “corrective’ trade
confirmations to the Defendant Funds that reflected that a previous trade (e.g., aweek
prior) was purportedly executed at a different price and that the earlier trade confirmation

would be cancelled and replaced by a new one.®*

182. BLMIS suse of paper statements was ared flag because it was inconsistent with industry

customs and practices in the years after 2000 and created an opportunity for fraud.
b) Non-Standard Trade Confirmations and Customer Statements

183. | reviewed two types of account statements that were regularly delivered to the Defendant
Funds during their investment relationship with BLMIS: (i) trade confirmations; and (ii)

22 Bernard L. Madoff Investment Securities, Marketing Presentation (undated) (BS00017223 at 231).

23 Trustee Ex. 363 (Telephone Conversation Transcript between E. Merkin and B. Madoff, January 14, 2002)
(GCC-P 0393364-373 at 67).

24 N.Y.U. v. Ariel Fund Ltd. et al., Teicher Dep. 26:12-17, February 9, 2009; Gordon Dep. 43:16-46:7, August 16,
2011.
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customer statements. None of these documents was standard.”® To the contrary—each
document reflected significant (and plain) deviations from typical statements of similar
purpose.

184.  Features of typical brokerage-related statements include, but are not limited to:?*

e Account information — Name, time period, account number, broker contact
information;

e Statement Account/Summary — Realized and unrealized gaing/losses, total value
of securities (both beginning and ending balance);

e Portfolio Detail — Information on individual asset holdings, including estimated
income and yield, bond ratings and stock ticker symbols;

e Income Summary — Dividends and income earned by investments during the
period (and/or year-to-date);

e Daily Activity — Detailed account activity at atransaction level; and

e Disclosures— Administrative and legal explanations regarding the statement or
account.

185. Asdescribed in detail below, Madoff’ s statements deviated from this sort of typical

information, and were non-standard in multiple ways.
@ Trade Confirmations

186. Thefirst document that the Defendant Funds would have received in connection with a
transaction in their accounts would have been atrade confirmation, providing details
about a purported trade such as the date of the trade, the security traded, and the quantity
traded. However, the trade confirmations received by the Defendant Funds were non-
standard, atypical, and excluded the type of information that Fund Managers would have
expected to see on trade confirmations.

187. First, the trade confirmations that the Defendant Funds received were backwards. That

25 \While Madoff also provided Portfolio Management Reports (“PMR”) to customers, it is not clear whether these
were regularly delivered to Merkin. | only located one PMR produced by Merkin in this matter.

26 «yUnderstanding Y our Brokerage Accounts” at 2, SIFMA, SIPC, NASAA (March 7, 2007).
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is, when BLMIS purportedly bought a security for one of the Merkin BLMIS Accounts,
the Defendant Funds would receive atrade confirmation reflecting a“sale” of a security.
Conversely, when BLMIS purportedly sold a security from one of the Merkin BLMIS
Accounts, the Defendant Funds would receive atrade confirmation reflecting a*“buy” of
a security.?®” For example, in February 2002, the customer statement for Ascot (account
number 1-A0058-3-0) reflected that BLMIS sold 37,474 shares of Medtronic Inc. which
settled on February 19, 2002 (see Figure 9 — 37,474 shares are listed in the “SOLD”

208
column).
Figure9
Customer Statement Reflecting SELL

. Aifated w b

- : B85 Third Avenuwe MadolT Securities Inserratmns] Liated

1 | BERNARD L. MADOFF New York, NY 10022 12 Berkeey Strent

wans| | INVESTMENT SECURITIES LLC @212) 2302424 Moylair, Landes W1) 1OT

J New York O Loadon 500 3341343 T

Fax (212) 838-106]

2719 | [ 32,120 | 63135 | DU PONT E T DE NEMOURS € €O | 442130 134164492400
Zfl'?l 649261 | 63384 | THE WALT DISNEY CO 234 840 14531950544
2/19 | 3104439 | 635633 | GENERAL ELECTRIC CO 38.080 114821451712
2/19 | 734636 | 63084 | HOME DEPOT INC £1.470 A9 T904 044492
3.‘19 539534 | 64135 | INTERNATIONAL BUSINESS MACHS 108190 SeT919043e45
2719 | 2149676 | 64386 | INTEL coap 33.519 | Te193.792.76

188. However, the trade confirmation for this transaction reported aBUY of the security (see
Figure 10 — BOT is short for “BOUGHT”).*®

27 See e.g., Trade Confirmation for Ascot Partners LP (account number 1-A0058-3), February 19, 2002 (GCC-P
0288915 at 921). Thisisjust one example of the backwards trade confirmations that the Defendant Funds
received. Based on my review of the documents produced by Merkin, it appears that every single trade
confirmation throughout the entire life of the Defendant Funds' investments with BLMIS was backwards.

28 gtatement for Ascot Partners LP (account number 1-A0058-3-0), February 28, 2002 (GCC-P 0310216 at 217).

2 Trade Confirmation for Ascot Partners LP (account number 1-A0058-3) (settlement date of February 19, 2002)
(GCC-P 0288915 at 921).
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Figure 10
Trade Confirmation Reflecting BUY
BERNARD L. MADOFF p— New Yok Y 108
@ INVESTMENT SECURITIES LLC NASD CSE SIPC NSCC DIC 212 230-2424
New York O London 800 334-1343
. P Fax 212 838-4061
CRIGWATORNG. | DELNERED | ACOOUNTNUMBER | O/ | TRANS.MOL | TR ] GAP JSETT)  TRADEDAIE | SETTLEWENTDATE
0646 . 1-A0058-3| ®| 65387) 5| 2 2713402} 2719702
IDENTIRICATION 40, CONTRA PARTY ] CH. KUMBE| SPECIAL DELIVERY INSTRUCTIONS

ASCOT -PARTNERS Lp
- 450 PARK AVENUE : #3201
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1T

CONFIRMATION

NEW YORK NY 110022
WE QUANTITY CUSIF NUMBER SECURITY DESCRIFTION NET AMOQUNT
BOT 375474| 585055106 | MEDTRONIC INC 180249940

FRICE PRINCIPAL COMMISSION STATE TAX

INTEREST

BEC. FEE

. 482100 1802499440

189. Inmy nearly 30 years of experience working with trade confirmations and customer

statements for myself as well as for my clients, | have never seen trade confirmations

provided to clientsin this manner where the trade confirmation reflects exactly the
opposite of what the customer statement reflects, or the trade that was purportedly

executed. Madoff’s trade confirmations were non-standard in this regard.

190. Second, the equity trade confirmations that BLMIS provided to the Defendant Funds

leave out the most basic information that isincluded on every trade confirmation | have

ever seen: the commission for the executing broker. Commissions for equity trades are
required by the Securities and Exchange Commission (“SEC”) to be reported on trade
confirmations.”® Although Madoff claimed that he was purportedly charging $0.04 per

29 17 CFR § 240.10b-10. Section (8)(2)(i)(B) states that written notification must disclose: “The amount of any
remuneration received or to be received by the broker from such customer in connection with the transaction
unless remuneration paid by such customer is determined pursuant to written agreement with such customer,
otherwise than on atransaction basis.” This applies when the broker or dealer acts as an agent. While the trade
confirmation in the figure above appears to identify Madoff as a principal (see “Capacity (CAP) Code”), the
Trading Authorization Directive signed by Merkin clearly indicates Madoff is acting as Merkin's agent in any
transaction of stock or options. See, e.g., Trustee Ex. 360 (Trading Authorization Directive, October 22, 2002)
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211

equity trade,” the trade confirmations for the Merkin BLMIS Accounts prior to
September 2006 never reported commissions payable to BLM1S.?* Figure 11 illustrates
the lack of commissions on atrade confirmation for Ascot’s BLMIS account—the red
box highlights the area where the commission should be reported.?*®

Figure1l
Equity Trade Confirmation Without Any Commission Fee

191. Thefact that trade confirmations for the Merkin BLM IS A ccounts were backwards and

(GCC-SEC 0027370-381). Merkin also understood Madoff to be acting as an agent. Wiederhorn v. Merkin,
Hearing Transcript 165:5-9, December 3, 2009.

1 Autera Dep. 108:7-15, October 19, 2011; UBPAMERKINO0001711 at 711; GCC-P0515226. These
commissions are reflected on customer statements and trade confirmations after BLMIS registered asan RIA in
September 2006. Prior to September 2006, the commissions were reflected directly in the reported share prices.
See, e.g., Trade Confirmation for Ascot Partners LP (account number 1-A0058-3) (settlement date of October
27, 2006) (GCC-P0515226 at 5225).

%2 Trade Confirmation for Ascot Partners LP (account number 1-A0058-3) (settlement date of February 19, 2002)
(GCC-P 0288915 at 921). Thisisjust one example of the thousands of trade confirmations for the Merkin
BLMIS Accounts that did not report commissions.

%3 Trade Confirmation for Ascot Partners LP (account number 1-A0058-3) (settlement date of July 21, 2006)
(BS00009134 at 134). The handwritten annotations are included in the original document.
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omitted standard and required information means the trade confirmations were non-
standard and were unlike any other trade confirmations | have seen in the industry.
Madoff’ s non-standard trade confirmations were a red flag because they are inconsistent

with industry customs and practices.

2 Customer Statements

192. The Defendant Funds received monthly customer statements from BLMIS. These

statements al so contained non-standard characteristics.

193. First, customer statements for the Merkin BLMIS Accounts reported securities not
available for purchase. On hundreds of statements, the Merkin BLMIS Accounts
reflected the purported purchase or sale of the Fidelity Spartan U.S. Money Market Fund
(Ticker: FDLXX).?** While this fund officially changed its name to Fidelity U.S. Money
Market Fund, effective August 15, 2005,%* the customer statements for the Merkin
BLMIS Accounts never reflected the name change, and continued to report the historical,

incorrect name.

194.  Second, the customer statements for the Merkin BLMIS Accounts reported a*“Balance
Forward” that was entirely inconsistent with industry customs and practices. Rather than
listing the total beginning balance in the account (i.e., cash balance plus the market value
of securities), the customer statements for the Merkin BLMIS Accounts reported only the
beginning cash position. In the example below, the ending balance in the equity account
as of October 31, 2003 was $67,453,295.69 in cash and $1,283,271,378.19 in securities.
However, the Balance Forward in the November 30, 2003 customer statement was only

24 Seeeg., Statement for Ariel Fund (account number 1-FR070-3), December 31, 2004 (BS00005772 at 772);
Statement Ariel Fund (account number 1-FR070-3), December 31, 2005 (BS00005587 at 591).

25 gypplement to the Spartan U.S. Treasury Money Market Fund, Spartan U.S. Government Money Market Fund,
and Spartan Money Market Fund June 29, 2005 Prospectus.
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$67,453,295.69, reflecting only the cash balance (see Figure 12 and Figure 13).%%

Figure12
Customer Statement Reflecting Ending Balance of Cash and Securities
Affiliated wits
. B85 Third As Madoff Securitles Imernational Limived
BERNARD L. MADOFF New York, NY 10052 12 skl Street
INVESTMENT SECURITIES LLC (212) 230-2424 Mugfair, Landon & IJlil-"l‘=
New York O London 800 3541343 Tel 020 7493 6222
Fax {212) 838-4061
ASCOT PARTMERS LP [ ram
10/31/03 L9 )
450 PARK AVENUE R3201 7 VO ACCOUNT WULBER Y YOUR TAR PATER BLaTIE i usuaEe
NEW YORK NY 10022 (_1-aoo58-3-0 ) [ 13-3593341 )
r e nm:ﬁﬁ“-«- ....u...".,%%';...u... TiH | o DESCRIPTION PRICE O SYMBOL | mm’mlﬂ ;&lwggénoﬁﬁ ™
inris 192459147 L TIME WARMER INC—, DELY 195 09Ty 66352
ADL TIME WARNER/TIME WARMER >
107156 152455147 TIME WARNER IMNC RE! 19909Te663a52
AOL TIME WARNERYTIME WARNER
10/17 2755000 U's TREASUR¥ BILL =719 27=25
DUE 2F5/1 &

4 < ZF 0%
10/17 135526 2,0 : 44890 | FIDELITY SPARTAN 1 13 o0
. \\1 E . ﬁﬁ;‘ﬁi\f MARKET / b -
10731 MORGAN STANLEY DIV T48.37
— OLY 20710703 10/31/03 = M/ | /‘i-”y
10/31 5004000 51795 /gA TREASURY BILL TI=THT 598 S0 00 -
UE 2/5/200% / //"H —

T Zr Uy
10731 395441 51947 | FIDELITY SPARTAN 1 395441200 ~
- TR ey /,a{ u's u[_u.,ﬂ:;,_n_mﬁ' 42— —
]
I HEW BALANCE 6794537295469 I
SECURITY POSITIONS MET PRICE
563y T6T ALTRIA GROUP INC 462500
3464206 AMERICAN EXPRESS COMPANY 462930
7175141 AMERICAN INTL GROUP INC 604830 .
3624601 AMSEN INC Bl TS50
222,561 ANHEUSER BUSCH' COS INC 49.260

CONTINUED ON PAGE 10

28 gtgtement for Ascot Partners, L.P. (account number 1-A0058-3), November 30, 2003 (GCC-P 0532545 at
2591); Statement for Ascot Partners, L.P. (account number 1- A0058-3), October 31, 2003 (GCC-P 0532545 at
2620). The handwritten annotations are included in the original document.
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Figure 13
Customer Statement Reflecting Beginning Balance of Cash
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195. Inthe example above, Ascot’s BLMIS customer statement as of November 30, 2003

27 Statement for Ascot Partners, L.P. (account number 1-A0058-3), November 30, 2003 (GCC-P 0532545 at 2591)
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never reports the beginning balance of securities.

196. Thisisnon-standard, atypical, and inconsistent with industry customs and practices.
Industry guidanceis that customers should be able to find their total beginning and
ending balances on all statements, and furthermore be able to compare the total beginning
balance of the current statement with the total ending balance of the previous
statement.”*® This exercise would not be possible with the customer statements for the
Merkin BLMIS Accounts. While the monthly customer statements for the Merkin
BLMIS Accounts reflected both the ending cash position and the ending securities
position for each month, the customer statements did not show an opening securities
position each month, only the opening cash position. Madoff’s non-standard customer
statements were ared flag because they were inconsistent with industry customs and

practices.
B. Portfolio

197. Asdiscussed above in Opinion No. 1, it isimportant to perform Portfolio-related due
diligence to determine whether the approach described by the investment advisor actually
reflects the reality of the portfolio constructed. A Fund Manager wants to be sure they
are compensating an advisor for performance that adheres to the stated investment
objective and strategy. Portfolio-related due diligence activities that | performed on the
Merkin BLMIS Accounts include apha analysis, reverse engineering, and volatility

analysis.

198. These analyses reflect industry customs and practices for due diligence, and are
consistent with the analyses | typically perform for clients asto both their consideration

of new investments and ongoing/monitoring of existing investments.

28 The Securities Industry and Financial Markets Association (“SIFMA”) provides a checklist regarding brokerage
account statements, indicating that investors should “find [their] beginning and ending balances’ and also
“compare the beginning balance of [their] current statement with the ending balance of the previous statement.”
“Understanding Y our Brokerage Accounts” at 3, SIFMA, SIPC, NASAA (March 7, 2007).
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1. Alpha Analysis. Basket Return Relative to Benchmark

As discussed abovein Section V.B.2, it isindustry custom and practice to measure the
alpha of the investment opportunity in order to assess the effectiveness of the investment
advisor. Alphaenables a Fund Manager to monitor the performance of an investment
advisor relative to benchmarks in order to determine how much of the investment
advisor’ sreturn is due to general market behavior as opposed to active management.
Fund Managers measure the apha of the fund in order to assess the effectiveness of the
investment advisor.”*® There are two important aspects of alpha: (i) the magnitude of the
measurement; and (ii) the consistency of generating apha at that magnitude. For
example, a Fund Manager might cal culate an a pha of 2.0% for an investment advisor,
meaning an investment advisor generates returns 2.0% above the market. However, the
consistency of thisvalue is equally important. While an investment advisor may be able
to generate an alpha of 2.0, in my experience it is very difficult to generate any alpha

consistently.?®

The most common technique employed in the investment management industry to
measure apha and the consistency of alphaisregression analysis. Regression anaysisis
astatistical technique for modeling the relationship between two or more variables, and
an analysisthat | have performed hundreds, if not thousands, of times throughout my
career in the investment management industry. In employing regression analysisto
estimate alphafor an investment, the returns of the investment are regressed against the
returns of a benchmark, or other objective measures of return.

An analysisincluded in documents produced to the Trustee by Merkin appearsto be

consistent with regression analysis performed on aBLMIS account for another BLMIS

29 See eg., BS00143299 at 3305
20 Hampshire, Jodie, “How Much Risk Does Return Cost? The Information Ratio Explained,” October 2002.
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customer.”** 1n adocument titled “Comparing Promeo [sic] Manager Series B and the
S& P500" %% there is an analysis called “ Scatterdiagram of Monthly Returns.”**® The
analysis plots the monthly return of the S& P 500 against Primeo Manager SeriesB’s
monthly return from July 1989 through December 1995. Because Primeo wasaBLMIS
feeder fund, these returns are representative of an investment with BLMIS during this
time period.?* The scatterdiagram, shown below in Figure 14, “shows that the
performance of [BLMIS] isto alarge degree independent of the gyrations of the
S&P500. %%

Figure 14
Scatterdiagram of Monthly Returns?*®

_ '.'} . Trendline

Manager
2

-10% 5% 0% 5% 10% 15%
S&P500 Monthly Change

Figure 14 illustrates BLMIS' s ability to generate positive returns (BLMIS sreturns are
on the vertical axis) regardless of the corresponding returns in the market (S& P 500

221

222

223

224

225

226

Merkin Dep. 284:6-295:16, February 24, 2015; N.Y.U. v. Ariel Fund Ltd. et al., Merkin Dep. 298:5-300:24,
February 9, 2009.

While the title of the document says “Promeo,” subsequent references in the document indicate “Primeo.”
Merkin Dep.
Trustee Ex. 363 (Comparing Promeo Manager Series B and the S& P500) (GCC-P 0393213-226).

Merkin Dep. 286:18-24, February 24, 2015. Additionally, the handwritten word “Madoff” appears at the top of
the document. Trustee Ex. 363 (Comparing Promeo Manager Series B and the S& P500) (GCC-P 0393213-
226).

Trustee Ex. 363 (Comparing Promeo Manager Series B and the S& P500) (GCC-P 0393213-226).

Trustee Ex. 363 (Comparing Promeo Manager Series B and the S& P500) (GCC-P 0393213-226).
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returns are on the horizontal axis).

203. Theregression analysis depicted in Figure 14 would have generated regression
diagnostics that can be used to interpret the analysis. For example, the “R-Squared” of
the analysis would indicate how well the data fits the model. The “intercept” would be
an indication of apha, the average return generated by the advisor regardless of the
overal market return. Finally, the t-statistic (“t-stat”) would measure the consistency
with which the advisor generated alpha.

204. | calculated regressions diagnostics for Figure 14 using atable of returns provided in the
same document.”?” The R-Squared for this monthly analysisis 0.04, indicative of the fact
that BLMIS' s returns were achieved independent of market conditions. The
interpretation of an R-Squared of 0.04 is that 4% of the changein BLMIS' s returns was
explained by the change in the S& P 500—implying therefore that the change in the
market had little to no impact on BLMIS sreturns. The calculated intercept for the
monthly analysisis 0.0141, indicating an aphaof 1.4%, meaning that BLMIS's returns
were, on average, 1.4% per month. The consistency with which BLMIS earned areturn
of 1.4% is measured by the t-stat. Generally at-stat of 2.0 or greater indicates significant
consistency.”® However, thet-stat for BLMIS sreturnsis 12.28, indicating virtual
certainty that regardless of the performance of the S& P 500, BLMIS generated a return of
1.4%.%*° Of note is avery significant outlier in the upper left corner of Figure 14, and it
would have been industry custom and practice to investigate this further. If Merkin had
performed this analysis on the Merkin BLMIS Accounts contemporaneously, it would

have shown similar results.

2T Trystee Ex. 363 (Comparing Promeo Manager Series B and the S& P500) (GCC-P 0393213-226).
28 Hampshire, Jodie, “How Much Risk Does Return Cost? The Information Ratio Explained,” October 2002.

# Thet-stat for acoefficient in alinear regression is the estimate of its value divided by the standard error of the
estimate, and is used to create a confidence interval about the estimated coefficient. The larger the t-stat, the
more likely the true coefficient differs from 0.0. Quantitative Methods for Investment Methods 326-

27, Association for Investment Management and Research (Baltimore: United Book Press, Inc., 2001).
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Because the Madoff SSC strategy from 1991 involved basket trades consisting of
purchasing a basket of stocks correlated with the S& P 100 Index, | have conducted a
regression analysis of basket returns against the S& P 100 for 1991 through 2008. Had
Merkin performed this regression analysis on basket returns (the combination of stock,
put and call positions) instead of monthly returns as shown above, the analysis would
have revea ed that Madoff’ s basket trades generated an absol ute return of 2.7% with
implausible consistency. (See Schedule 8 to Schedule 11.)

Had Merkin performed this regression analysis on basket returns, it would have shown an
R-Squared of 0.29, which is higher than BLMIS' s returns as compared to the S& P 500
above, but is still aconsiderably low number. An R-Squared of 0.29 indicates that
changesin the S& P 100 only explained 29% of the change in the returns of the Merkin
BLMIS Accounts, despite the fact that the Madoff SSC strategy should be highly
correlated to the S& P 100 as described in detail in Section VI.A.1. The calculated
intercept is 0.0269, which translates into an apha of 2.7%, meaning that on average the
Merkin BLMIS Accounts were generating areturn of 2.7% regardless of the returns
generated by the S& P 100. Thet-stat for the analysisis 13.4, indicating that Madoff
generated areturn of 2.7% (i.e., the alpha) with implausible certainty (because the t-stat
of 13.4issofar above 2.0). Thislevel of confidence asimplied by such ahigh t-stat is
unattainable in the investment management industry. (See Schedule 12 for atable of
these statistics cumulatively at select time points.)

The two charts below illustrate the returns used in the regression analysis. (i) the basket
returns for the Merkin BLMIS Accounts; and (ii) the returns of the S& P 100 during each
basket time period. Asthe chartsindicate, across 83 unique baskets, the Merkin BLMIS
Accounts were up 81 times and down only 2 times (Figure 15) while the S& P 100 was up

45 times and down 38 times across the same 83 basket time periods (Figure 16).
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Figure 15

Basket Returns for the Merkin BLMIS Accounts by Basket (1991-2008)230
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Figure 16
S&P 100 Returns During the Basket Time Periods (1991-2008)**"
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%0 sources include StorQM Customer Statements, Settled Cash table Bloomberg market data.
2! sourcesinclude StorQM Customer Statements, Bloomberg market data.
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Results showing the absolute returns for the Merkin BLMIS Accounts were consistently
2.7% per basket trade regardless of the market’ s performance were ared flag that Madoff
was not executing the strategy he purported to implement, or indeed any strategy. These

results were a significant red flag and the only reasonabl e explanation was fraud.

2. Reverse Engineering: Lack of Volatility IsInconsistent with the
Madoff SSC Strategy

Another common technique employed in due diligence isreferred to as “reverse
engineering.” The goal of reverse engineering isto replicate, as closely as possible, the
investment strategy that is being pursued. Thistype of due diligence serves as a check on
investment returns, as well as an analysis for determining reasonable expectations for
performance and for volatility. | performed this analysisfor my client when | was
performing due diligence on the Madoff SSC strategy.

The volatility of the Madoff SSC strategy should, at a minimum, incorporate two
prevalent market risks: (i) the risk due to movements in the S& P 100 Index within the
option strikes (i.e., the call and put options); and (ii) because BLMIS did not purport to
buy al 100 stocksin the index, there is additional risk related to the difference between
the performance of the stocks selected by Madoff and the performance of the S&P 100
Index. Together these two data points reflect the Madoff SSC strategy as purportedly
implemented by Madoff where at least 35 stocks are purchased (over afew times during
the performance year), and call and put options on the S& P 100 Index are sold and

232

bought respectively.

%2 For thisanalysis, | chose the top 40 stocks in the S& P 100 Index (by market capitalization) in order to create a

basket that would have been highly correlated to theindex. While the first two basket transactions purportedly
executed by Madoff in 1993 included 14 and 15 stocks respectively, the average number of stocks in a basket

thereafter until 2008 was 39.5 stocks. In addition, the Trading Authorization Directive from 2002 indicated that
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211. | modeled the volatility of return for each strategy separately using the top 40 stocks from
December 1991 (the start of BLMIS' s use of baskets in the Madoff SSC) through
November 2008, the results of which are presented below, along with the volatility of the
returns for the Merkin BLMIS Accounts for the same time period.?*

Figure 17
Summary Performance Statistics for Madoff SSC Strategy Modeling (December
1991 — November 2008)***

212. Asillustrated abovein Figure 17, the total volatility of the two primary market risksis
significantly higher than the actual volatility produced by returnsin the Merkin BLMIS
Accounts. The Madoff SSC strategy should have had volatility based on the description
of the strategy given to investorsincluding Merkin. However, the actual volatility of the

no less than 35 stocks would be purchased in a basket. Trustee Ex. 360 (Trading Authorization Directive,
October 22, 2002) (GCC-SEC 0027370-381)

2 | assumed that the strike price of the put is 1% below the initial spot price of theindex and that the strike price
of the call is 1% above theinitial spot price of the index. The procedure is repeated every month for 204
months, from December 1991 to November 2008. | used the historical option price data (closing price) from
CBOE and the index price (adjusted for dividends and splits) from Bloomberg. | used the prevailing business
day 3-month U.S. Treasury bill rates from Federal Reserve to proxy the risk free ratesin pricing the options and
computing interest and a 1.5% dividend yield on the S& P 100 when pricing the options. Trustee Ex. 360
(Trading Authorization Directive, October 22, 2002) (GCC-SEC 0027370-381 at 380-81).

24 sourcesinclude StorQM Customer Statements, Customer Ledgers, Bloomberg market data.
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returns for the Merkin BLMIS Accounts was much less than what should have been
expected. This stark difference between expected and actual volatility indicates that
Madoff was not implementing the Madoff SSC strategy.

When | performed due diligence on the Madoff SSC strategy on behalf of my client, |
found this same stark difference between expected and actual BLMIS volatility. |
consider it now, as | considered it then, to be asignificant red flag and the only

reasonabl e explanation was fraud.

3. Daily, Monthly and Annual Volatility are Unrelated

Whileit is not uncommon for daily volatility to be different than monthly or annual

volatility, there should always exist a mathematical relationship between daily, monthly
and annual volatility of any investment strategy. However, if a Fund Manager identifies
potential differences between daily, monthly and/or annual volatility, an analysis can be

performed to assess whether the differences are reasonable or unreasonable.?*

For example, the ratio between monthly and annual volatility over afive year period,
regardless of the investment strategy, should be 3.5. Thisis calculated as the square root
of the ratio of the number of returns over the period:

3.5="[(60 monthly returns / 5 annual returns) |

Therefore, the ratio of monthly volatility to annual volatility over any five year period,

for any investment strategy, should be close to 3.5.

The same benchmark ratios can be calculated for daily to monthly and daily to annual
volatilities. For five years of data, the expected ratio between daily and monthly
volatility is 4.6,2° and the expected ratio between daily and annual volatility is 15.9.%

%5 NLY.U. v. Ariel Fund Ltd. et al., Merkin Dep. 75:09-22, 87:20-88:19, February 9, 2009.
%8 4.6 = (approx. 1,266 daily returns / 60 monthly returns) .
#1159 =+ [ (approx. 1,266 daily returns / 5 annual returns) ].
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These ratios are independent of the asset, and apply whether the asset is stocks, bonds,
options, or any hybrid thereof. Theratio isan underlying property of financial market

data, and the ratios between these volatilities are said to fit on a quadratic curve.

217. | reviewed the daily, monthly and annual volatility of returns between December 2000
and December 2005 for Merkin’s BLMIS account for Ariel to determine whether the
volatility of returnsfor the Merkin BLMIS Accounts were consistent with the benchmark

ratios one would expect from any investment strategy.”®

218.  For comparison purposes and to demonstrate that the type of investment does not impact
the anaysis, | also calculated the volatility ratios for Gateway, afund operating an SSC
strategy as discussed above, aswell as four diverseindex funds. The four index funds |
used are: (i) Vanguard Total Bond Market Index Fund (“*VBMFX"), abond fund; (ii)
Vanguard 500 Index Fund (*VFINX"), an equity fund; (iii) Vanguard Balanced Index
Fund (“VBAIX"), abaanced fund; and (iv) Vanguard Short-Term Investment-Grade
Fund (“VFSIX”), ashort-term investment-grade fund. The results are shown in Figure
18.

Figure 18
Volatility Ratios for Five-Year Period
December 2000 — December 2005°%°

219. Asshown above, the volatility ratios for Gateway and the index funds are consistent with

the expected benchmark ratios, while the volatility ratios for BLMIS are inconsistent with

28 | used Merkin's BLMIS account for Ariel as an example to demonstrate the unrelated daily, monthly and annual
volatilities for the Merkin BLMIS Accounts. Given the similarity of returns acrossthe Merkin BLMIS
Accounts, analysis using other accounts would likely achieve similar results.

2 sourcesinclude Settled Cash table, StorQM Customer Statements (for account 1FR070) and Bloomberg market
data.
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what would be expected.

220. That thedaily volatility of Madoff’s purported returns was unrel ated to the monthly or
annual volatility was ared flag that Madoff was not executing the purported strategy.

C. People

221. Fund Managers evaluate the personnel and qualifications of the investment advisor as
much as the investment itself. This assessment includes the individuals with key roles,
the reporting structure of the business, the hiring and termination processes, and whether
al team members understand the philosophy and process they are supposed to be
implementing.?* It is fundamental for a Fund Manager to continually analyze and

investigate the investment advisor and his personnel when conducting due diligence.

1. Excessive Concentration of Duties

222. The excessive concentration of managerial duties in the hands of one or two executivesis
considered problematic from a due diligence perspective because it significantly limits
transparency into the management of the fund.?** Investment-related decisions at BLMIS

were made solely by Madoff, with little input from other employees or outside parties.

223. Asdiscussed in more detail below in Section V1.F.3, in 2005, the Bayou Fund (“Bayou”)
was exposed as a Ponzi scheme.?* Bayou' s collapse highlighted the importance of
People-related due diligence because there was a concentration of executive dutiesin the
hands of very few people. Specifically, one of Bayou's executives, Daniel Marino, was
simultaneously the Chief Financia Officer (CFO) and the Chief Operating Officer

20 Cambridge Associates Due Diligence Questionnaire, June 2007 (BS00527975); See Managing the I nvestment
Managers, CIBC Due Diligence Process (November 2009); see also Harrington Dep. 51:17-20, October 1,
2013.

21 Complaint for Injunctive and Other Equitable Relief at 6, Commodity Futures Trading Comm' n v. Bayou Mgmt.
et al. No. 05 Civ. 8374 (S.D.N.Y. Sept. 29, 2005), ECF No. 1. p. 6.

22 Grosvenor Capital Management Report Regarding Samuel |srael/Bayou Management LLC (September 7, 2005)
(BS00151981 at 1981-85).
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(COO) of Bayou Group. **

224. Much like the excessive concentration of dutiesin the hands of Daniel Marino at Bayou,
the excessive concentration of dutiesin the hands of Madoff at BLMIS was suspicious

and created an opportunity for fraud.

2. Lack of Credentials

225. A globa investment management firm as large as BLMIS (growing to tens of billionsin
AUM) would, in my experience, have employed a workforce that possessed credentials
more like traditional investment management firms.?** General partners and genera
portfolio managers at hedge funds and other investment vehicles would be expected, at a
minimum, to hold a bachelor’ s degree. Additionally, it was common for them to also hold
advanced degrees (e.g., master’ s degrees or PhDs) and professional certifications (e.g.,
Chartered Financial Analyst or Certified Public Accountant).?*®

226. Itiscustomary to review ADV forms as part of due diligence, and in its SEC Form ADV,
BLMIS was listed as having no more than five employees who performed investment
advisory (i.e., BLMIS) functions.** 1t would be difficult for amulti-billion dollar
investment management business to operate with so few employees who served in that
role. Thefact that BLMIS may have been employing ablack box or algorithm as part of

28 Complaint for Injunctive and Other Equitable Relief at 4, Commodity Futures Trading Comm' n v. Bayou Mgmt.

et al. No. 05 Civ. 8374 (S.D.N.Y. Sept. 29, 2005), ECF No. 1.

A FINRA Broker Check providing a business description for BLMIS would have shown, at any time, that
Madoff did not disclose hisinvestment advisory business even though Madoff was making all investment
decisions, and in all other respects serving as an investment advisor to investors such as Merkin. CRD Number
2625 and SEC File No. 8-08132. Additionally, Victor Teicher and Noreen Harrington both note that
infrastructure needs grow as assetsincrease. Teicher Dep. 65:3-18, October 29, 2013, Harrington Dep. 83:4-21,
October 1, 2013.

General partners are individuals who, regardless of title, focus on daily operations such as trading, modeling,
research, risk control, and general fund support. Considering data between 1975 and 2010, 100% of directors or
managers held bachelor’s degrees, 61% held master’s degrees, 29% held PhDs, 1% held JDs, 8% were
Chartered Financial Analyst (“CFA”") charterholders, 4% were Certified Public Accountants (“CPA"), and 1%
were Financial Risk Managers (“FRM”). Barclay Hedge Database, August 2011.

26 SEC Form ADV, Bernard L. Madoff Investment Securities, August 25, 2006 (PUBLIC0003729 at 734).
BLMISlisted one-to-five total employees performing investment advisory functions.

244

245
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its strategy®*’ would necessitate that these employees be capable of developing
mathematical agorithms or other related analyses for the black box. For this reason
alone it would be important to investigate the backgrounds (e.g., education) of these

employees.

Due diligence would have revealed that BLMIS had alimited number of personnel, with
no advanced education or training, who were purportedly implementing a multi-billion
dollar investment strategy. Thislack of credentials was ared flag because it was

inconsistent with industry customs and practices.

3. L ack of Disclosures/Transparency

BLMIS aso lacked typical disclosures/operational transparency provided by investment
advisors. Some of the most basic staff-related and background-related due diligence
typically performed by Fund Managers includes questions for which | did not find any
answers for in the documents produced by Merkin. For example, as discussed above in
Section V.B.1, typical staff-related and background-related due diligence includes a

collection of basic staff and organizational information such as:

¢ Number of employees, type, positions, and compensation structure;
e Legal structure of the company;

e Tota AUM and growth of assets under management;

e Percentage of AUM represented by the largest clients;

e Breakdown of AUM by type of client group; and

e Identification of the largest clients.?*®

While some investment advisors can be secretive about certain information (e.g., trading

strategies), other information such as the size of the fund and the growth of thefund is

27 Merkin Dep. 308:8-20, February 24, 2015; Merkin Dep. 417:16-25, 433:3-434:6, 562:2-14, 574:8-13, February

25, 2015.

28 AIMA’s llustrative Questionnaire for Due Diligence of Fund of Hedge Funds Managers (2004) (BS00115001

at 5001-20).
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typically disclosed by investment advisors.

Typicaly this, and other information, can be found in DDQs or marketing documents
produced by the investment advisor. Asamulti-billion dollar investment advisor
executing a consistent investment strategy across all investors, it would have been
consistent with industry customs and practices for Madoff to maintain some type of
marketing documentation. This documentation would have provided detailed
information regarding his strategy, risks associated with the strategy, background on

himself and key employees, and a detailed explanation of his fee structure.**

Hedge funds typically convey such information to Fund Managers and other investors
through a Private Placement Memorandum, which is a standard hedge fund marketing
document.®® Alternatively, if aformal Private Placement Memorandum is not used, the
hedge fund or other investment advisor will typically convey the information through a
document, such as a PowerPoint presentation, containing al of the relevant information.
| did not identify any such marketing documents for BLMIS in the documents produced
by Merkin.

There is aso no indication that any information was made available about the staff

composition of BLM1S.?* For example, if a Fund Manager were to meet with Madoff
and observe the operation, it would be important to understand which employees were
part of the investment advisory business and which employees were part of the broker-

dealer business that Madoff was also running. A key aspect of employee-related due

29 Government Accountability Office, Hedge Funds: Regulators and Market Participants are Taking Steps to
Srengthen Market Discipline, but Continued Attention is Needed 27, Report to Congressional Requesters
(January 2008). Mutual Funds also prepare prospectuses for potential investors with information similar to a
hedge fund Private Placement Memorandum. Mutual fund prospectuses include information on investment
strategy, fee structure, past performance, and the investment manager in charge of the fund. See also Mahagan
Dep. 11:7-14, November 22, 2013.

250

Douglas Hammer, U.S. Regulation of Hedge Funds (American Bar Association 2005). Merkin stated, “did |

think of [Madoff] as a hedge fund, the answer is, absolutely, yes.” Jesselson v. Merkin, Hearing Transcript
388:2-5, September 13, 2011.

%1 Merkin Dep. 433:14-434:6, February 25, 2015.



09-01182-smb Doc 376-9 Filed 05/10/17 Entered 05/10/17 20:53:31 Exhibit 9

233.

234.

235.

236.

Pg 106 of 178
Expert Report of Dr. Steve Pomerantz

Section VI: OPINION NO. 2
Page 96 of 167

diligence is understanding the backgrounds of the employees involved in the investment

advisory business specifically.??

BLMIS slack of disclosures and operational transparency was ared flag because it was

suspicious and inconsistent with industry customs and practices.
D. Performance

In evaluating the performance of an investment advisor, whether initialy or during
ongoing due diligence, both qualitative and quantitative measures are considered, and all
analyses must be consistent with the advisor’s stated investment style.”>® Quantitative

analysisin particular is abasic tenet of Performance-related due diligence.”>*

Ongoing performance due diligence is particularly important as an investment growsin
size. For example, as a Fund Manager for the Defendant Funds, Merkin began investing
with BLMIS in 1990 and remained invested through its collapse in December 2008.%°
By 2007, the customer statements for the Merkin BLMIS Accounts reflected more than
$2 billion.®® The annual returns for the Merkin BLMIS Accounts were never lower than
9% in any year, and only had 9 months of negative returns out of 218 total monthsin an

18.2 year period.”’

The quantitative analyses | perform on the Merkin BLMIS Accounts below includes peer
analysis, performance analysis in times of market stress, correlation anaysis,
performance attribution and scenario analysis. These due diligence analyses are

customary in the industry to help safeguard against fraud and other deceit or

%2 AIMA’s |llustrative Questionnaire for Due Diligence of Fund of Hedge Funds Managers (2004) (BS00115001
at 5001-20).

%3 gSee eg., Orchard Dep. 19:2-8, October 8, 2013; Presentation by UJA- Federation of New Y ork on Portfolio
Performance Analysis and Review, April 21, 2004 (BS00082102 at 102-154).

%% See eg., Kim Dep. 23:15-24:19, November 19, 2013; BS00456856.

%5 gtgtement for Account Number 1-A0042, October 31, 1990 (MF00027830 at 830).
%6 gQL Database: StorQM Customer Statements.

%7 5QL Database: StorQM Customer Statements, and Customer Ledgers.
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misappropriation by an investment advisor.

1. Peer Analysis. Comparison to Peers and Benchmarks

237. Inthedue diligence process, an assessment of investment advisor performance is not
conducted in avacuum. It iscustomary to continually evaluate the performance of an
investment advisor in the context of other funds, benchmarks, and general market
movements, i.e., peer groups.”>® The peer analysis presented herein usesinformation
publicly available from third-party providers, and incorporates the evaluation of widely-

recognized market events.

238. | examined the pattern of historical returns for the Merkin BLMIS Accounts within the
context of different peer groups, such as hedge funds, mutual funds, world-class
investment advisors, indices, and Merkin's own portfolio. This range of investment
alternatives casts awide net for performance comparisons. As further discussed below,
when selecting peer groups, | selected funds that exhibited similar characteristics to
BLMIS asrelated to strategy, asset classification, and/or skill of the investment advisor

(e.g., when analyzing elite investment advisors).

239. Peer groups and benchmarks are selected for both comparison purposes as well asto
provide context for the purported results reflected in the Merkin BLMIS Accounts. Itis
important to understand that the Madoff SSC strategy was neither an equity strategy, nor
afixed income strategy. It was ahybrid strategy that should exhibit characteristics of
both an equity strategy (because the returns should move both up and down with the
movements in the underlying S& P 100 Index), and a fixed income strategy (because the
volatility of the returns was limited on the upside and downside by the strike
prices). Therefore, benchmarks for the Madoff SSC strategy should not be limited to

%8 A peer group is acollection of other funds used for comparison analysis, typically for performance comparison
Edward J. Stavetski, Managing Hedge Fund Managers 71 (Hoboken, New Jersey: John Wiley & Sons 2009); G.
Timothy Haight, Stephen O. Morell & Glenn E. Ross, How to Select Investment Managers & Evaluate
Performance 248 (Hoboken: John Wiley & Sons, Inc. 2007).
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only equity-based returns or treasury returns. The peer groups and benchmarks | chose
are discussed below.

The peer analysis presented herein includes six metrics: (i) Sharpe Ratio; (ii) Sortino
Ratio; (iii) number or percent of positive months; (iv) number or percent of negative
months; (v) maximum drawdown; and (vi) number of monthsin drawdown. All six
metrics were consistent with industry customs and practices during the Defendant Funds
investments with BLMIS and are analyses that | performed as part of due diligence on
BLMIS.

The Sharpe Ratio and the Sortino Ratio are two primary metrics used to evaluate
investment advisor performance on arisk-adjusted basis. The Sharpe Ratio measures the
amount of return above arisk free rate per unit of risk. It is calculated as the mean
portfolio return less arisk free return (rp — rv), divided by the standard deviation of the
returns.®® A higher Sharpe Ratio indicates that the investment is generating more return
for the same amount of risk.

The Sortino Ratio is aform of the Sharpe Ratio where only downside risk is incorporated
into the formula by calculating the standard deviation of returns that are only negative.?®
In this manner, the Sortino Ratio does not penalize performance for being volatile if the
volatility aways results in positive performance.

| utilized the Sharpe Ratio and the Sortino Ratio based upon the popularity of these

metrics in the investment management industry, as well as on their acceptance within the

%9 The Sharpe Ratio was developed by William Sharpe and made public in his 1966 Journal of Business
publication Mutual Fund Performance. William Sharpe, Mutual Fund Performance, The Journal of Business,
119-128 (Val. 39, No. 1, Part 2, January 1966).

260

In the formula for Sortino Ratio the positive returns are set to 0 for purposes of calculating the standard

deviation. The Sortino Ratio was developed by Frank Sortino and Lee Price and made public in their 1994
Journal of Investing publication Performance Measurement in a Downside Risk Framework. Frank Sortino and
Lee Price, Performance Measurement in a Downside Risk Framework, The Journal of Investing 59-64 (Val. 3,
No.3 Fall 1994). See also, FRANK J. TRAVERS, INVESTMENT MANAGER ANALY SIS 93-94 (2004).
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academic community.?®* The ratios are common statistics used to compare performance
between two or more funds, and both of these risk-adjusted performance metrics were
well-established due diligence tools during the relevant time period of the Defendant
Funds’ investments with BLM1S.%?

244. Two other related metrics, the number of months with positive returns and the number of

months with negative returns, are also included in the analysis as they are helpful in

evaluating the performance of investment advisors. Merkin used similar metrics (percent

of positive months) in promoting his own funds.?*®

245.  Findly, | included an analysis of drawdowns, |ooking both at maximum drawdowns and

the number of months in drawdown. When calculated on a monthly basis, a drawdown
occurs when a portfolio experiences aloss in the current month that brings the portfolio
below its previous high. Maximum drawdown would then be the largest drop between
peak to trough in the period.”® Months in drawdown would be the number of monthsin
which the current portfolio is below the previous high. These analyses are helpful in

evaluating the magnitude and duration of losses.

246. Asdetailed below, across all six performance metrics, al peer groups, and for all time

periods considered, BLMIS outperformed its peers to a degree of statistical
improbability, if not impossibility. It ishighly unlikely for an investment advisor to
outperform, and often by a significant amount, every peer group, across these

performance metrics, across lengthy periods of time.

261

262

263

264

Seethefollowing: (i) http://www.morningstar.com/InvGlossary/sharpe_ratio.aspx; (ii)
http://www.morningstar.com/InvGlossary/sortino_ratio_definition_what_is.aspx; and (iii) CFA Institute,
Alternative Investments, Risk Management, and the Application of Derivatives CFA Program Curriculum, Level
[11, Vol. 5, 82-83 (2014).

See, e.g.,, GCCSAAQ00045752 at 763; GCCSAA00066993 at 995; GCCSAB00191509 at 109-118;
NY GSAA0247976 at 976, 978-979.

BS00528457 at 457.

Maximum drawdown is one of the anal ytics that Noreen Harrington used while performing due diligence at
Sterling Stamos. Harrington Dep. 52:14-25, October 1, 2013; see also, BS00528457 at 457.
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This purported performance was indicia of fraud and ared flag that Madoff was not
executing the Madoff SSC strategy. Furthermore, these results should have prompted
additional quantitative due diligence on the purported execution of the strategy, including
performance attribution, reverse engineering and alpha analysis. Asdiscussedin
Sections VI.D.4, VI.B.2 and VI1.B.1, due diligence in these areas would have revealed
significant red flags where the only reasonable explanation was fraud.

a) Hedge Funds

My analysis of hedge fund returns involves data obtained from BarclayHedge, a publicly-
available comprehensive hedge fund database.”® Using this database | created a peer
group of hedge funds implementing comparable strategies to the Madoff SSC strategy.

BarclayHedge includes information on approximately 8,700 hedge funds, and categorizes
these hedge funds into 35 different primary strategies based on the type of strategy
followed by the hedge fund.?®® Consistent with due diligence customs and practices, |
reviewed the strategies used by BarclayHedge, and identified those strategies that |
considered most comparable to the Madoff SSC strategy. The strategies that | identified
as most comparable to the Madoff SSC strategy were: (i) equity market neutral; (ii)
equity long/short; and (iii) equity long-bias. These strategies are most comparable
because they invest in hedged domestic equity strategies.?®’

The descriptions provided by BarclayHedge for each strategy are as follows:

e Equity Market Neutral: Thisinvestment strategy is designed to exploit equity
market inefficiencies and usually involves being simultaneously long and short

%5 http://www.barclayhedge.com. Of the four fund typesin the BarclayHedge database, my sample includes only
“Hedge Funds,” thereby excluding the following fund types: (i) Funds of Funds; (ii) CTA; and (iii) Benchmark

Indices. Only hedge funds that report returns “Net of All Fees’ have been included. For each time period
examined, the sample includes only funds which published returns for every month in the period of interest.

%6 BarclayHedge assigns one primary strategy to each hedge fund.

%7 | further note that BarclayHedge includes American Masters Broad Market Fund, L.P., a hedge fund run by
Tremont that was invested with BLMIS, within the “equity market neutral” category.
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matched equity portfolios of the same size within a country. Market neutral portfolios
are designed to be either beta or currency neutral, or both. Well-designed portfolios
typically control for industry, sector, market capitalization, and other exposures.
Leverage is often applied to enhance returns.?®

e Equity Long/Short: Thisdirectiona strategy involves equity-oriented investing on
both the long and short sides of the market. The objectiveis not to be market neutral.
Managers have the ability to shift from value to growth, from small to medium to
large capitalization stocks, and from a net long position to a net short position.
Managers may use futures and options to hedge. The focus may be regional or sector
specific.”®

e Equity Long-Bias: Equity Long/Short managers are typically considered long-biased
when the average net long exposure of their portfolio is greater than 30%.2"

251. | calculated the Sharpe Ratio, Sortino Ratio, number of months with positive and

negative returns, maximum drawdown, and percent of months in drawdown on ten-year
rolling bases for the period January 1991 through November 2008. | created a peer group
of funds classified in the three strategies identified above that reported ten years of
continuous returns (the “Hedge Fund Peer Group”). | used ten-year periods for purposes
of my performance analyses because ten years reduces the margin of error (as opposed to

using three-year or five-year time periods for example).

252. Historica performance analyses using ten years of datais standard for the Association for

Investment Management and Research (“AIMR”) Performance Presentation Standards
(“AIMR-PPS").?"* |n addition, in order to be compliant under the Global Investment

268

269

270

271

http://www.barclayhedge.com/research/indices/ghs/Equity Market Neutral _Index.html.
http://www.barclayhedge.com/research/indices/ghs/Equity _Long_Short_Index.html.
http://www.barclayhedge.com/research/indices/ghs/Equity _Long Bias Index.html.

AIMR-Performance Presentation Standards, Association for Investment Management and Research 4 (2001),
www.aimr.org. The AIMR-PPS standards were first introduced in 1987.
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Performance Standards (“ GIPS’) published by the CFA Institute, and formally endorsed
in 1999,7" firms must initially report at least five years of historical performance,

building up to a minimum of ten years of historical performance.?”

There were nine 10-year rolling periods between 1991 and 2008. | assembled the returns
for al funds in the Hedge Fund Peer Group that continuously reported monthly
performance for each 10-year rolling period (the funds in each period are referred to as a
“Rolling 10-Y ear Hedge Fund Peer Group”).?™

| evaluated each performance metric of interest over 10 years of returns datafor each of
the Rolling 10-Y ear Hedge Fund Peer Groups. For example, the Sharpe Ratios in each
ten-year period presented herein were calculated using returns data over 120 months.?”
The results below show that the metrics for the Merkin BLMIS Accounts were

consistently significant outliers in the hedge fund industry from 1991 through 2008.
Q) Sharpe and Sortino Ratios

First, | calculated the Sharpe and Sortino Ratios for the Hedge Fund Peer Group. As
discussed above, these metrics are used to evaluate investment advisor performance on a
risk-adjusted basis. Asshown in Figure 19, the Sharpe Ratio for the Merkin BLMIS
Accounts was higher than the maximum Sharpe Ratio of any fund in the Rolling 10-Y ear
Hedge Fund Peer Groups for every period for which data was analyzed (the rolling 10-
year periods ending 2000 through 2008).

272

273

274

275

GIPS was endorsed in 1999 by AIMR, the predecessor to CFA Institute.
CFA Institute, Global Investment Performance Standards (2010).

For example, the fundsincluded in the 10-year period from January 1991 through December 2000 are referred
to asthe “2000 Rolling 10-Y ear Hedge Fund Peer Group.” Thisisthe first ten-year period in the dataset with at
least 30 funds. The peer group for this period includes 58 funds. Each ten-year period includes a different set
of hedge funds, i.e., those hedge funds for which ten years of monthly datais available over the relevant time
period. Some hedge funds appear in multiple ten-year rolling periods.

Given that BLMIS' s operations ceased in December 2008, the 2008 Rolling 10-Y ear Peer Group runs from
January 2000 through November 2008. Accordingly, the metrics for this peer group are calculated over 119
months of returns data.
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Figure 19
Sharpe Ratio for Hedge Fund Peer Group v. Merkin BLMIS Accounts
Rolling 10-Year Periods Ending 2000-2008

276
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256. Theonly year in which the Sharpe Ratio for the Hedge Fund Peer Groups was somewhat
closeto that of the Merkin BLMIS Accounts, was 2001. Moreover, the only fund that
generated a Sharpe Ratio close to that of the Merkin BLMIS Accounts for the 2001
rolling 10-year period was American Masters Broad Market Fund, L.P., which was
managed by Tremont and invested with BLMIS.>”’ In other words, the only fund which
produced a 10-year Sharpe Ratio from 2000 through 2008 that was close to the Sharpe
Ratio for the Merkin BLMIS Accounts was a BLMIS feeder fund.

257. Performance comparison charts for the 2000 and 2008 rolling 10-year periods highlight
the Merkin BLMIS Accounts as an obvious outlier relative to the distribution of hedge
fund peers. (See Schedule 13 and Schedule 14.)

258. While Figure 19 above includes all hedge funds in the Hedge Fund Peer Group, the same

26 2000 isthe first year in which there is sufficient data available for a 10 year period. 2008 datais through
November 2008. Sources include StorQM Customer Statements, Customer Ledgers, Settled Cash table,
BarclayHedge Database, Federal Reserve FRB H.15 Release.

2" Thisisthe only 10-year rolling period in which continuous monthly returns were reported by Tremont.
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conclusions, by definition, are drawn from the three strategy/categories that comprise the
Hedge Fund Peer Group. That is, if the maximum Sharpe Ratio across all hedge fundsin
all strategiesisless than the Sharpe Ratio for the Merkin BLMIS Accounts, then the
maximum Sharpe Ratio in any one strategy/category will be less than the Sharpe Ratio
for the Merkin BLMIS Accounts.

The Sortino Ratios for the Merkin BLMIS Accounts were also significantly higher than
the maximum for the Rolling 10-Y ear Hedge Fund Peer Groups for every period for
which data was analyzed asillustrated in Figure 20.

Figure 20
Sortino Ratio for Hedge Fund Peer Group v. Merkin BLMIS Accounts
Rolling 10-Year Periods Ending 2000-2008

278

The Sortino Ratios for the Merkin BLMIS Accounts were significantly higher than their
peers primarily because the Merkin BLMIS Accounts rarely had negative returns.>”® The

278

279

2000 isthefirst year in which there is sufficient data available for a 10 year period. 2008 data is through
November 2008. Sources include StorQM Customer Statements, Customer Ledgers, Settled Cash table,
BarclayHedge Database, Federal Reserve FRB H.15 Release.

The only fund that generated a Sortino Ratio closer to that of the Merkin BLMIS Accounts for the 2001 rolling
10-year period was American Masters Broad Market Fund, L.P., which was managed by Tremont and invested
with BLMIS.
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increase in the Sortino Ratio beginning with the 1995-2004 ten year period is aresult of a
prolonged period of time beginning in 1995 when the Merkin BLMIS Accounts had very
few negative months. In thefirst 51 months (i.e., through December 1994) the Merkin
BLMIS Accounts had four months with negative returns. Over the next 167 months there
were only five total months with negative returns. (See also Schedule 15 and Schedule
16.)

2 Number of Monthswith Positive/Negative Returns

Next, | calculated the number of months with positive returns and the number of months
with negative returns for the Merkin BLMIS Accounts and for the Hedge Fund Peer
Group. Figure 21 illustrates that the Merkin BLMIS Accounts were again outliersin
terms of months with consistently positive returns and alack of months with negative

returns.

Figure 21
Number of Positive and Negative Months for Hedge Fund Peer Group v. Merkin
BLMIS Accounts
Rolling 10-Year Periods Ending 2000-2008

Number of Positive Months Number of Negative Months
. . Eeer Group Merkin P_eer Group Merkin
Rolling Period| Min Max Min Max

1991 - 2000 60 94 115 23 59 5
1992 - 2001 58 114 116 5 62 4
1993 - 2002 59 99 115 21 61 5
1994 - 2003 60 100 114 20 60 6
1995 - 2004 59 101 116 19 61 4
1996 - 2005 59 99 116 21 61 4
1997 - 2006 58 100 116 20 62 4
1998 - 2007 61 101 115 18 59 5
1999 - 2008 57 96 114 22 62 5

The Merkin BLMIS Accounts had more months with positive returns than every fund in
the Rolling 10-Y ear Hedge Fund Peer Groups for every period for which data was
anayzed (2000 through 2008). Similarly, the Merkin BLMIS Accounts had fewer
months with negative returns than every fund in the Rolling 10-Y ear Hedge Fund Peer
Groups for every period for which data was analyzed (2000 through 2008). (See also
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Schedule 17 to Schedule 22.)
3 Drawdown

Finally, | calculated the maximum drawdown and the percent of months in drawdown for
the Merkin BLMIS Accounts and for the Hedge Fund Peer Group. As discussed above,
when cal culated on a monthly basis, a drawdown occurs when a portfolio experiences a
loss in the current month that brings the portfolio below its previous high. Maximum
drawdown is the largest drop between peak to trough in the period. Percent of monthsin
drawdown is the percent of months in which the current portfolio is below the previous
high.

Figure 22
Drawdown Metrics for Hedge Fund Peer Group v. Merkin BLMIS Accounts
Rolling 10-Year Periods Ending 2000-2008

Maximum Drawdown Months in Drawdown
. . Pger Group Merkin Pger Group Merkin
Rolling Period| Min Max Min Max

1991-2000 |-62.9% -2.6% -0.9% 34% 89% 4%
1992 -2001 |-86.7% -1.4% -0.9% 4% 93% 3%
1993-2002 | -86.7% -3.3% -0.9% 25% 86% 4%
1994 - 2003 | -86.7% -3.3% -0.9% 25% 93% 6%
1995-2004 | -86.7% -3.4% -0.4% 23% 96% 4%
1996 - 2005 |-93.3% -3.4% -0.4% 25% 94% 4%
1997 -2006 |-93.3% -3.2% -0.4% 24% 95% 4%
1998 - 2007 | -93.3% -3.2% -0.4% 23% 98% 5%
1999 - 2008 |-80.4% -4.4% -0.4% 25% 97% 5%

Asshown in Figure 22, the Merkin BLMIS Accounts outperformed the Hedge Fund Peer
Group for every singlerolling period in both maximum drawdown and percent of months
in drawdown. (See also Schedule 23 to Schedule 28.)

4 Hedge Fund Peer Group Conclusion

The anal yses above show that the Merkin BLMIS Accounts outperformed, and often by a
significant amount, the Hedge Fund Peer Group, across every performance metric, for

every rolling period.
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b) Mutual Funds

Consistent with due diligence customs and practices | aso considered a peer analysis
using mutual funds that implemented investment strategies comparabl e to the Madoff
SSC strategy. As part of quantitative due diligence, it is custom and practice to review
both hedge funds and mutual funds for investment strategies comparable to the target
investment strategy.

My analysis of mutual fund returns involves data obtained from Morningstar, a
comprehensive mutual fund database. Morningstar includes information on over 131,000

mutual funds,?®

and categorizes these mutual fundsinto 7 global asset strategies, with
multiple subcategories for atotal of 98 possible strategies/categories.?®* Consistent with
due diligence customs and practices | reviewed the categories used by Morningstar and
identified those categories that included strategies that | considered most comparable to

the Madoff SSC strategy.

| identified one such category of mutual funds (the Hedge Fund sub-category within the
Alternative global asset category), and all of the mutual funds categorized by

Morningstar as “Hedge Fund” were included in my peer group (“Mutua Fund Peer
Group”). While these mutual funds are categorized as “Hedge Fund” by Morningstar, the
legal structure of each fund isthat of a mutual fund. Morningstar’s Hedge Fund category
includes any mutual fund that engages in what Morningstar defines as “aternative

strategies.”?®* Morningstar defines the Hedge Fund category as follows:

280

http://corporate.morningstar.com/US/documents/Brochures/DirectProductBrochure.pdf (accessed on March 4,

2015).

281

282

The number of subcategories per global asset category ranges from 1 to 48. The Morningstar Global Category
Classifications, Morningstar Methodology Paper (March 31, 2010).

The Morningstar Global Category Classifications, Morningstar Methodology Paper (March 31, 2010).
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e Hedge Fund: Hedge fund portfolios engage in alternative strategies. Hedge fund
portfolios can focus on specific areas of the market and/or specific trading
strategies.”®

Consistent with my evaluation of hedge funds, | assessed the Sharpe Ratio, Sortino Ratio,
number of months with positive and negative returns, maximum drawdown, and percent
of months in drawdown on ten-year rolling bases. | created a peer group of funds
classified in the Hedge Fund category that reported ten years of continuous returns (the
“Mutual Fund Peer Group”). There were four 10-year rolling periods between 1996 and
2008. My analysis beginsin 1996 because 2005 isthefirst year in which thereis
sufficient Morningstar data available for aten-year period.”®* | assembled the returns for
al fundsin the Mutual Fund Peer Group that continuously reported monthly performance
for each 10-year rolling period (the funds in each period are referred to as a“Rolling 10-
Year Mutual Fund Peer Group”)* | note that Gateway, amutual fund implementing an
SSC dtrategy, isincluded in the Mutual Fund Peer Group for every 10-year rolling period.

270. | evaluated each metric of interest over 10 years of returns data for each of the four

271.

Rolling 10-Y ear Mutual Fund Peer Groups. The results below show that the metrics for
the Merkin BLMIS Accounts were consistently significant outliers in the mutual fund
industry from 1996 through 2008.

Q) Sharpe and Sortino Ratios

First, | calculated the Sharpe and Sortino Ratios for the Mutual Fund Peer Group. As

discussed above, these metrics are used to evaluate investment advisor performance on a

283

284

285

The Morningstar Global Category Classifications, Morningstar Methodology Paper (March 31, 2010).

Thisisthefirst ten-year period in the dataset with at least 30 funds. The peer group for this period includes 31
funds.

For example, the fundsincluded in the 10-year period from January 1996 through December 2005 are referred
to asthe “2005 Rolling 10-Y ear Mutual Fund Peer Group.” Thisisthe first ten-year period in the dataset with at
least 30 funds. The peer group for this period includes 31 funds. Each ten-year period includes a different set
of mutual funds, i.e., those mutual funds for which ten years of monthly datais available over the relevant time
period. Some mutual funds appear in multiple ten-year rolling periods.
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risk-adjusted basis. Asshown in Figure 23, the Sharpe Ratio for the Merkin BLMIS
Accounts was higher than the maximum Sharpe Ratio of any fund in the Rolling 10-Y ear
Mutual Fund Peer Groups for every period for which data was analyzed (the rolling 10-
year periods ending 2005 through 2008). (See also Schedule 29 and Schedule 30.)

Figure 23
Sharpe Ratio for Mutual Fund Peer Group v. Merkin BLMIS Accounts
Rolling 10-Year Periods Ending 2005-2008

286

272.  Similarly, as shown in Figure 24, the Sortino Ratio for the Merkin BLMIS Accounts far
exceeded the maximum Sortino Ratio of every other fund in the Rolling 10-Y ear Mutual
Fund Peer Groups for every period for which data was analyzed.

%86 2008 data is through November 2008. Sources include StorQM Customer Statements, Settled Cash table,
Morningstar Direct Database, Federal Reserve FRB H.15 Release.
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Figure 24
Sortino Ratio for Mutual Fund Peer Group v. Merkin BLMIS Accounts
Rolling 10-Year Periods Ending 2005-2008

287

My findings related to the 10-Y ear Rolling Mutual Fund Peer Groups are as compelling
as those for the 10-Y ear Rolling Hedge Fund Peer Groups. Again, the Merkin BLMIS
Accounts are an outlier in the risk-adjusted performance metrics, with Sharpe and Sortino
Ratios far exceeding the maximum of every other fund. (See also Schedule 31 and
Schedule 32.)

(2 Number of Monthswith Positive/Negative Returns

Next, | calculated the number of months with positive returns and the number of months
with negative returns for the Merkin BLMIS Accounts and for the Mutual Fund Peer
Group. Asshown in Figure 25, the Merkin BLMIS Accounts aso posted a far greater
number of months with positive returns and far fewer months with negative returns than

the Mutual Fund Peer Group.

872008 data is through November 2008. Sources include StorQM Customer Statements, Settled Cash table,

Morningstar Direct Database, Federal Reserve FRB H.15 Release.



09-01182-smb Doc 376-9 Filed 05/10/17 Entered 05/10/17 20:53:31 Exhibit 9

Pg 121 of 178
Expert Report of Dr. Steve Pomerantz

Section VI: OPINION NO. 2
Page 111 of 167

Figure 25
Number of Positive and Negative Months for Mutual Fund Peer Group v. Merkin
BLMIS Accounts®®
Rolling 10-Year Periods Ending 2005-2008

Number of Positive Months Number of Negative Months
. . Reer Group Merkin F.>eer Group Merkin
Rolling Period| Min Max Min Max
1996 - 2005 49 100 116 20 69 4
1997 - 2006 48 101 116 19 71 4
1998 - 2007 41 103 115 17 78 5
1999 - 2008 36 99 114 20 81 5

275. TheMerkin BLMIS Accounts had more months with positive returns than every fund in
the Rolling 10-Y ear Mutual Fund Peer Groups for every period for which datawas
analyzed (2005 through 2008). Similarly, the Merkin BLMIS Accounts had fewer
months with negative returns than every fund in the Rolling 10-Y ear Mutual Fund Peer
Groups for every period for which data was analyzed (2005 through 2008). (See also
Schedule 33 to Schedule 38.)

(©)) Drawdown

276. Next, | calculated the maximum drawdown and the percent of monthsin drawdown for
the Merkin BLMIS Accounts and for the Mutual Fund Peer Group.

%8 2008 datais through November 2008. Sourcesinclude StorQM Customer Statements, Settled Cash table,
Morningstar Direct Database, Federal Reserve FRB H.15 Release.
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Figure 26
Drawdown Metrics for Mutual Fund Peer Group v. Merkin BLMIS Accounts
Rolling 10-Year Periods Ending 2005-2008

289

Maximum Drawdown Months in Drawdown
. . Pger Group Merkin Pger Group Merkin
Rolling Period| Min Max Min Max
1996 - 2005 |-68.6% -2.3% -0.4% 25% 93% 4%
1997 - 2006 | -68.6% -0.6% -0.4% 19% 95% 4%
1998 - 2007 | -68.6% -0.5% -0.4% 18% 92% 5%
1999-2008 |-71.0% -1.3% -0.4% 23% 97% 5%

As shown in Figure 26, the Merkin BLMIS Accounts again outperformed every fund in
the Rolling 10-Y ear Mutual Fund Peer Groups in both maximum drawdown and percent
of monthsin drawdown for every period for which data was analyzed (2005 through
2008). (See also Schedule 39 to Schedule 44.)

4 Gateway

Gateway isamutual fund within the Mutual Fund Peer Group that has been
implementing an SSC strategy using stocks from the S& P 500 since 1988.*° It is custom
and practice in the investment management industry to perform peer analysis using other

funds that employ strategies as close as possible to the subject investment.

Gateway employs a strategy that is similar to the Madoff SSC strategy, yet the
performance of the Merkin BLMIS Accounts dominates Gateway with respect to every
analyzed metric. (See Figure 27, Figure 28, and Figure 29.)?**

%9 2008 datais through November 2008. Sourcesinclude StorQM Customer Statements, Settled Cash table,

290

Morningstar Direct Database, Federal Reserve FRB H.15 Release.

The Gateway Fund’ s Hedging Edge, Markets & Finance, BLOOMBERG BUSINESS (April 20, 2005),
http://www.bloomberg.com/bw/stori es/2005-04-20/the-gateway-funds-hedging-edge ; Gateway Fund

Performance Profile, December 31, 2014, p.2, http://ngam.natixis.com/docs/59/77/GAQ7-1214 F.pdf.

%! The analyses discussed above relating to the Mutual Fund Peer Groups began in 1996 because 1996-2005 was
the first ten-year period in the dataset with at least 30 funds. Returns for Gateway were available beginning in
1980. Therefore, my comparison of Gateway to the Merkin BLMIS Accounts begins in October 1990, when
returns begin for the Merkin BLMIS Accounts.
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Figure 27
Sharpe and Sortino Ratios for Gateway
v. Merkin BLMIS Accounts (October 1990 — November 2008)292

Sharpe Ratio Sortine Ratio
B est Best
Performers Performers
35
3 30
25 25
2 20
15 15
1 10 -
05 =
Waorst Worst
Performers i Performers —
Gateway Merkin Gateway Merkin

22 sourcesinclude StorQM Customer Statements, Settled Cash table, and Morningstar Direct Database.
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Number of Positive and Negative Months for Gateway
v. Merkin BLMIS Accounts (October 1990 — November 2008)**
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Figure 29

Worst
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Maximum Drawdown and Percent of Months in Drawdown for
Gateway v. Merkin BLMIS Accounts (October 1990 — November 2008)*%*
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23 sourcesinclude StorQM Customer Statements, Settled Cash table, and Morningstar Direct Database.
2% sourcesinclude StorQM Customer Statements, Settled Cash table, and Morningstar Direct Database.
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280. Asshown inthe figures above, the Merkin BLMIS Accounts outperformed Gateway
across all metrics. (See also Schedule 45).

5) Mutual Fund Peer Group Conclusion

281. The analyses above show that the Merkin BLMIS Accounts outperformed, and often by a
significant amount, the Mutual Fund Peer Group, across every performance metric, for
every rolling period. Furthermore, the Merkin BLMIS Accounts a so outperformed

Gateway, amutua fund implementing an SSC strategy, across every performance metric.
C) Elite Investment Advisors

282. Inaddition to the above analyses, | evaluated the performance of the Merkin BLMIS
Accounts in the context of seven distinguished or “elite” investment advisors (the “Elite
Investment Advisors’) to account for and analyze the notion that Madoff’ s performance
could be explained by his “genius’ or “elite” skillsand abilities. The Elite Investment
Advisors, and the funds they manage, serve strictly as examples of possible performance
benchmarks, and are: Warren Buffet (via Berkshire Hathaway, Inc.- Class A), George
Soros (viaQuantum Fund N.V. — A Shares), Jim Simons (via Renaissance Institutional
Equities Fund, LLC — Series BB), John Paulson (via Paulson Partners Enhanced L.P.),
Bruce Kovner (via GAMut Investments Inc.), D.E. Shaw (via Oculus International Fund),

and Israel Englander (via Millennium International, Ltd.).>*®

283. | assessed the Sharpe Ratio, Sortino Ratio, percentage of months with negative and
positive returns, maximum drawdown, and number of months in drawdown for the Elite
Investment Advisors over the period during which data was available for each Elite
Investment Advisor. However, the risk-adjusted performance of the Merkin BLMIS

25 Merkin specifically noted Paul Singer, Israel Englander and Steve Cohen as investment advisors whose
performance he considered comparable to, or better than, Madoff’ s reported performance. Wiederhorn v.
Merkin, Hearing Transcript 146:1-11, December 3, 2009. | included Paul Singer in my analysis. | also
considered including Steven Cohen (via SAC Capital Advisors) and Paul Singer (via Elliot Management
Corporation) in my analysis, but ultimately did not because information on funds managed by these advisors
was not publicly available.
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Accounts dominates these Elite Investment Advisors with respect to every considered

performance metric.
Q) Sharpe and Sortino Ratios

First, | calculated the Sharpe and Sortino Ratios for the Elite Investment Advisors. As
discussed above, these metrics are used to evaluate investment advisor performance on a
risk-adjusted basis. Asshown in Figure 30, the Sharpe Ratio for the Merkin BLMIS
Accounts was higher than the Sharpe Ratio of any of the Elite Investment Advisors.

Figure 30
Sharpe Ratio for Elite Investment Advisors v. Merkin BLMIS Accounts
Over Maximum Time Period Available by Advisor®®’
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Mar 2002 Nov 2008 Feb 2002 Nov 2008 Nov 2008 Oct2008 Nov 2008

® [nvestment Manager = Merkin

Similarly, as shown in Figure 31, the Sortino Ratio for the Merkin BLMIS Accounts far

296

297

Sources include StorQM Customer Statements, Customer Ledgers, Settled Cash table, BarclayHedge Database,
Federal Reserve FRB H.15 Release, Bloomberg market data, Morningstar Direct Database. One fund was
selected for each investment advisor based on AUM and availability of data.

The time periods for each advisor are different because they reflect the time periods for which data was
available for each advisor. There are two reasons the time periods are not the same for every investment
advisor. First, the investment advisors may have started their funds at different times. Second, the investment
advisors may have only reported data to BarclayHedge in the time period indicated, regardless of whether they
were operating a fund or not (i.e., they may have been operating a fund, but chose not to report their returnsto
BarclayHedge). Datafor Warren Buffett is not based on BarclayHedge; it is based on the publicly-traded price
of Berkshire Hathaway, Inc.- Class A common stock.
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exceeded the Sortino Ratio of every other Elite Investment Advisor.

Figure 31
Sortino Ratio for Elite Investment Advisors v. Merkin BLMIS Accounts
Over Maximum Time Period Available by Manager
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286. Again, the Merkin BLMIS Accounts are an outlier in the risk-adjusted performance
metrics, with Sharpe Ratio and Sortino Ratio far exceeding those of every other Elite
Investment Advisor. Merkin could have run this analysis contemporaneously with the

Defendant Funds' investment with BLMIS and seen these results.
2 Per centage of Monthswith Positive/Negative Returns

287. Next, | calculated the percentage of months with positive returns and the percentage of
months with negative returns for the Merkin BLMIS Accounts and for the Elite
Investment Advisors. Asshown in Figure 32, the Merkin BLMIS Accounts also posted
far greater percentages of months with positive returns and far fewer negative months
than the Elite Investment Advisors.
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Figure 32
Percentage of Positive and Negative Months for Elite Investment Advisors v.
Merkin BLMIS Accounts®®
Over Maximum Time Period Available by Advisor

% of Positive Months % of Negative Months
Elite Investment Advisor Advisor Merkin Advisor Merkin
Bruce Kovner (Oct 1990 - Mar 2002) 69% 96% 31% 4%
John Paulson (Jan 2005 - Nov 2008) 2% 98% 28% 2%
George Soros (Oct 1990 - Feb 2002) 66% 96% 34% 4%
JimSimons (Aug 2005 - Nov 2008) 65% 98% 35% 3%
D.E.Shaw (Apr 2004 - Nov 2008) 70% 98% 30% 2%
Warren Buffett (Oct 1990 - Oct 2008) 62% 96% 38% 4%
Israel Englander (Oct 1990 - Nov 2008) 89% 96% 11% 4%

The Merkin BLMIS Accounts had more months with positive returns and fewer months
with negative returns than every Elite Investment Advisor. (See also Schedule 46 and
Schedule 47.)

(©)) Drawdown

Finally, | calculated the maximum drawdown and the percent of months in drawdown for
the Merkin BLMIS Accounts and for the Elite Investment Advisors. As discussed above,
when calculated on a monthly basis, a drawdown occurs when a portfolio experiences a
loss in the current month that brings the portfolio below its previous high. Maximum
drawdown is the largest drop between peak to trough in the period. Percent of monthsin
drawdown is the percent of months in which the current portfolio is below the previous
high.

28 The number of positive and negative months for the Elite Investment Advisors are shown as a percentage of

total months given that the time periods differ for each advisor.
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Figure 33
Drawdown Metrics for Elite Investment Advisors v. Merkin BLMIS Accounts
Over Maximum Time Period Available by Manager

299

Maximum Drawdown Months in Drawdown
Elite Investment Advisor Advisor Merkin Advisor Merkin
Bruce Kovner (Oct 1990 - Mar 2002) -10.8% -0.9% 51% 4%
John Paulson (Jan 2005 - Nov 2008) -3.4% -0.2% 40% 2%
George Soros (Oct 1990 - Feb 2002) -29.6% -0.9% 62% 4%
JimSimons (Aug 2005 - Nov 2008) -21.3% -0.2% 55% 3%
D.E.Shaw (Apr 2004 - Nov 2008) -7.6% -0.2% 43% 2%
Warren Buffett (Oct 1990 - Oct 2008) -43.8% -0.9% 73% 5%
Israel Englander (Oct 1990 - Nov 2008) -7.2% -0.9% 18% 5%

As shown in Figure 33, the Merkin BLMIS Accounts outperformed every Elite
Investment Advisor in both maximum drawdown and percent of months in drawdown.
(See also Schedule 48 and Schedule 49.)

4) Elite Investment Advisors Conclusion

The anal yses above show that the Merkin BLMIS Accounts outperformed, and often by a

significant amount, every Elite Investment Advisor, across every performance metric.

d) Market Indices

In addition to comparing returns against peers and other investment advisors,
performance-related due diligence consistent with industry customs and practices
includes comparing returns against well-known indices. | evaluated the performance of
the Merkin BLMIS Accountsin the context of equity and bond market indices.
Specificaly, | used the following indices: (i) Barclays Capital U.S. Aggregate Bond
Index; (ii) S&P 100 Index; (iii) S&P 500 Index; (iv) HFRI EH: Equity Market Neutral
Index; (v) HFRX EH: Equity Market Neutral Index; and (vi) Dow Jones Credit Suisse

29 The number of positive and negative months for the Elite Investment Advisors are shown as a percentage of

total months given that the date periods differ for each advisor.
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Hedge Fund Index.*® While there are certainly examples of elite investment advisors
and highly-regarded funds that have produced risk-adjusted returns higher than the
market over specific periods of time, it isvirtualy impossible that any given investor or
fund could consistently generate risk-adjusted returns more than double market indices
over approximately two decades.** The metrics for the Merkin BLMIS Accounts
calculated over about two decades dwarfed those for well-known equity, bond market
and hedge fund indices. (See also Schedule 52 to Schedule 57.)

293. Comparing BLMIS returns to market indicesis an analysis that is reflected in materials

collected and maintained by Merkin.** In the previously discussed document titled
“Comparing Promeo [sic] Manager Series B and the S&P500” there are various analyses
comparing monthly returns, cumulative returns, drawdowns, and number of negative
months.>* The analyses include a histogram of monthly returns, differences in monthly
returns, a scatterdiagram of monthly returns, and various other comparisons between
BLMIS returns and returns from the S& P 500. For example, Figure 34, an excerpt from
the document, shows how BLMIS consistently outperformed the market over an extended
period of time between 1989 and 1995:3%

300

301

302

303

304

This range of indices casts a wide net for performance comparisons.

See, e.g., Vikas Agarwa & Narayan Y. Naik, Multi-Period Performance Persistence Analysis of Hedge Funds,
Journal of Financial and Quantitative Analysis 327-42 (Issue 35, 2000); Ardian Harri & B. Wade Brorsen,
Performance Persistence and the Source of Returns for Hedge Funds, Applied Financial Economics (2002),
http://ssrn.com/abstract=318379 or doi:10.2139/ssrn.318379; Samuel Manser & Markus M. Schmid, The
Performance Persistence of Equity Long/Short Hedge Funds 51-69, Journal of Derivatives & Hedge Funds
(Issue 15, 2009).

N.Y.U. v. Ariel Fund Ltd. et al., Merkin Dep. 298:5-300:24, February 9, 2009.

See supra Section VI.B.1; Trustee Ex. 363 (Comparing Promeo Manager Series B and the S& P500) (GCC-P
0393213-226).

Asdiscussed in Section VI.B.1, the analysis compares returns the S& P 500 with returns for Primeo Manager
Series B. Because Primeo was a BLMIS feeder fund, these returns are representative of an investment with
BLMIS during this time period.
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Figure 34
Comparison of BLMIS v. S&P 500°*

—
|Series B,
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294.  Another table from the same document shows how Madoff was consistently up even
when the S& P 500 was down in a particular month. Thistable, shown in Figure 35 asiit
appears in the document, specifically indicates that when the return on the S& P 500 was
down, Madoff’s return was up 89% of the time, with an average monthly return of
1.09%:

Figure 35
Comparison of Madoff v. S&P 500°%

Months when: | Mgr B: Average Mgr B: % of

return Months Up
S&P500 closedup ! +1.67% 98%
S&P500 closed down | +1.09% 89%

295. The comparison between Madoff and the S& P 500 contained in this document further

%5 Trustee Ex. 363 (Comparing Promeo Manager Series B and the S& P500) (GCC-P 0393213-226).
%% Trustee Ex. 363 (Comparing Promeo Manager Series B and the S& P500) (GCC-P 0393213-226).



09-01182-smb Doc 376-9 Filed 05/10/17 Entered 05/10/17 20:53:31 Exhibit 9

296.

Pg 132 of 178
Expert Report of Dr. Steve Pomerantz

Section VI: OPINION NO. 2
Page 122 of 167

illustrates how virtually impossible it would have been to generate the returns reported by
Madoff. The cumulative returns, the performance when the S& P 500 was down, and the
ability to generate positive returns irrespective of what the S& P was doing, see Section
VI.B.1, dl indicated that the returns generated by Madoff were inconsistent with the split
strike conversion strategy. This should have prompted additional quantitative due
diligence on the purported execution of the strategy, including performance attribution,
reverse engineering and aphaanalysis. Asdiscussed in SectionsVI1.D.4, VI.B.2 and
VI.B.1, due diligence in these areas would have revealed significant red flags where the

only reasonable explanation was fraud.
€) Ariel’s Non-Madoff Returns

In addition to comparing an investment advisor’s performance to that of its peers, it is
also consistent with industry customs and practices for a Fund Manager to review the
investments within his or her portfolio. The purpose of analyzing investmentsin one's
own portfolio isto identify managers that are performing well on both an absolute and
risk-adjusted basis, and to consider whether changes to the allocation of assets may be
appropriate for the portfolio. Assuch, | compared Ariel’s Madoff returns with Ariel’s
non-Madoff returns, information that would be available without even considering
publicly available data. | assessed the peer analysis metrics on afive-year rolling basis
over the period August 2000 through November 20083 Ariel’s Madoff returns
outperformed Ariel’ s non-Madoff returns across al metrics across all time periods. (See
Schedule 58 to Schedule 62.) For example, as shown in Figure 36, the Sortino Ratio for
Merkin’s BLMIS account for Ariel was higher than the Sortino Ratio for Ariel’s non-

Madoff investments for every period for which data was analyzed.

%7 Ten years of data was not available so | used five-year rolling periods.
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Figure 36
Sortino Ratio for Ariel’s BLMIS Account v. Ariel’s non-Madoff Investments
Rolling 5-Year Periods Ending July 2005- August 2008
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Ariel’s Madoff returns outperformed Ariel’ s non-Madoff returns across all metrics across
al time periods. (See Schedule 58 to Schedule 62.) Given that BLMIS purportedly
implemented the Madoff SSC strategy across multiple accounts, the results from this
analysis would apply to the other Merkin BLMIS Accounts as well.

f) Conclusion

The anal yses above show that across all six performance metrics, al peer groups, and for
all time periods considered, BLMIS outperformed its peers to a degree of statistical
improbability, if not impossibility. It is highly unlikely for an investment advisor to
outperform, and often by a significant amount, every peer group, across these
performance metrics, across lengthy periods of time. This purported performance was
indiciaof fraud and ared flag that Madoff was not executing the Madoff SSC strategy.

3% StorQM Customer Statements; Settled Cash table; Federal Reserve FRB: H.15 Release; Ariel Historical Net
Asset Value Summary (BS00025342 at 342.
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Furthermore, these results should have prompted additional quantitative due diligence on
the purported execution of the strategy, including performance attribution, reverse
engineering and aphaanalysis. Asdiscussed in SectionsVI1.D.4, VI.B.2 and VI.B.1, due
diligence in these areas would have revealed significant red flags where the only

reasonabl e explanation was fraud.

2. Performancein Times of Market Stress

Another red flag that due diligence would have uncovered is Madoff’ s anomal ous

performance during times of market stress,>*
a) Market Stress Based on Contempor aneous Events

| identified periods of market stress, based primarily on events contemporaneous with the
Defendant Funds' investments with BLMIS, and compared the returns of the S& P 100
and S& P 500 with the returns reflected on statements for the Merkin BLMIS Accounts.

In each separate period, where the market exhibited significant stress, and the S& P 100
and S& P 500 both fell substantially, the returns for the Merkin BLMIS Accounts were
inexplicably positive. Figure 37 highlights some of the periods of market stress where the
returns for the Merkin BLMIS Accounts did not track the market:

39 The Kansas City Federal Reserve defines financial stress as“an interruption to the normal functioning of

financial markets.” Craig S. Hakkio & William R. Keeton, Financial Stress: What Is It, How Can It Be
Measured, and Why Does It Matter?, Federal Reserve Bank of Kansas City (undated). | am using market stress
consistent with this definition.
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Figure 37
Merkin BLMIS Account Comparison to S&P 100 and S&P 500 During Times of
Market Stress®*

Long Term  Bursting Tech  9/11 Terrorist ~ Worldcom  U.S. to invade  Recession fears
Capital Bubble Attacks Bankruptcy Iraq
Management loss

301. Figure 37 illustrates six examples where Madoff outperformed the market in times of
stress. For example, during the Tech Bubble Burst of April 2000 through March 2001,
Merkin’s BLMIS Accounts purportedly generated returns of 13.3% while the S& P 100
lost 27.4%.3'* Similarly, the reported returns for Merkin’s BLMIS Accounts from
November 2007 through November 2008 were 11.4%, while the S& P 100 fell 40.2%
amid wide-spread fear of afinancial crisis and extended recession.**? Madoff emerged
unscathed from at least three additional periods of market stress, including the terrorist
attacks on the U.S. in September 2001, the aftermath of WorldCom'’ s filing for Chapter

319 | n the time periods shown, a month reflects the full month. For example, for the 9/11 Terrorist Attacks, the
period of September 1, 2001 through September 30, 2001 was analyzed. Sources include StorQM Customer
Statements, Settled Cash table and Bloomberg market data. | included the S& P 500 in this analysis because
Merkin compared his funds to the S& P 500, and because Merkin collected a document that compared Madoff to
the S& P 500. Gabriel Capital Group Marketing Presentation, October 2008 (BS00041099 at 1105); Trustee EX.
363 (Comparing Promeo Manager Series B and the S& P500) (GCC-P 0393213-218).

1 StorQM Customer Statements, Settled Cash, Bloomberg market data.
%12 StorQM Customer Statements, Settled Cash, Bloomberg market data.
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11 bankruptcy protection during the summer of 2002 (to date had been the largest
bankruptcy ever filed), and the U.S. invasion of Irag during the winter of 2002-2003.3"
The S& P 500 performed similarly to the S& P 100 during these periods.

The fact that BLMIS s returns were impervious to periods of tremendous market stress
that resulted in significant losses to the S& P 100 and S& P 500 should have aerted
Merkin that Madoff was not executing the stated strategy. These consistent returns were
indiciaof fraud and should have prompted additional quantitative due diligence on the
purported execution of the strategy, including performance attribution, reverse
engineering and aphaanalysis. Asdiscussed in SectionsVI1.D.4, VI.B.2 and VI.B.1, due
diligence in these areas would have revealed significant red flags where the only

reasonabl e explanation was fraud.
b) Market Stress 2000-2002

The end of 2002 saw the end of athree-year period during which the stock market fell
dramatically while the Merkin BLMIS Accounts showed returns of over 45%.34
Between 1999 and 2002 the S& P 100 fell 43.9%, while the Merkin BLMIS Accounts
showed returns of 45.9%. The returns for the Merkin BLMIS Accounts and the returns
for the S& P 100 went in precisely the opposite direction over athree-year period,
creating an 89.8 percentage point variance (the difference between up 45.9% and down
43.9%). Thatis, if aninvestor held $100 in the Merkin BLMIS Accounts in December
1999, that $100 would have become approximately $146 by December 2002 (an increase

313

314

StorQM Customer Statements, Settled Cash, Bloomberg market data. See also Harrington Dep. 146:17-147:2,
October 1, 2013.

When performing comparisons of returns between and among funds and indices, it isindustry custom and
practice to use full year or full month returns, regardless of whether a fund’ s assets are invested in the market, in
treasuries, or inilliquid securities over the relevant time period. Investors are most interested in total returns,
which would include periods “in the market” as well as*“out of the market.” Comparisons of returns over long
periods of time between BLMIS and other funds or indices should not differentiate between when BLMIS was
“in the market” versus “out of the market,” asthat is not consistent with industry customs and practices. Some
basket-based analyses in this report, such as alpha analysis and scenario analysis pertain to just those periods
that Madoff was “in the market.”
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of 45.9%). Similarly, if an investor held $100 in the S& P 100 in December 1999, that
$100 would have become approximately $56 by December 2002 (a decrease of 43.9%).

304. Documentsin Merkin's possession show a similar acomparison of the Gabriel fund
(which included BLMIS account returns) against the S& P 500 from 1991 through
2006,*"® which shows that between 1999 and 2002 the S& P 500 fell 40.1%.

305. AsFigure 38 below shows, the end of 2002 saw the end of athree-year period during
which the S& P 100 fell by 43.9% and the S& P 500 fell by 40.1%, as compared to returns
for the Merkin BLMIS Accounts of 45.9%. The figure aso includes cumulative returns

for Treasury Bills, adefault risk-free investment.

315 BSD0527159.

38 Trystee Ex. 353 at 8 (Gabriel Capital Group presentation, April 2008); Merkin Dep. 99:4-25, February 24,
2015. While the Merkin BLMIS Accounts were purportedly invested in treasuries when not invested in the
market, contributions from treasuries would not account for the returnsin the Merkin BLMIS Accounts being
up almost 46 percent with the market down over 40 percent.
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Figure 38
Cumulative Annual Returns (Indexed at December 31, 1999=$100) st
Merkin BLMIS Accounts v. S&P 500, S&P 100 and 3-Month Treasury Bill
Performance of a Theoretical $100 Investment
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306. Figure 38 illustrates the cumulative declinesin the S& P 100 and S& P 500 and a
moderate cumulative increase in Treasury Bills for the three-year period ending in
December 2002, compared to the cumulative increases in the Merkin BLMIS Accounts.

307. Thisconsistent, inexplicable over-performance with respect to the S& P 100, the S& P 500

and Treasury Bills, over athree-year period, where global economic markets were down
substantially, was indicia of fraud. This should have alerted Merkin that Madoff was not
executing the Madoff SSC strategy to achieve his consistent returns and should have
prompted additional due diligence. The Madoff SSC strategy is exposed to market

37 Sources include StorQM Customer Statement, Settled Cash table (weighted average across Merkin accounts),
Bloomberg market data, Federal Reserve FRB H:15 Release. Monthly returns for Merkin are calculated using
the Modified Dietz method. The Modified Dietz method “[c]alculates a capital-weighted rate of return by
taking the exact length of time that cash flow is present in the portfolio. The major advantage of this method is

that it does not require daily calculation of the portfolio value.” Noél & and Veronique LeSourd, PORTFOLIO
THEORY AND PERFORMANCE ANALYSIS 40-41 (2003).
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movements within the strike range,**® and in such along, protracted downward move of
the market, it would be statistically improbable to achieve the result he achieved."

308. If the market experiences prolonged movement in either direction, it should have been
reflected in the returns of the Merkin BLMIS Accounts. The expected performance of
the Madoff SSC strategy in the face of a 40-44% drop in market values can be observed
through Gateway, a mutual fund that employed an SSC strategy similar in nature to the
Madoff SSC strategy. As Figure 39 illustrates, Gateway’ s performance over thistime
period was nowhere near the performance reflected in the statements for the Merkin

BLMIS Accounts and, in fact, was negative:*%°

¥8  The strike range i's the range between the put strike price and the call strike price. If the S& P 100 Index moves
up and down within this range (i.e., the collar) the Madoff SSC strategy should perform like the S& P 100 Index
and the options should have no impact on the performance of the Madoff SSC strategy.

Asan example, | performed alinear regression of simulated SSC returns on the S& P 100 from 1990 to 2000.
The beta of thisregression, or the investments’ dependence on market movement, is calculated to be 30%. This
means that subject to error, and manager ability, the strategy is expected to be down 30% as much as the
market’s decline. The standard error of the regression is too small to allow for such aradical divergence asthe
stated results.

30 As compared to the analyses above, where the S& P 100 and S& P 500 explained less than 30% and 5%,
respectively, of the change in returns for the Merkin BLMIS Accounts, the S& P 100 and S& P 500 explained
83% and 84%, respectively, of the change in Gateway’ sreturns. Thisresult is expected, as Gateway’s SSC
strategy was based on using stocks in the S& P 500 Index, and therefore should be more correlated to the return
of the S& P 500.

319
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Figure 39
Cumulative Monthly Returns (Indexed at December 31, 1999 = $100)***
Merkin BLMIS Accounts v. Gateway Based on a Theoretical $100 Investment

309. Thereturn for the Merkin BLMIS Accounts over this three-year period is also ared flag
because of its obvious and stark lack of correlation with the S&P 100. In a strategy that
was expected to be correlated to the S& P 100, results like these are indicia of fraud and a
red flag that Madoff was not implementing the strategy he said he was implementing
based on the returns he reported. Industry customs and practices would be to perform
additional quantitative due diligence on the purported execution of the strategy, including
performance attribution, reverse engineering and alpha analysis. Asdiscussed in
Sections VI.D.4, VI.B.2 and VI1.B.1, due diligence in these areas would have revealed
significant red flags where the only reasonable explanation was fraud.

3. Correlation Analysis

310. Asdiscussed abovein Section VI.B.2 | conducted reverse engineering to establish what
could have reasonably been expected from the Madoff SSC strategy. The analysis
incorporated S& P 100 Index prices and the exchange-traded put and call options.*? The

¥ Sources include StorQM Customer Statements, Settled Cash table, and Morningstar Direct Database.

%2 BLMIS purportedly purchased baskets of no less than 35 stocks in the S& P 100 Index; baskets which Madoff
claimed were on average 95% correlated with the S& P 100. Trustee Ex. 360 (Trading Authorization Directive,
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analysis further assumed that the put strike was 1% out-of-the-money and that the call
strike was 1% out-of-the-money.***

311. When the value of Madoff’s purported basket of 35 stocks was between the put and call

strike prices there should have been a strong correlation between Madoff’ s returns and
the S&P 100. One would expect a priori to see astrong correlation between Madoff’s
returns and the S& P 100 when the value of Madoff’s basket of 35 stocks was between the
put and call strike prices. Because of the manner in which the Madoff SSC strategy was
implemented, the returns should move in the same direction as the underlying stock that
is bought, or, when using baskets, the S&P 100 Index. In thisway the Madoff SSC
strategy should produce returns that are correlated (i.e., related from a statistical
perspective) to the returns of the underlying stock or the S& P 100 Index.

312. Per thereverse engineering analysis, BLMIS sreturns should have displayed a

correlation coefficient of more than 0.57 from December 1991 through November 2008.
However, the returns for the Merkin BLMIS Accounts displayed a correlation coefficient
of 0.32 during that period. Had this reverse engineering of the Madoff SSC strategy been
performed contemporaneously, it would have been clear that BLMIS's correlation with
the S& P 100 was less than the strategy would predict.®** (See Schedule 63 for an
indication of expected versus actual correlation for cumulative annual periods beginning

323

324

October 22, 2002) (GCC-SEC 0027370-381 at 380); UBPAMMERKINO0001711 at 711; Trustee Ex. 363
(GCC-P 0393148 and 3211). Accordingly, the correlation coefficient derived from reverse engineering of the
Madoff SSC strategy that incorporated a basket of the top 40 stocks rather than the entire S& P 100 would be
substantially similar.

According to the Trading Authorization Directive, BLMIS would buy put options no more than 3% out-of-the-
money, with no limitation on how far out-of-the-money the call options could be. Trustee Ex. 360 (Trading
Authorization Directive, October 22, 2002) (GCC-SEC 0027370-381 at 381). Asreflected on the customer
statements for the Merkin BLMIS Accounts, BLMIS purportedly bought and sold put and call options both less
than 3% out-of-the-money. On average puts were purchased 1% out-of-the-money, while calls were sold 1.2%
out-of-the-money.

Given how little Madoff’ s returns were correlated to the S& P 100, | am comfortable that my conclusion is
robust to any other set of reasonable assumptions (e.g., modeling Madoff’ s baskets to be 35 stocks,
incorporating different assumptions regarding the “ out-of-the-moneyness’ of the options purportedly transacted,
assessing different time periods, etc.).
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in 1992 and continuing through 2008.)

313. Thereturnsfor the Merkin BLMIS Accounts were entirely unrelated to what happened
with the S& P 100 over the Defendant Funds' 18 year investment history with BLMIS,
contradictory to the purported strategy.?* Regardless of whether the S& P 100 was up
(131 months) or down (87 months), the returns for the Merkin BLMIS Accounts were
consistently up. Figure 40 illustrates this stark difference between the reported monthly
returns for the life of the Merkin BLMIS Accounts and the S& P 100 returns.

Figure 40
Comparison of the Merkin BLMIS Accounts v. S&P 100 — Monthly Returns®?®
October 1990 to November 2008

Number of Months Merkin Merkin
Up Down
S&P 100 Up 131 128 3

S&P 100 Down 87 @ (6)

314. It should be noted that for two of the three months in which the Merkin BLMIS Accounts
were down while the S& P 100 was up, BLMIS was purportedly out of the market during
the days in which the market gained. The other month in which the Merkin BLMIS
Accounts were down while the S& P 100 was up (March 1991) was the result of a
speculative put option transaction (an OEX put option was bought in March and expired
worthlessin April). (See Section VI.A.4.b).

315. Thedisconnect between the reported returns for the Merkin BLMIS Accounts and the
S& P 100 is even more pronounced when comparing the basket returns for the Merkin
BLMIS Accounts with the S& P 100 returns over the basket time period:

35 The S& P 100 was also flat during one month over Defendant Funds' 18 year investment period with BLMIS. |
have categorized this month as an S&P 100 “up” month. The reported returns for the Merkin BLMIS Accounts
were up during this month.

36 sourcesinclude StorQM Customer Statements, Customer Ledgers, Settled Cash table and Bloomberg market
data
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Figure 41
Comparison of Merkin BLMIS Accounts v. S&P 100 — Basket Returns®*’
December 1991 to November 2008
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316. Thislack of correlation with the S& P 100 was indicia of fraud, ared flag that Madoff

was not implementing the strategy he said he was implementing based on the returns he

reported, and should have prompted additional quantitative due diligence on the
purported execution of the strategy, including performance attribution, reverse
engineering and aphaanalysis. Asdiscussed in SectionsVI1.D.4, VI.B.2 and VI.B.1, due
diligence in these areas would have revealed significant red flags where the only

reasonabl e explanation was fraud.

4. Perfor mance Attribution

317. Performance attribution is an analysisthat | performed (and is one that could have been
performed based on the customer statements and trade confirmations received by
customers such as the Defendant Funds).*® The purpose of this type of analysisisto
identify the source of excess performance (relative to a benchmark) delivered by an
investment advisor. Fund managers, in my experience, often conduct performance
attribution analyses on aregular basisin order to both to monitor the returns and to fully
understand whether the performance was achieved in a method consistent with the stated

¥ sourcesinclude StorQM Customer Statements, Customer Ledgers, Settled Cash table and Bloomberg market
data

38 guch analysis was performed on Madoff in 1991 for example, using monthly returns and a description of the
split strike strategy. Thorp Dep. 52:13-19, May 22, 2012.
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investment style(s).**

318. At the core of any investment strategy are the decisions made by the investment advisor.

| performed performance attribution on the purported profits of the Merkin BLMIS
Accounts to determine how the profits would have been generated, had they been actual
profits. The performance attribution shown in Figure 42 allocates the sources of return
for the purported profits of the Merkin BLMIS Accounts into five major categories for
the years 2000 through 2008, including: equity pricing, market timing, dividends, option
pricing, and aresidual amount that is unexplained.®° (See Schedule 66 for these
allocations annually from 2000 through 2008.)

329

330

CFA Institute, Alternative Investments, Risk Management, and the Application of Derivatives CFA Program
Curriculum, Level 111, Vol. 5, 80-81 (2014). Another key reason for performance attribution due diligence isto
detect any changes in investment style that are inconsistent with the stated trading strategy. See supra Section
VI.A.2.d).

Equity pricing is based on trading acumen (trading above or below the average price); market timing is based on
gains generated by determining when to enter and exit the market; dividends are based on gains made from
holding stocks that paid dividends; option pricing is based on trading acumen (trading above or below the
average price); and unexplained represents the returns that are not attributable to the other four categories.
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Figure 42
Performance Attribution of Excess Returns 2000-2008
Contribution of Major Categories to Merkin BLMIS Account Profit

331
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a) Equity Pricing (VWAP)

319. Inorder to track trade execution effectiveness, it is common practice for portfolio
managers to compare their transaction price against the VVolume Weighted Average Price
(“VWAP") for the respective stock. VWAP isatrading metric calculated by weighting

332 While amost impossible,

each transaction price by the volume for the transaction.
consistently buying below VWAP or selling above VWAP would result in substantial

excess returns.

320. AsFigure42illustrates, the single largest component of the purported returns, 58.5%,
comes from the purported trade execution being above or below the VWAP.3*® A

%! Sources include StorQM Customer Statements, Customer Ledgers, Settled Cash table and Bloomberg market
data. Excess Returnisthe return over and above the risk-free rate.

%2 \VWAP datais easily obtainable from any Bloomberg terminal and was publicly accessible to Fund Managers
like Merkin.

%3 Merkin Dep. 207:12-15, February 24, 2015.
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comparison of trading records for the Merkin BLMIS Accounts against VWAP for the
respective stocks over the period January 1996 to November 2008, shows that 81.3% of
purported buy transactions by share volume were executed below VWAP while 74.9% of

purported sell transactions by share volume were executed above VWAP.3*

Further, this analysis showed that, on average, BLMIS purportedly bought shares $0.39
per share below VWAP, while purportedly selling shares $0.30 per share above VWAP,
which contributed to the significant purported gains created by trading above or below
VWAP. These deviations from VWAP are significant in an industry where the industry
norm is to target trade execution at VWAP (meaning that one would expect 50% of
shares would be above VWAP and 50% would be below VWAP).

BLMIS s ability to purportedly buy below and sell above VWAP was not limited to a
few transactions. Rather, 57.9% of the purported returns for the Merkin BLMIS
Accounts were due to the consistent purchase and sale of stocks at most favorable prices.
AsFigure 43 illustrates, in some years, Madoff bought below VWAP and sold above
VWAP more than 80% of thetime. (See also Schedule 69 and Schedule 70.)

3% Thisanalysis was based on the Settled Cash table, StorQM customer statements and market data from

Bloomberg. Prior to September 2006, BLMIS did not explicitly identify commissions on customer statements.
The trade confirmations state that the trade price includes a commission of $.04 per share for equities.
Accordingly, | have adjusted the reported share prices prior to 2006 to adjust for commissions. See, e.g., Trade
Confirmation for Ascot Partners LP (Trade Date March 22, 2006) (BS00013594 at 594).
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Figure 43
Merkin BLMIS Accounts Percentage of Shares Bought Below or
Sold Above VWAP**®

323.  Given how many shares BLMIS purportedly traded just on behalf of the Merkin BLMIS
Accounts, the statistical probability of this happening isvirtually 0%. Buying below
VWAP and selling above VWAP with the same success as M adoff is comparable to
flipping a coin more than 2 billion times and getting heads 70-90% of thetime.®* Itis
reasonabl e to assume that the likelihood of any share purchased below VWAP on any
given day is 50%. The likelihood of buying 1.4 billion shares below VWAP out of 1.6
billion shares between 1996 and 2008 follows a binomia distribution. The calculated
probability for this outcomeis effectively 0.0%. BLMIS' s purported ability to buy and
sell at these levels with such consistency was a significant red flag and the only
reasonabl e explanation was fraud.

324. Looking at intraday prices of equities, on a minute-by-minute basis, helps explain why it

%5 sourcesinclude Settled Cash table and Bloomberg market data.

% There were over 1.6 billion shares purportedly bought and over 1.5 billion shares purportedly sold in the Merkin
BLMIS Accounts between 1996 and 2008. In total there were over 3 billion shares purportedly transacted.
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is almost impossible to execute at these prices.®*’ Comparing data for the Merkin BLMIS
Accounts for equities purportedly purchased at or near the daily low or at or near the
daily high to intraday dataillustrates that BLMIS could not have made these trades.>*®
For example, on October 7, 2003, BLMIS purportedly purchased 672,450 shares of
Exxon Mobil Corp., across three Merkin accounts, for $37.75 per share.**® Thelow
market price for the day was $37.74 per share.** Figure 44 illustrates the high and low
price for Exxon Mobil Corporation, by minute, on October 7, 2003.

337

338

339

Sources include Tick Data market data.

Thisanalysisis particularly informative because Madoff claimed at times to have executed large volumes of
trades in smaller amounts throughout the day (sometimes called “time slicing.”). To the extent that Madoff was
purportedly time dlicing, time dicing is typically not a source of alpha, nor isit designed to generate alpha. It
simply ensures that the trades are being executed at VWAP. 1t is a passive version of trading where the investor
is satisfied to execute at VWAP because the investor is not buying above or selling below VWAP. The fact that
Madoff’s execution is consistently better than VWAP is therefore inconsistent with the understanding that
Madoff was time dlicing. See UBPAMMERKINO0001711 at 1712; Merkin Dep. 201:12-203:1, February 24,
2015.

Share priceis adjusted for commissions of $0.04 per share. See supra Section VI.A.2.c)(1). Sourcesinclude
Settled Cash table and Bloomberg market data.

Sources include Bloomberg market data.
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Figure 44
Exxon Mobil Corporation (XOM) Share Price and Volume on October 7, 2003
Market vs. Merkin BLMIS Accounts®*

325. Asshownin Figure 44 above, the only time period where the range of share prices
included the purported Merkin price of $37.75, is between 10:09 AM and 10:20 AM.
During this 11 minute period, Merkin purportedly purchased 672,450 shares of Exxon
Mobil Corporation, while only 328,500 shares were traded in the market.

326. Similarly, on August 12, 2003, BLMIS purportedly sold 280,904 shares of American
International Group, across three Merkin accounts, for $63.25 per share, exactly at the

31 Sourcesinclude Settled Cash table and TICK Data market data.
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daily high market price.®** Figure 45 illustrates the high and low price for AIG, by
minute, on August 12, 2003.

Figure 45
AIG Share Price and Volume on August 12, 2003
Market vs. Merkin BLMIS Accounts®®

327. Asshownin Figure 45 above, the only time period where the range of share prices

%2 ghare price excludes commissions of $0.04 per share. Sources include Settled Cash table and Bloomberg
market data.

33 Sourcesinclude Settled Cash table and TICK Data market data.
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included the purported Merkin price of $63.25, is between 15:56 (3:56 PM) and 16:01
(4:01 PM). During this 5 minute period, BLMIS purportedly sold 280,904 shares of AlIG,
while only 102,300 shares were traded in the market.

BLMIS's purported purchase and sale of equities at volumes larger than the total daily
traded volume at the price reported by BLMIS was a significant red flag and the only

reasonabl e explanation was fraud.
b) Market Timing

Market timing, which could have contributed to the returns purportedly generated by
BLMIS, is shown in Figure 42 to have actually contributed very little (4.7%) to the
returns for the Merkin BLMIS Accounts.*** Madoff’s purported success at timing the
market (i.e., in the market when it goes up and out of the market when it goes down) does
not appear to be any better than if he had flipped a coin to determine when to enter and

exit the market.

| analyzed how the S& P 100 performed during the times when Madoff chose to enter and
exit the market (i.e., during each of the 84 baskets). Schedule 71 shows that out of the 84
baskets that Madoff purportedly entered into between December 1991 and November
2008, the S& P 100 was up only 45 times, or only 54% of the time.>*®* The other 46% of
the time (i.e., the mgjority of the time) Madoff entered and exited the market during a
time period when the S& P 100 fell. It isclear from the data that Madoff was not

successful at market timing.>*

34 Merkin Dep. 158:12-167:13, February 24, 2015; Autera Dep. 171:9-22, October 19, 2011; New York v. Ascot

Partners, LP et al., Merkin Dep. 150:11-19, July 1, 2010; N.Y.U. v. Ariel Fund Ltd. et al., Merkin Dep. 137:17-
22, February 9, 20009.

35 SeeFigure 41.
¥6  Given Madoff’s lack of success at market timing, Madoff was deriving little market timing benefit from any

black box/algorithm or potential order flow of the broker-dealer business that was part of BLIMS' s Proprietary

Trading Business. Merkin Dep. 159:7-18, 166:4-167:13, February 24, 2015
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C) Stock Picking

In addition to the analyses underlying Figure 42, | also considered whether the
performance in the Merkin BLMIS Accounts was aresult of “stock picking,” i.e., picking
stocks within the S& P 100 that performed better than others. | reviewed the returns of
the stocks in each basket in the Merkin BLMIS Accounts as compared to the returns of
the S& P 100 over the purported investment period for each basket, and found that

Madoff was no better at “ stock picking” than he was at market timing. The stocksin only
17 out of 52 baskets (i.e., 33%) outperformed the S& P 100. (See Schedule 72.)

5. Scenario Analysis. Greater than the Maximum

Consistent with due diligence customs and practices, | also performed scenario analysis
on the Merkin BLMIS Accounts. Scenario analysisis acomparison of the potential
ranges of outcomes associated with the implementation of a specific set of trades (e.g.,
following a particular strategy) to the actual results from executing the strategy. Any
deviation from the range of possibilities would be ared flag that the investment advisor

was not implementing the stated strategy.

Beginning in 1991, The Madoff SSC strategy utilized baskets, representing the
simultaneous purchase of stocksin the S& P 100, sale of call options on the S&P 100
Index, and purchase of put options on the S& P 100 Index. The strike price for each
option provides constraints on the possible range of returns at the initiation of each trade,
i.e.,, the collar. Thedownsideislimited by the put option strike price, and the upsideis
limited by the call option strike price.*

To execute my scenario analysis, | calculated the hypothetical minimum and maximum
returns for a given trade using the strike prices.>*® The following analysis concerns
account 1A0058 (Ascot) where 83 basket trades occur over a 16 year period (1993-

#7 Jesselson v. Merkin, Hearing Transcript 691:11-692:25, September 13, 2011.
38 New York v. Ascot Partners, L.P. et al., Merkin Dep. 115:16-116:12, July 1, 2010.
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2008).3* Because the Madoff SSC strategy purportedly used a basket of S& P 100 stocks
that was highly correlated with the S& P 100, my analysis uses the daily S& P 100 Index

price as a proxy for the basket of stocks.**°

Calculating minimum and maximum returns first required establishing the baskets on
which | would perform the analysis. After reviewing the purported trading history, |
eliminated baskets where the equity position size increased or rollover occurred, i.e., the
options expired, over the life of the basket. *** Based on this requirement, | eliminated 67
of the 83 baskets. The remaining 16 “simple” baskets were entered into over afew days,
with different strike prices on the options and different prices for the equity securities.
Therefore, for each basket in my analysis | used the share-weighted average price for the
S& P 100 Index, and the share-weighted average strike prices for the call and put

options.*?

Figure 46 illustrates the hypothetical minimum returns, hypothetical maximum returns,
and returns purportedly generated for Ascot’s BLMIS account for the 16 simple baskets.
The vertical lines represent the range of the minimum and maximum returns while the

triangles represent the returns purportedly generated for Ascot’s BLMIS account.

39 Trustee Ex. 363 (GCC-P 0393600-607); MF00435941; In re Madoff Charities Investigation, Merkin Dep.
91:17-93:9, 103:8-14, January 30, 2009.

%0 Trystee Ex. 360 (Trading Authorization Directive, October 22, 2002) (GCC-SEC 0027370-381).

351

A rollover occurs when options expire before the basket of stocksis sold (i.e., the basket is unwound), and new

options are purportedly purchased to replace the expiring options.

352

| calculated hypothetical returns as the difference between the weighted strike prices and the weighted equity

price multiplied by the number of underlying S& P 100 Index shares, less the net cost of the option proceeds.
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Figure 46
Hypothetical Minimum, Hypothetical Maximum and Ascot’s Reported Returns®*®
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337. AsFigure46illustrates, 14 out of the 16 baskets have reported returns outside of the
hypothetical minimum-maximum range. These baskets were not concentrated in any
particular time period, but rather occurred over time between 1998 and 2008.%**
Madoff’s purported ability to generate returns outside of the hypothetical range of
possibilities was further evidence that he was not executing the Madoff SSC strategy.
This should have prompted additional quantitative due diligence on the purported
execution of the strategy, including performance attribution, reverse engineering and
alphaanalysis. Asdiscussed in SectionsV1.D.4, VI.B.2 and VI.B.1, duediligencein
these areas would have revea ed significant red flags where the only reasonable

explanation was fraud.

%3 sourcesinclude Settled Cash table and Bloomberg market data.

%4 There was one simple basket in 1998, three in 2000, two in 2001, one in 2002, three in 2003, two in 2004, and
four in 2007.
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E. Price

338. Thefeescharged by an investment advisor are key components of the investment
management process.>> Fees for investment advisors typically consist of management
fees and/or performance fees. It is both customary and essential that the compensation
structure be created in away so asto align the interests of the advisor and the Fund
Manager.

1 BLMIS s Operational and Fee Structures Were Atypical

339. Based on my experience, BLMIS's operationa structure was atypical, suspicious, and
inconsistent with industry customs and practices. Though often compared to a hedge
fund,**° BLMIS did not technically fit the model of a hedge fund, amutual fund, or any
other traditional investment advisory model. Madoff chose to run hisinvestment
advisory operation through the use of what are called managed accounts, where each
client received their own account number, customer statements, trade confirmations, and

any other account-related communications.®’

340. One of the primary benefits of a managed account isthat it offers customers a high
degree of customization and transparency. That is, the investment advisor, or money
manager, has the ability to customize an investment strategy for a particular client. Asa
result, different managed accounts typically have different strategies, each reflecting the
risk profile of the client. However, the Madoff SSC strategy was not customized to the
individual customers. Madoff purportedly implemented the same strategy across
multiple BLMIS investment advisory accounts, including the Merkin BLMIS

#°  See, eg., E-mail from Merkin to Rick Annis, et. al, September 7, 2005 (BS00224244).
%6 Jesselson v. Merkin, Hearing Transcript 388:2-5, September 13, 2011.
%7 Trustee Ex. 363 (GCC-P 0393127).
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Accounts.>®

341. Itishighly inefficient for an investment advisor following the same investment strategy

across multiple accounts to implement the strategy using managed accounts instead of a

pooled account®®

or afund structure. For example, the operational execution of the
Madoff SSC strategy was made more challenging and more costly by the use of managed
accountsinstead of afund structure. Because of how the strategy was purportedly
executed, numerous documents were created and mailed throughout the year.
Considering trade confirmations alone, BLMIS would have generated over 11,000 trade
confirmations per year between 2004 and 2008 totaling over 55,000, assuming 23
customers and 5 baskets a year of 47 stocks.*® Assuming this level of activity over aten

year period doubles the number to over 110,000 trade confirmations.

342. BLMIS could have avoided printing and sending tens of thousands of trade confirmations

had a fund structure been adopted for purposes of executing the strategy. Asaresult,
BLMIS incurred significantly more administrative costs than if it had been structured as a
fund. By choosing not to use a collective vehicle structure, like a hedge fund or mutual
fund, BLMIS incurred significant additional operational costs and denied BLMIS the
economic benefit of economies of scale, ever-present in the investment management
industry.®*" The fact that Madoff employed an operational structure that is significantly
more costly than industry norms (costs borne by BLMIS and not customers) was

suspicious and ared flag because it isinconsistent with industry customs and practices.

358

359

360

361

Trustee Ex. 363 (GCC-P 0393600-607); MF00435941; In re Madoff Charities Investigation, Merkin Dep.
91:17-93:9, 103:8-14, January 30, 2009.

A pooled account is a collection of individual accounts administered as one account.

BLMIS s ADV form from 2008 indicated 23 customers. SEC Form ADV, Bernard L. Madoff Investment
Securities, January 7, 2008 (PUBLI1C0003834 at 840). Between 2004 and 2008 the Merkin BLMIS Accounts
averaged 5 baskets per year and 47 stocks per basket. 11,000 = [ 47(stocks) + 2(options) | * 2 (buy and sell) * 5
(baskets) * 23 (customers).

See Trustee Ex. 363 (Transcript of Conversation Between Madoff and Merkin, January 14, 2002) (GCC-P
0393369); Merkin Dep. 480:19-481:12, February 25, 2015.
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343. Further, while BLMIS' s operational structure was significantly more costly than a
traditional fund structure, the fees that BLMIS purportedly collected were significantly
lower than those that would have been charged in atraditional fund structure. An
investment advisor like BLMIS would typically charge both management and incentive
fees, while BLMIS only charged transaction fees. BLMIS sfee structure was an extreme
departure from industry customs and practices.

344. Hedge fundstypicaly charge two types of fees for managing aclient’s assets:
management fees and performance fees.** The management fees compensate advisors
for managing the portfolio. The performance fees compensate the advisor for successful
performance. Feesincurred by the advisor to pay broker-dealers for trading securities, as
well as other expenses, are either charged to investors directly, or can be recovered

through management fees.

345. A common industry fee structure for an investment advisor is the “1-and-20" structure,
consisting of a management fee of 1% of AUM and a performance fee of 20% of
profits.3 This fee structure typically varies depending on an advisor’s experience and
customer “demand” to “get in on” aparticular fund. Profits can consist of actual net
profits for the relevant period or profitsin excess of a certain benchmark over the
relevant period, such as the London Interbank Offer Rate (“LIBOR”).

346. BLMIS, however, did not charge any fees based on AUM or on performance. Instead,
BLMIS merely charged a commission for executing trades. This was the only fee that

was supposedly charged to customers.***

While this transaction based, commission-only
structure is consistent with services provided by simple broker-dealers, BLMIS was

serving customers, including the Defendant Funds, as an investment advisor, not a

%2 John C. Hull, Options, Futures, and Other Derivatives 9 (Prentice Hall: New Jersey, 6th Edition 2006).
Jesselson v. Merkin, Hearing Transcript. 388:2-5, September 13, 2011.

%3 Harrington Dep. 94:16-20, October 1, 2013.
%4 Madoff charged nothing for his strategy/investment management services.
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broker-dealer, and this fee structure is smply not used by investment advisors. One
reason, among others, is that charging fees in this manner can lead to a conflict of
interest. If an investment advisor is compensated based on the number of transactions, it
creates an incentive for more frequent trading without necessarily maximizing returns

(i.e., “churning”).

Additionally, approximately 95% of investment advisors registered with the SEC are not
broker-dealers.*® None of these investment advisors would ever make any money if they
only charged fees to cover the trade commissions charged to them by broker-dealers for
executing trades. To the extent that BLMIS was only recovering the trade commission

costs, BLMIS was not generating any profit as an investment advisor.

348. BLMIS sfeestructure was ared flag because it was inconsistent with industry customs

349.

and practices.

2. Commissions vs. Feesunder 1-and-20 Fee Structure

BLMIS reportedly charged commissions of $0.04 per share for equities and $1.00 per
contract for options.**® From 1990 to September 2006, the commissions were reflected
directly in the reported share prices.*®’ After BLMIS registered as an RIA in September
2006, the commissions are reflected directly on BLMIS customer statements and trade
confirmations. On the customer statements the charge of $0.04 per share for equitiesis

rounded down to the dollar for each transaction and excludes shares in treasuries or

365

366

367

U.S. Securities and Exchange Commission, Study on Investment Advisers and Broker-Dealers (January 2011).
The percent of investment advisors who are not registered with the SEC and are also not broker-dealersis likely
even higher than 95%.

Trade Confirmation for Ascot Partners LP (account number 1-A0058-3) (Trade Date October 24, 2006) (GCC-
P0515226 at 226); Trade Confirmation for Ascot Partners LP (account number 1-A0058-4) (Trade Date
October 24, 2006) (GCC-P0515290); BLMIS Trade Confirmation for Ascot Partners LP (account number 1-
A0058-4) (Trade Date April 18, 2008) (BS00008481 at 481).

Prior to September 2006, BLMIS did not identify commissions on customer statements. However, the trade

confirmations state that the trade price includes a commission of $.04 per share for equities. For thisanalysis, |
have assumed that options were treated the same way prior to 2006 with a commission of $1.00 per contract.
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350.

351.

352.

money markets.

Applying this commission structure to the purported trades in the Merkin BLMIS
Accounts, the Defendant Funds would have been charged approximately $139 millionin
commissions to BLMIS between 1996 and 2008, with average annual commissions
during this period of approximately $10.7 million per year. This equatesto
approximately 0.8% of average AUM over thistime period.**® Thiswas significantly
less than atypical investment advisor would have charged had a more typical fee
structure been in place. For example, the Defendant Funds paid fees of 1% of net capital
and 10% of profits in excess of a benchmark to Cohanzick for managing assets for
Gabriel.** This fee structure is significantly more than the 0.8% of average AUM paid
by the Defendant Fundsto BLMIS.

If BLMIS had utilized a“1-and-20" fee structure, the Defendant Funds would have paid
annual management fees of 1% of AUM and performance fees of 20% of annual net
gains. A “1-and-20" fee structure would have been typical and was, for example, what
Ariel and Gabriel charged their investors.*”

Assuming this 1-and-20 fee structure, the Defendant Funds would have paid BLMIS an
average of $37.7 million in fees per year, totaling $490.6 million between 1996 and
2008.3* Figure 47 highlights the fees that the Defendant Funds could have been paying

under adifferent fee structure.

368

Only 7 of the 2,852 (0.2%) funds in the BarclayHedge database with an investment strategy categorized as

either (i) equity market neutral; (ii) equity long/short; or (iii) equity long-bias charged a management fee of less
than 1% with no performance fee.
39 «Term Sheet between Gabriel and Cohanzick — August 9, 2002” (signed August 12, 2002) (BS00305554 at 55).

37 New York v. Ascot Partners, LP et al., Merkin Dep. 18:3-16, March 3, 2010; Gabriel Capital Group Marketing
Presentation (October 2008) (BS00041099 at 1116).

371

Sources include StorQM Customer Statements.
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Figure 47
Commissions vs. Fees under 1-and-20 Fee Structure®”?
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353. On average, the Defendant Funds paid $27 million less per year under the commission
fee structure than they would have paid under atypical 1-and-20 structure. The fact that
BLMIS passed on $351.2 million (i.e., $490.6 less $139.5)%% in fees from the Defendant
Funds alone was suspicious and ared flag because it was inconsistent with industry
customs and practices.

F. DueDiligence Triggers

354. Asdiscussed abovein Section V.A.2, once invested, ongoing/monitoring due diligence
should include both proactive due diligence and reactive due diligence. All of the
proactive and reactive due diligence analyses discussed above in the Five Ps would have

372 sources include StorQM Customer Statements.

33 Thisdifferenceis not net of expenses. With atraditional fund structure, such asamutual fund or hedge fund,
many administrative and operational expenses would be paid for by fund assets. Therefore, if BLMIS had used
afund structure, the difference net of expenses would have been greater.
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been appropriate as part of ongoing/monitoring due diligence on the Merkin BLMIS
Accounts. Additionally, due diligence triggers occur when information from a third-
party raises concerns about a particular investment. It is custom and practice for Fund
Managers to perform due diligence when due diligence triggers arise that cast doubt on a

particular investment.

The following due diligence triggers are examples of when information was shared
regarding BLMIS and the Madoff SSC strategy that, consistent with industry customs
and practices, would have caused a Fund Manager invested with BLMIS to perform
additional due diligence.

1. I ssues Raised by Colleagues and Investors

Anytime new issues are raised by colleagues or investors that relate to concerns about an
investment advisor, it isindustry custom and practice for the Fund Manager to perform
due diligence, to the extent not already performed. The due diligence is necessary to
ensure that the Fund Manager continues to be comfortable with where they have placed
investor assetsin light of the new information. If theindividual sharing the information
istrusted or valued by the Fund Manager, the Fund Manager may perform due diligence
regardless of whether any prior comfort had been reached regarding the specific concern.
As discussed above, due diligence is a continuing activity that should be performed

throughout the life of an investment.

The following are two examples where issues were raised by a colleague and an investor
in the Defendant Funds.

a) Victor Teicher

Victor Teicher was a portfolio manager who managed assets for Ariel and Gabriel, and
he testified that as early as 1992/1993 he discussed with Merkin the consistency of
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Madoff’ s returns and “felt that [what Madoff was doing] was just not possible.” 3"
Teicher suggested to Merkin that he should not invest with Madoff and reiterated these
concerns to Merkin over the years.3”® Teicher discussed with Merkin that “the Madoff
track record didn’t sound right, didn’t smell right.”3"® Another concern Teicher raised
was that Madoff self-cleared, which left “room for misrepresentations,” noting that
“[t]here have been cases in the past that were frauds that the people were self-
clearing.”3"" A concern that Teicher may have raised with Merkin was that “there’s no
check that...what you' ve been told has been done has actually been done.”3® In addition,

Teicher mentioned to Merkin the issue of delayed trade confirmations.®”

Had information such as this been shared in 1993, for example, it would have been
industry custom and practice to perform due diligence related to the concerns, to the
extent not already performed. For example, by the end of 1993, due diligence consistent
with industry customs and practices, as discussed above within the Five Ps framework,
would have revealed the following red flags related to the Merkin BLMIS Accounts.

(D) Process

e Impossible Option Volume: By the end of 1993, there had already been 21
unique call transactions and 22 unique put transactions purportedly traded across
the Merkin BLMIS Accounts that exceeded the total market volume traded that
day, representing approximately 18% and 17%, respectively, of the unique call

374

375

376

377

378

379

N.Y.U. v. Ariel Fund Ltd. et al., Teicher Dep. 40:25-41:15, February 9, 2009; Teicher Dep. 51:1-52:10, October

29, 2013; Mayer Dep. 64:14-65:4, October 11, 2011. E-mail from Reid Nagle of SNL Investorsto Beth

Kaswan ,January 9, 2009 (BS00037818 at 818) (Teicher reportedly “told anyone who would listen...that Madoff

was afraud.” ).

Teicher Dep. 108:21-109:7, October 29, 2013; N.Y.U. v. Ariel Fund Ltd. et al., Teicher Dep. 42:21-43:7, 48:6-
12, February 9, 2009.

Teicher Dep. 109:2-7, October 29, 2013; see also Teicher Dep. 51:6-8, October 29, 2013.

N.Y.U. v. Ariel Fund Ltd. et al., Teicher Dep. 44:18-45:7, February 9, 2009; see also Teicher Dep. 111:22-
113:15, October 29, 2013.

N.Y.U. v. Ariel Fund Ltd. et al., Teicher Dep. 45:2-7, February 9, 2009.
N.Y.U. v. Ariel Fund Ltd. et al., Teicher Dep. 49:13-16, February 9, 20009.
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and put transactions purportedly traded for the Merkin BLMIS Accounts to that
point.

e Out-of-Range Trades. By the end of 1993, there had been 124 equity
transactions and 152 option transactions across the Merkin BLMIS Accounts that
reported prices outside of the daily price range.

e Unexplained Exposureto Market Risk: By the end of 1993, on at least 82
occasions, statements for the Merkin BLM IS Accounts had reflected changes to
the basket of equities purportedly purchased for the Merkin BLMIS Accounts, but
failed to reflect corresponding changes to the options used to hedge the equity
position.

o StyleDrift: Madoff counter-intuitively switched from a single stock Madoff SSC
strategy to a basket-based Madoff SSC strategy.

e ServiceProviders: BLMIS was its own broker-dealer, custodian and
administrator and did not use a well-known, well-established, and well-equipped
auditor, creating an opportunity for fraud.

e Investor Communications: BLMIS' s trade confirmations and customer
statements were inconsistent with industry customs and practices.

(2 Portfolio

e AlphaAnalysis. BLMIS s monthly returns through the end of 1993generated an
R-Squared of 0.02, indicating that changes in the S& P 500 only explain 2% of the
change in Madoff’ s returns, despite the fact that the Madoff SSC strategy should
be highly correlated to the S& P 500. BLMIS' s monthly returns generated an
alphaof 1.50%, meaning that on average the Merkin BLMIS Accounts are
generating areturn of 1.50% regardless of the returns generated by the S& P 500.
Thet-stat for the analysisis 10.56, indicating that Madoff generates a return of
1.50% (i.e., the alpha) with virtua certainty.

3 People

e Excessive Concentration of Duties. BLMIS exhibited an excessive
concentration of duties.

e Lack of Credentials: BLMIS had alimited number of personnel, with no
advanced education or training, purportedly implementing a multi-billion dollar
investment strategy.
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e Lack of Disclosures/Transparency: BLMIS lacked typical
disclosures/transparency provided by investment advisors.

b) Joel Ehrenkranz

It isindustry custom and practice to perform additional due diligence when information
received from an industry colleague, investor, and Fund Manager raises new concerns

about an investment.

For example, in 1995, a Merkin investor and Fund Manager, Joel Ehrenkranz, testified
that he redeemed his fund’ sinvestment in Ascot because “the stability of the returns
began to belie any understanding of how it was possible to achieve.”** Ehrenkranz had
also met with Madoff and Merkin in the early 1990s regarding a potential investment
directly with BLM1S.%¥" Ehrenkranz stated that one concern he had at the meeting was
the lack of independent verification at BLMIS, stating “where’ s the independent
verification?’®? Madoff would not offer the independent verification, and Ehrenkranz
did not invest directly with BLMIS.%*

Typica industry customs and practices, upon investors redeeming and citing disbelief in
returns, would have been to conduct additional due diligence into BLMIS and Madoff.

Had additional due diligence been performed in 1995, certain red flags discussed above
in the Five Ps would have been observed. For example, by 1995 the following concerns

would have been evident with additional due diligence.

380

381

382

383

Ehrenkranz Dep. 64:22-65:18, March 20, 2014.
Ehrenkranz Dep. 43:6-44:1, March 20, 2014.
Ehrenkranz Dep. 48:4-12, March 20, 2014.

Ehrenkranz Dep. 52:14-19, March 20, 2014. Ehrenkranz stated that he eventually became comfortable with
investing with Ascot (before redeeming in 1995) because Merkin told Ehrenkranz that Merkin's firm would
handl e the trade verification. Ehrenkranz Dep. 58:14-20, March 20, 2014.



09-01182-smb Doc 376-9 Filed 05/10/17 Entered 05/10/17 20:53:31 Exhibit 9

Pg 165 of 178
Expert Report of Dr. Steve Pomerantz

Section VI: OPINION NO. 2
Page 155 of 167

Q) Process

e Impossible Option Volume: By the end of 1995, there had already been 25
unique call transactions and 25 unique put transactions purportedly traded across
the Merkin BLMIS Accounts that exceeded the total market volume traded that
day, representing approximately 12% and 12%, respectively, of the unique call
and put transactions purportedly traded for the Merkin BLMIS Accounts to that
point.

e Out-of-Range Trades. By the end of 1995 there had been 265 equity transactions
and 247 option transactions across the Merkin BLMIS Accounts that reported
prices outside of the daily price range.

e Unexplained Exposureto Market Risk: By the end of 1995, on at least 141
occasions, statements for the Merkin BLMIS Accounts had reflected changes to
the basket of equities purportedly purchased for the Merkin BLMIS Accounts, but
failed to reflect corresponding changes to the options used to hedge the equity
position

o StyleDrift: Madoff had counter-intuitively switched from a single stock SSC
strategy to a basket based SSC strategy.

e Speculative Options: By the end of 1995, on at |east 56 separate occasions,
option transactions were used solely to generate a profit and not to hedge any
equity transactions. These speculative option trades generated approximately
$6.7 million in profit and represented approximately 10.5% of the total dollar
returns.

e ServiceProviders: BLMIS was its own broker-dealer, custodian and
administrator and did not use a well-known, well-established, and well-equipped
auditor, creating an opportunity for fraud.

e Investor Communications: BLMIS' s trade confirmations and customer
statements were inconsistent with industry customs and practices.

2 Portfolio

e AlphaAnalysis. BLMIS s monthly returns through the end of 1995 generated an
R-Squared of 0.04, indicating that that changesin the S& P 500 only explain 4%
of the change in Madoff’ s reported returns, despite the fact that the Madoff SSC
strategy should be highly correlated to the S& P 500. BLMIS' s monthly returns
generated an alpha of 1.41%, meaning that on average the Merkin BLMIS
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Accounts are purportedly generating areturn of 1.41% regardless of the returns
generated by the S& P 500. Thet-stat for the analysisis 12.28, indicating that
Madoff purportedly generates areturn of 1.41% (i.e., the alpha) with virtual
certainty

3 People

Excessive Concentration of Duties: BLMIS exhibited an excessive
concentration of duties.

Lack of Credentials: BLMIS had alimited number of personnel, with no
advanced education or training, purportedly implementing a multi-billion dollar
investment strategy.

Lack of Disclosures/Transparency: BLMIS lacked typical
disclosures/transparency provided by investment advisors.

4 Performance

Correlation Analysis: From December 1991 through 1994, the reported returns
for the Merkin BLMIS Accounts displayed a correlation coefficient with the S& P
100 of 0.60, dramatically less than the expected correlation of 0.92.

2. Negative Press Coverage

In May 2001, two articles were circulated that questioned the legitimacy of BLMIS's
returns.®®* While media publications are routinely reviewed in the industry, and can
create headlinerisk (i.e., the risk that a story will spread throughout various media
publications, and negatively impact the investment advisor), news stories are not indicia
of fraud in and of themselves. Nevertheless, when articles like these are published,

industry customs and practices are that additional due diligence be conducted.

Thefirst article was published in May 2001 in MAR/Hedge titled “Madoff tops charts,

3 Merkin testified that he read both of these articles. New York v. Ascot Partners, LP et al., Merkin Dep. 348:25-
329:11, March 4, 2010.
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skeptics ask how.”3* Highlights from the article include, but are not limited to, the

following:

e Madoff is supposedly running one of the largest and most successful hedge fundsin
the world, based on historical returns;**°

e Theopinions of adozen industry professionals indicate that the Madoff SSC strategy
would not produce the degree of returns Madoff purportedly attained in the early
1990s to 2001. A few reasons included: (i) the fact that Madoff’ s returns had little to
no volatility compared to firms that implemented a similar trading strategy; (ii)
Madoff seemed to consistently be able to “time the market” perfectly; and (iii) not
one person or firm was able to duplicate his strategy (including Gateway, a mutual

.387

fund following an SSC strategy);™" and

e A few of the contacted experts claimed Madoff must have been using financial
instruments outside of the S& P 100—or something different than what Madoff
customers, including the Defendant Funds, were being told.

e Madoff also explained his strong returns by citing alow-to-no fee structure, stating
that BLMIS was “just happy” to make trading commissions.

365. Around the same time period Merkin received another article covering similar red flags

related to BLMIS, this one published in Barron’s and titled “Don’t Ask, Don’'t Tell:

Bernie Madoff is so secretive, he even asks his investors to keep mum.”*® Highlights

385

386

387

388

Trustee Ex. 363 (Michael Ocrant, Madoff Tops Charts; Skeptics Ask How, MAR/HEDGE, May 2001) (GCC-P
0393336-339).

Trustee Ex. 363 (Michael Ocrant, Madoff Tops Charts; Skeptics Ask How, MAR/HEDGE, May 2001) (GCC-P
0393336-339). The article noted that although Madoff did not provide the amount of Assets Under
Management (AUM) in hisfund, he did not dispute that the AUM was around $6 - $7 billion as of 2001.

Trustee Ex. 363 (Michael Ocrant, Madoff Tops Charts; Skeptics Ask How, MAR/HEDGE, May 2001) (GCC-P
0393336-339).

Trustee Ex. 363 (Erin Arvedliund, Don’t Ask, Don’t Tell: Bernie Madoff is so secretive, he even asks his
investorsto keep mum, BARRON'S, May 2001) (GCC-P 0393344-345). Victor Teicher also discussed thisarticle
with Merkin “right away,” highlighting concerns regarding Madoff’s secrecy. Teicher Dep. 132:14-133:22,
October 29, 2013.
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from the article include, but are not limited to:

BLMIS had been averaging returns of 15% per year for more than a decade and never
had a down year. When Madoff was asked how he accomplished such afeat, he
stated “[i]t'sa proprietary strategy. | can't gointo it;”

Certain industry professionals responded to BLMIS' s remarkabl e returns by
suggesting that Madoff’s market-making operation “ subsidizes and smooths
[Madoff’s] hedge-fund returns.” The article explained the way in which this could
occur, stating that Madoff’ s broker-dealer “ stands in the middle of a tremendous river
of orders.” However, if Madoff’s broker-dealer were trading securities ahead of its
clients that would have been front-running, which would have been a fraudulent
operation;

Three options strategists at major banks could not understand Madoff’s returns viathe
Madoff SSC strategy. A former Madoff customer is quoted as saying that any
“seasoned hedge fund investor knows the split-strike strategy is not the whole story;”
and

Madoff’srefusal to charge fees for his money management services or fees on money
he managed in private accounts remained a mystery.

Typica industry customs and practices, upon reading these articles, would have been to
conduct additional due diligenceinto BLMIS and Madoff to understand whether the

concerns raised in the articles were cause for pulling investments from BLMIS. Had

additional due diligence been performed in 2001 certain red flags discussed above in the

Five Pswould have been observed. For example, by May 2001 the following concerns

would have been evident with additional due diligence.

a) Process

e Impossible Option Volume: By May 2001, there had aready been 101 unique
call transactions and 66 unique put transactions purportedly traded across the
Merkin BLMIS Accounts that exceeded the total market volume traded that day,
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representing approximately 23% and 16%, respectively, of the unique call and put
transactions purportedly traded for the Merkin BLMIS Accounts to that point.

e Out-of-Range Trades. By May 2001, there had been 501 equity transactions and
299 option transactions across the BLMIS Merkin Accounts that reported prices
outside of the daily price range on the.

e Unexplained Exposureto Market Risk: By May 2001, on at least 230 occasions,
statements for the Merkin BLMIS Accounts had reflected changes to the basket of
equities purportedly purchased for the Merkin BLMIS Accounts, but failed to
reflect corresponding changes to the options used to hedge the equity position.

e StyleDrift: Madoff had counter-intuitively switched from a single stock SSC
strategy to a basket based SSC strategy.

e Speculative Options: By May 2001, on at least 120 separate occasions, option
transactions were used solely to generate a profit and not to hedge any equity
transactions. These speculative option trades generated approximately $20.0
million in profit and represented 4.1% of the total dollar returns.

e ServiceProviders: BLMIS wasits own broker-dealer, custodian and
administrator and did not use a well-known, well-established, and well-equipped
auditor, creating an opportunity for fraud.

e Investor Communications: BLMIS's trade confirmations and customer
statements were inconsistent with industry customs and practices.

b) Portfolio

e AlphaAnalysis: BLMIS' s baskets for the year 2001 generated an R-Squared of
0.32, indicating that that changesin the S& P 100 only explain 32% of the change
in Madoff’ s reported returns, despite the fact that the Madoff SSC strategy should
be highly correlated to the S& P 100. BLMIS's baskets generated an a pha of
3.15%, meaning that on average the Merkin BLMIS Accounts are purportedly
generating areturn of 3.15% regardless of the returns generated by the S& P 100.
The t-stat for the analysisis 9.67, indicating that Madoff purportedly generates a
return of 3.15% (i.e., the alpha) with virtual certainty.

C) People

e EXxcessive Concentration of Duties: BLMIS exhibited an excessive
concentration of duties.
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e Lack of Credentials: BLMIS had alimited number of personnel, with no
advanced education or training, purportedly implementing a multi-billion dollar
investment strategy.

e Lack of Disclosures/Transparency: BLMIS lacked typical
disclosures/transparency provided by investment advisors.

d) Performance

e Peer Analysis: By May 2001, the Merkin BLMIS Accounts had purportedly
outperformed every fund in the Hedge Fund Peer Group for the 10 year period
ending 2000.

e Market Stress: The Merkin BLMIS Accounts purportedly outperformed the
market in periods of market stress, including the 1998 Long Term Capital
Management loss and the 2001 Tech Bubble Burst.

e Corréation Analysis. From December 1991 through April 2001, the reported
returns for the Merkin BLMIS Accounts displayed a correlation coefficient with
the S& P 100 of 0.40, dramatically less than the expected correlation of 0.63.

o VWAP: Between January 1996 and April 2001, 75.9% of purported buy
transactions by share volume were executed below VWAP and 69.0% of
purported sell transactions by share volume were executed above VWAP. On
average, BLMIS purportedly bought shares $0.70 per share below VWAP, while
it purportedly sold shares $0.62 per share above VWAP, which contributed to the
significant gains created by trading above or below VWAP.

e Performance Attribution: For the year 2000, the contribution from market
timing in the purported basket returns was negative 29.5%, meaning that the
returns were negatively impacted by Madoff’ s decisions when to enter and when
to exit the market.

e Scenario Analysis. By May 2001, 2 of BLMIS' s baskets had reported returns
outside of the hypothetical minimum-maximum range.

€) Price

e Commissionsvs. Fees Under 1-and-20 Fee Structure: By May 2001, M adoff
had |eft at least $72.2 million on the table by purportedly charging only
commissions rather than atypical 1-and-20 fee structure, one of thered flags
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highlighted in the Barron’s article.

3. Operational Failuresat Other Funds

In connection with ongoing due diligence, and consistent with typical industry due
diligence practices, when it is identified that specific operational failures at other funds
facilitated fraud, additional due diligence should betriggered. Typically, investors will:
(2) check al of their investments to determine any exposure to the specific fraud; and (2)
review their entire investment portfolio to determine whether any of their investments
exhibit similar operational failures. Over the course of the Defendant Funds' investments
with BLMIS there was one fraud in particular, a Ponzi scheme, that was revealed and
should have prompted Merkin to perform due diligence, due to the similarities between
thisfund and BLMIS.

In 2005 the Bayou Fund (“Bayou”) was exposed as a Ponzi scheme. When Bayou
collapsed there was significant coverage of the event, including discussions of the red
flags associated with Bayou. For example, Merkin circulated (or had circulated to him)
Bayou-related documents including: (i) areport by an investment management firm
addressing red flags; (ii) articles addressing the need for due diligence, referencing
Bayou; and (iii) communications from other investment managers who were invested

with Bayou.®*

Within days of Bayou being revealed, Merkin circulated alist of “Issues we should be
asking each of our money managers.”** Thislistincluded: (i) “Clearing firm;” (ii)

39 Hennessee Group LLC Letter to clients regarding Bayou Fund, September 1, 2005 (BS00151989); Email from

Merkin regarding Grosvenor Capital Bayou Special Report, September 8, 2005 (BS00151980); Email from
Merkin regarding Silver Creek's investment in Bayou, August 30, 2005 (BS00188043); Email from
Merkin sending David F. Swensen, Invest at your Own Risk, New Y ork Times dated October 19, 2005 (October

20, 2005) (BS00225016); Grosvenor Capital Management Report Regarding Samuel | srael/Bayou Management

LLC, September 7, 2005 (BS00151981).

30 E-mail from Merkin to Rick Annis, et. al, September 7, 2005 (BS00224244).
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“Unusual, unconventional, or self-owned broker-dealer relationships;” (iii) “Auditing

firm;” (iv) “Law Firm;” (v) “Use of leverage;” and (vi) “Pricing of fund.”3"

370. When afraudisrevealed in another fund it isindustry custom and practice for Fund
Managers to develop alist of risk factorsto consider in connection with their
investments. These risk factors should be considered for every investment in the
portfolio. At least four of the problematic aspects of BLMIS that proper due diligence
would have uncovered were also present in Bayou, and BLMIS customers who claimed

familiarity with Bayou should have seen the similarities between the two.

371. The process-related concerns that were present in both Bayou and BLMIS include the

following:

e Consistent Returns: One of the red flags highlighted by the Bayou fraud was
that Bayou “sought to deliver consistent returns (1% - 3% per month).”*% Asone
investment advisor stated in areport sent to Merkin, any such investment strategy
“must be considered with great skepticism.”**® As discussed above, the returns
for Merkin’s BLMIS Accounts were a so remarkably consistent, and should have
been considered with “great skepticism.”

e Lack of aWell-Known and Established Auditor: The red flag associated with
BLMIS using Friehling & Horowitz as an auditor would have been even more
pronounced at the time it was revealed that Bayou relied on afabricated auditor in
order to help perpetrateits fraud. Bayou represented that its financial transactions
were certified by an independent public accounting firm called Richmond
Fairfield (“Richmond”) from at least December 2000 through August 2005.3* In

%1 E-mail from Merkin to Rick Annis, et. al, September 7, 2005 (BS00224244).

392 Grosvenor Capital Management Report Regarding Samuel | srael/Bayou Management LLC (September 7, 2005)
(BS00151981).

393 Grosvenor Capital Management Report Regarding Samuel | srael/Bayou Management LL C (September 7, 2005)
(BS00151981).

394 Complaint for Injunctive and Other Equitable Relief at 6, Commodity Futures Trading Comm' n v. Bayou Mgmt.
et al. No. 05 Civ. 8374 (S.D.N.Y. Sept. 29, 2005), ECF No. 1.
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actuality, Richmond was afictional firm created by Bayou's management for the
sole purpose of concealing the ongoing fraud. As part of perpetuating this fraud,
the annual reports were fabricated, and office space was leased for the purposes of
acquiring a mailing address and telephone number.** As one investment advisor
stated following the revelations in Bayou, “it is unlikely that [we] would have
approved the use of an audit firm that is ‘unknown’ in the industry.” 3%

e Operations. Similar to BLMIS, Bayou did not have an offering memorandum.
It isindustry custom and practice to maintain a marketing document providing
detailed information regarding strategy, risks associated with the strategy,
background on the investment advisor, and a detailed explanation of the fee
structure.®’

e Internal Broker-Dealer: Thelack of athird-party broker-dealer was one of the
red flags raised in the exposure the Bayou.>® The majority of trading activity at
Bayou was transacted through Bayou Securities, a broker-dealer owned by
Bayou.>*® Asdiscussed above, despite BLMIS having its own brokerage firm, not
having athird-party prime broker raises a concern because the lack of third-party
controls creates an opportunity for fraud.

372. These similarities between Bayou and BLMIS were al red flags that should have
prompted due diligence consistent with industry customs and practices. Had additional
due diligence been performed in 2005 certain red flags discussed above in the Five Ps

35 Complaint for Injunctive and Other Equitable Relief at 10-11, Commodity Futures Trading Comm' n v. Bayou

Mgntt. et al. No. 05 Civ. 8374 (S.D.N.Y. Sept. 29, 2005), ECF No. 1.

Grosvenor Capital Management Report Regarding Samuel |srael/Bayou Management LL C (September 7, 2005)
(BS00151981).

Government Accountability Office, Hedge Funds: Regulators and Market Participants are Taking Sepsto
Srengthen Market Discipline, but Continued Attention is Needed 27, Report to Congressional Requesters
(January 2008). Mutual Funds also prepare prospectuses for potential investors with information similar to a
hedge fund Private Placement Memorandum. Mutual fund prospectuses include information on investment
strategy, fee structure, past performance, and the investment manager in charge of the fund.

Grosvenor Capital Management Report Regarding Samuel |srael/Bayou Management LL C (September 7, 2005)
(BS00151981 at 984).

Complaint for Injunctive and Other Equitable Relief at 7, Commodity Futures Trading Comn' n v. Bayou Mgmt.
et al. No. 05 Civ. 8374 (S.D.N.Y. Sept. 29, 2005), ECF No. 1.

396

397

398

399



09-01182-smb Doc 376-9 Filed 05/10/17 Entered 05/10/17 20:53:31 Exhibit 9

Pg 174 of 178
Expert Report of Dr. Steve Pomerantz

Section VI: OPINION NO. 2
Page 164 of 167

would have been observed. For example, by 2005 the following red flags would have
been evident with additional due diligence.

a) Process

e Impossible Option Volume: By September 2005, there had already been 292
unique call transactions and 232 unique put transactions purportedly traded across
the Merkin BLMIS Accounts that exceeded the total market volume traded that
day, representing approximately 44% and 38%, respectively, of the unique call
and put transactions purportedly traded for the Merkin BLMIS Accounts to that
point.

e Out-of-Range Trades: By August 2005 there had been 961 equity transactions
and 362 option transactions across the Merkin BLMIS Accounts that reported
prices outside of the daily price range.

e Unexplained Exposureto Market Risk: By August 2005, on at least 299
occasions, statements for the Merkin BLM IS Accounts had reflected changes to
the basket of equities purportedly purchased for the Merkin BLMIS Accounts, but
failed to reflect corresponding changes to the options used to hedge the equity
position

e StyleDrift: Madoff had counter-intuitively switched from a single stock SSC
strategy to a basket based SSC strategy.

e Speculative Options: By August 2005, on at least 172 separate occasions, option
transactions were used solely to generate a profit and not to hedge any equity
transactions. These speculative option trades generated approximately $67.4
million in profit and represented 6.2% of the total dollar returns.

e ServiceProviders: BLMIS was its own broker-dealer, custodian and
administrator and did not use a well-known, well-established, and well-equipped
auditor, creating an opportunity for fraud, similar to Bayou.

e Investor Communications. BLMIS provided paper statements on atime delay,
rather than electronic statements. Additionally, BLMIS' s trade confirmations and
customer statements were inconsi stent with industry customs and practices.

b) Portfolio

e AlphaAnalysis: BLMIS s baskets from 2000 through the end of 2004 generated
an R-Squared of 0.31, indicating that that changes in the S& P 100 only explain
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31% of the change in Madoff’ s reported returns, despite the fact that the Madoff
SSC strategy should be highly correlated to the S& P 100. BLMIS's baskets
generated an alpha of 2.67%, meaning that on average the Merkin BLMIS
Accounts are purportedly generating a return of 2.67% regardless of the returns
generated by the S& P 100. Thet-stat for the analysisis 11.25, indicating that
Madoff purportedly generates areturn of 2.67% (i.e., the alpha) with virtual
certainty.

C) People

e Excessive Concentration of Duties: Similar to Bayou, BLMIS exhibited an
excessive concentration of duties.

e Lack of Credentials: BLMIS had alimited number of personnel, with no
advanced education or training, purportedly implementing a multi-billion dollar
investment strategy.

e Lack of Disclosures/Transparency: BLMIS lacked typical
disclosures/transparency provided by investment advisors.

d) Performance

e Peer Analysis. By August 2005, the Madoff SSC strategy for the Merkin BLMIS
Accounts had outperformed, and often by a significant amount, every peer group,
including the Hedge Fund Peer Group, the Mutual Fund Peer Group, Elite
Investment Advisors, and Market Indices, across the performance metrics
evaluated, across lengthy periods of time.

e Market Stress. The Merkin BLMIS Accounts generated returns of 45.9%
between 2000 and 2002, while the S& P 100 and S& P 500 fell 43.9% and 40.1%,
respectively. Similarly, the Merkin BLMIS Accounts outperformed the market in
other periods of market stress, including the 1998 Long Term Capital
Management loss, the 2001 Tech Bubble Burst, the September 11, 2001 terrorist
attacks, the 2002 WorldCom bankruptcy, and the 2002-2003 U.S. invasion of
Irag.

e Corrélation Analysis: From December 1991 through August 2005, the reported
returns for the Merkin BLMIS Accounts displayed a correlation coefficient with
the S& P 100 of 0.32, dramatically less than the expected correlation of 0.61.
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e VWAP: Between January 1996 and August 2005, 81.4% of purported buy
transactions by share volume were executed below VWAP and 76.8% of
purported sell transactions by share volume were executed above VWAP. On
average, BLMIS purportedly bought shares $0.41 per share below VWAP, while
it purportedly sold shares $0.31 per share above VWAP, which contributed to the
significant gains created by trading above or below VWAP.

e Performance Attribution: Between 2000 and the end of 2005, only 13.4% of
purported basket returns were generated based on market timing.

e Scenario Analysis. Between January 2000 and August 2005, at least 11 of
BLMIS s baskets had reported returns outside of the hypothetical minimum-
maximum range.

€) Price

e Commissionsvs. Fees Under 1-and-20 Fee Structure: By August 2005, Madoff
had left at least $165.7 million on the table by purportedly charging only
commissions rather than atypical 1-and-20 fee structure.

G. Conclusion

Based on the analyses above, it is clear that due diligence consistent with industry
customs and practices would have revealed numerous red flags relating to the Merkin
BLMIS Accounts. There were certain transactions that were impossible and the only
reasonabl e explanation was fraud. There were aso numerous red flags relating to the
Merkin BLMIS Accounts that were by their nature indicia of fraud, inconsistent with
industry customs and practices, and/or inconsistent with Madoff’ s purported strategy,
requiring additional qualitative and quantitative due diligence. Given the Defendant
Funds' investment history with BLMIS that began in 1990, all of the red flags discussed
above in the Five Ps would have been prevaent by 2002, could have been performed on
Madoff, and would have reveal ed numerous red flags had they been performed as part of
ongoing/monitoring due diligence. Furthermore, in addition to due diligence performed in

the context of the Five Ps, there were, over the life of Merkin's investment with Madoff,
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anumber of examples where information was shared regarding BLMIS and the M adoff
SSC strategy that, consistent with industry customs and practices, would have caused a
Fund Manager invested with BLMIS to perform additional due diligence. These events
are discussed above.

Together, the red flags discussed above, and the information that should have led to due
diligence and the revelation of red flags, had little impact on the amounts invested in the
Merkin BLMIS Accounts as they grew from $27 million in AUM invested with BLMIS
in 1990 to over $2.0 billion AUM invested with BLMIS by 2008. See Appendix |11 for a
chart showing the growth in AUM invested with BLMIS.

Conclusion

In the investment management industry there are due diligence customs and practices that
aretypically performed. Due diligence consistent with these industry customs and
practices would have revealed numerous red flags relating to the Merkin BLMIS
Accounts. Based on industry customs and practices, my review of the documentsin the
record, my own analyses and experience, there were numerous quantitative and
gualitative red flags, including impossibilities where the only reasonabl e explanation was
fraud, indicia of fraud, indications that Madoff was not executing the purported strategy,
inconsistencies with the strategy and inconsistencies with industry customs and

practices.

Dr. Steve Pomerantz

March 20, 2015 (originally submitted)
April 13, 2015 (submitted with corrections)
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Inre: BERNARD L. MADOFF INVESTMENT SECURITIESLLC, Debtor,
IRVING H. PICARD, Trustee for the Liquidation of Bernard L. Madoff Investment Securities LLC, Plaintiff, v. J. EZRA MERKIN, et al., Defendants. 09-1182 (SM B)

Corrections Made to the I nitial Expert Report of Dr. Steve Pomerantz

Asof April 13, 2015

Report Page L ocation Original Corrections

46 Footnote 132 | also reviewed the volumes of trades that BLMIS purported to make with U.S. Treasuries. Despite the large volume of | also reviewed the volumes of trades that BLMIS purported to make with U.S. Treasuries. Despite the large volume of
treasuries issued by the U.S. Government, there are 6 instances where Merkin held more than 10% of the total issuance of a treasuries issued by the U.S. Government, there are 5 instances where Merkin held more than 10% of the total issuance of a
particular U.S. Treasury. particular U.S. Treasury.

54 Paragraph 132 In addition to the impossible equity transactions, over this same time period (1990 through 2008), there were also 382 In addition to the impossible equity transactions, over this same time period (1990 through 2008), there were also 382
transactions representing 545,828 options contracts (i.e., 54.5 million option shares) that were traded outside of the daily transactions representing 545,828 options contracts (i.e., 54.58 million option shares) that were traded outside of the daily
price range across the Merkin BLMIS Accounts. price range across the Merkin BLMIS Accounts.

59 Footnote 159 197/365=0.54 130/ 365=0.36

79 Paragraph 194 In the example below, the ending balance in the equity account as of November 30, 2003 was $67,453,295.69 in cash and In the example below, the ending balance in the equity account as of October 31, 2003 was $67,453,295.69 in cash and
$1,283,271,378.19 in securities. However, the Balance Forward in the December 31, 2003 customer statement was only $1,283,271,378.19 in securities. However, the Balance Forward in the November 30, 2003 customer statement was only
$67,453,295.69, reflecting only the cash balance. $67,453,295.69, reflecting only the cash balance.

80 Footnote 216 Statement for Ascot Partners, L.P. (account number 1- A0058-3), December 31, 2003 (GCC-P 0532545 at 546). Statement for Ascot Partners, L.P. (account number 1- A0058-3), October 31, 2003 (GCC-P 0532545 at 2620)

86 Paragraph 206 (See Schedule 12 for atable of these statistics cumulatively for each year from 1992 through 2008.) (See Schedule 12 for atable of these statistics cumulatively at select time points.)

86 Paragraph 207 Asthe charts indicate, across 51 unique baskets, the Merkin BLMIS Accounts were up 49 times and down only 2 times As the charts indicate, across 83 unique baskets, the Merkin BLMIS Accounts were up 81 times and down only 2 times
(Figure 15) while the S& P 100 was up 28 times and down 23 times across the same 51 basket time periods (Figure 16) (Figure 15) while the S& P 100 was up 45 times and down 38 times across the same 83 basket time periods (Figure 16)

91 Paragraph 218 For comparison purposes and to demonstrate that the type of investment does not impact the analysis, | also calculated the For comparison purposes and to demonstrate that the type of investment does not impact the analysis, | aso calculated the
volatility ratios for Gateway, afund operating an SSC strategy as discussed above, as well as three diverse index funds. The volatility ratios for Gateway, a fund operating an SSC strategy as discussed above, as well as four diverseindex funds. The
threeindex funds | used are: (i) Vanguard Total Bond Market Index Fund (“VBMFX"), abond fund; (i) Vanguard 500 four index funds | used are: (i) Vanguard Total Bond Market Index Fund (“VBMFX"), abond fund; (ii) Vanguard 500
Index Fund (“VFINX"), an equity fund; and (iii) Vanguard Balanced Index Fund (*VBAIX"), abalanced fund. Index Fund (“VFINX"), an equity fund; (iii) Vanguard Balanced Index Fund (*VBAIX"), abalanced fund; and (iv)

Vanguard Short-Term Investment-Grade Fund (“VFSIX"), a short-term investment-grade fund .

96 Paragraph 235 Paragraph 235 included returns for account 1FN033. Paragraph 235 was updated to remove returns for account 1FN033.

The annual returns for the Merkin BLMIS Accounts were never lower than 9% in any year, and only had 10 months of The annual returns for the Merkin BLMIS Accounts were never lower than 9% in any year, and only had 9 months of
negative returns out of 222 total months in an 18.5 year period. negative returns out of 218 total months in an 18.2 year period.

113 Figure 27 Sharpe and Sortino Ratios for Gateway Sharpe and Sortino Ratios for Gateway
v. Merkin BLMIS Accounts (June 1990 — November 2008) v. Merkin BLMIS Accounts (October 1990 — November 2008)

114 Figure 28 Number of Positive and Negative Months for Gateway Number of Positive and Negative Months for Gateway
V. Merkin BLMIS Accounts (June 1990 — November 2008) v. Merkin BLMIS Accounts (October 1990 — November 2008)

114 Figure 29 Maximum Drawdown and Percent of Months in Drawdown for Maximum Drawdown and Percent of Months in Drawdown for
Gateway v. Merkin BLMIS Accounts (June 1990 — November 2008) Gateway v. Merkin BLMIS Accounts (October 1990 — November 2008)

132 Paragraph 313 Regardless of whether the S& P 100 was up (130 months) or down (86 months), the returns for the Merkin BLMIS Accounts Regardless of whether the S& P 100 was up (131 months) or down (87 months), the returns for the Merkin BLMIS Accounts
were consistently up. were consistently up.

135 Figure 42 Market timing for 2000-2008: 1.9% Market timing for 2000-2008: 4.7%

Unexplained for 2000-2008: 2.3% Unexplained for 2000-2008: -0.5%

141 Paragraph 329 Market timing, which could have contributed to the returns purportedly generated by BLMIS, is shown in Figure 42 to have Market timing, which could have contributed to the returns purportedly generated by BLMIS, is shown in Figure 42 to have
actually contributed very little (1.9%) to the returns for the Merkin BLMIS Accounts. actually contributed very little (4.7%) to the returns for the Merkin BLMIS Accounts.

144 Footnote 354 There were three simple baskets in 2000, two in 2001, one in 2002, three in 2003, two in 2004, and three in 2007. There was one simple basket in 1998, three in 2000, two in 2001, one in 2002, three in 2003, two in 2004, and four in 2007.

146 Paragraph 341 Considering trade confirmations alone, BLMIS would have generated over 11,000 trade confirmations between 2004 and Considering trade confirmations alone, BLMIS would have generated over 11,000 trade confirmations per year between
2008, assuming 23 customers and 5 baskets ayear of 47 stocks. Assuming this level of activity over aten year period 2004 and 2008 totaling over 55,000, assuming 23 customers and 5 baskets a year of 47 stocks. Assuming this level of
doubles the number to over 22,000 trade confirmations activity over aten year period doubles the number to over 110,000 trade confirmations

Appendix 1 Appendix 11 Appendix Il included AUM for account 1FNO33. Appendix |11 was updated to remove AUM for account 1FN033.
Chart labels are $27 million AUM for 1990 and $35 million AUM for 1991 Chart labels updated to $16 million AUM for 1990 and $22 million AUM for 1991
Appendix V Schedule 5 Schedule 5 does not reflect calculations per year. Schedule 5 was updated to reflect calculations per year.
Appendix VI Schedule 10 The returns for the Merkin BLMISS Accounts were consistently 2% above those of the S& P 100 regardless of market returns ~ The returns for the Merkin BLMIS Accounts were consistently 2% above those of the S& P 100 regardless of market returns
Appendix VI Schedule 12 Schedule 12: Regression Diagnostics by Y ear Schedule 12: Regression Diagnostics
Appendix VIl Schedules 14, 16, 25,28  (Jan 1999 - Dec 2008) (Jan 1999 - Nov 2008)
Appendix V111 Schedule 30 Schedule 30: 10-Y ear Sharpe Ratio (Jan 1999 — Nob 2008) Schedule 30: 10-Y ear Sharpe Ratio (Jan 1999 — Nov 2008)
Appendix VIII Schedule 45 Schedule 45 included returns for account 1FN033. Schedule 45 was updated to remove returns for account 1FN033.
Merkin Annualized Return: 14.9 percent Merkin Annualized Return: 14.8 percent
Gateway Annualized Return: 6.3 percent Gateway Annualized Return: 6.6 percent
Appendix IX Schedules 46-49 The indices used are the most common indices representing the major asset classes. Removed this bullet.
Appendix IX Schedule 48 When calculated on monthly basis, a drawdown occurs when a portfolio experiences aloss in the current month that brings When calculated on monthly basis, a drawdown occurs when a portfolio experiences aloss in the current month that brings
the portfolio below its previous high. The m maximum drawdown is the largest drop between peak to trough in the period. the portfolio below its previous high. The maximum drawdown is the largest drop between peak to trough in the period.
Appendix X Schedules 50-51 Schedules 50 and 51 included returns for account 1FN033. Schedules 50 and 51 were updated to remove returns for account 1FN033.
Appendix XII Appendix XII Misplaced header page. Moved to correct location
Appendix XII Schedule 66 Market timing column: -29.5%, -7.9%, -10.6%, -4.3%, 0.2%, 2.1%, 2.3%, 3.8%, 1.9% Market timing column: -14.7%, -0.6%, -8.2%, -6.1%, -1.9%, 1.0%, 3.2%, 4.1%, 4.7%
Unexplained column: -27.1%, -22.0%, -2.8%, -10.2%, -11.0%, -12.1%, -12.3%, -9.6%, 2.3% Unexplained column: -41.8%. -29.3%, -5.2%, -8.4%, -8.9%, -11.0%, -13.1%, -9.9%, -0.5%
Appendix XII Schedule 67 Schedule 67 included returns for account 1FN033. Schedule 67 was updated to remove returns for account 1FN033.

Dr. Steve Pomerantz
April 13, 2015
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Page 61

S. Pomerantz

holdings?
A NoO.
Q That 1s not a problem for you?
A It"s a Russell 3000 index fund.
Q And so, 1t"s okay with you to not

have the breakdown of individual holdings?
A I don"t need to see a list of 3,000
holdings. If I want to look at the annual

report, I could do that.

Q Have you ever done that?
A Maybe years ago.
Q How do you know that that account

in fact owns all 3,000 stocks that you think
It owns?

A I think there is -- how do I know
It owns 3,000? They have represented to me
that 1t owns 3,000. It performs like 1t owns
3,000. The returns match the returns of the
index.

I have no reason to believe that it
doesn"t own 3,000. It behaves exactly the
way | expect it to behave.

Q And that®"s good enough for you?
A Not -- that fact alone i1s not good

TSG Reporting - Worldwide (877) 702-9580
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Page 62
S. Pomerantz

enough. I mean, there is -- there is a brand
that 1s involved. 1 go to their offices
periodically. 1 meet with a lot of people --
as | said, | have about ten contacts i1n the
company -- on a variety of issues involving
IFIC. So I meet with, sometimes meet with
all of them, or sometimes meet with one or
two or three.

I feel very comfortable. | have no
reason to believe that something iIs happening

that i1s not as beilng represented.

Q I think you used the term "trust
but verify" --

A Yes.

Q -— 1n your report; right?

A Yes.

Q So 1In terms -- 1 understand the

"trust,” and 1 understand people trust
Goldman Sachs. In terms of the "verify,"
what do you do to verify those
representations, other than go to their
offices and meet with people?

A I mean, this relationship has been

going on for about seven years. | do get

TSG Reporting - Worldwide (877) 702-9580
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Page 82

S. Pomerantz

Q How much of your time was invoiced
by Duff & Phelps to the trustee?

A Approximately $150,000.

Q And of the approximately million

dollars that you have invoiced the trustee,
how much relates to your time versus
employees of Duff & Phelps who are supporting
you?

A I would say about 15 percent of it
iIs for my time. Fifteen to 20 percent of

that 1s for my time.

Q And the rest i1s for Duff & Phelps
employees?

A Yes.

Q What role did employees of Duff &

Phelps have i1In connection with your opinions
and reports?

A I*m sorry, say that again.

Q What role did the employees of
Duff & Phelps have in connection with your
opinions and reports?

A They have no role in terms of my
opinions. The opinions are mine.

As far as their role 1In the

TSG Reporting - Worldwide (877) 702-9580
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Page 83
S. Pomerantz
reports, they were instrumental in writing
some of the report under my direction, and
performing a variety of analyses, again,
under my direction, that I was interested in.

Q Were there certain sections of your
report that employees of Duff & Phelps helped
to draft?

A I would say that they helped to
draft most of the paragraphs 1n one form or
another.

Q And was that also the case In the
Katz/Wilpon case?

A Yes.

Q And that"s not typically how you
work as an expert; i1s that right?

A It depends. Sometimes 1 work like
this. Sometimes I work on my own. Sometimes
I hire people to work as consultants for me
to help draft reports.

Q All right. And there are certainly
times where you have testified that your
process is to open a Microsoft Word document
and type everything yourself, edit yourself,

and not save any subsequent or additional

TSG Reporting - Worldwide (877) 702-9580
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Page 100
S. Pomerantz

A Well, 1 just gave you examples In a
litigation context.

Q Right. So, my question is: In
your due diligence of -- i1n your performing
due diligence on an investment advisor or
hedge fund manager, have you ever reviewed
trade confirmations?

A No. | reviewed transaction-level
data, and I would i1nput transaction-level
data 1Into systems to perform certain
analyses. But I -- I never had a need to
look at the confirmations.

Q So, you never asked to look at
confirmations in any of the due diligence

that you have done over the last 20 years?

A I was never -- | never had a need
to do that.
Q And In your -- in due diligence --

by the way, when you referred to your work as

an expert In the tax shelter cases as due

diligence, that was always a review after the

fact after a challenge by the IRS; correct?
A Yes.

Q Okay. So i1In your work performing

TSG Reporting - Worldwide (877) 702-9580
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S. Pomerantz
due diligence on iInvestment advisors or hedge
funds, have you -- have you had occasion
to -- strike that.

In your work performing due
diligence on hedge fund managers or on
investment advisors, have you ever compared
on a transaction-by-transaction basis
transaction price versus the daily high-low
range? Has that been something you have done
in your due diligence work?

A I have looked at transaction prices
against VWAP, but 1 have not looked at
transactions versus highs and lows. But I
have looked against VWAP as part of my due
diligence.

Q Why haven®t you looked at
transactions versus highs and lows as part of
your due diligence?

A I never had a reason to.

Q And I take 1t you don"t believe
that the due diligence that you have
performed has been faulty for not having
looked at that; correct?

A It depends on the circumstances.

TSG Reporting - Worldwide (877) 702-9580
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S. Pomerantz

In the circumstances that I have worked in, 1

never had a need to do that. I -- as I said,

my objective was to understand things as best

as | could, and 1 felt that I always reached

that objective by using the tools that were

necessary.

Q Looking back over the, you know,

30 years that you have been involved i1In the
investment industry or the, you know, 20 or
so years where you have had some due
diligence responsibilities, have you ever had
occasion In hindsight to think that your due
diligence was subpar?

A You know, there was a time when I
actually was lied to, and 1 didn"t discover
it for a few months. | don"t know -- there
really was no way, looking back on i1t, for me
to have known that 1 was being lied to, but 1
was, and as soon as | knew, as soon as it was
possible for me to know, 1 knew.

Q What were you lied to about?

A Actually, it was a particular hedge
fund that actually said they were not going

to engage 1n market timing, and that i1t was

TSG Reporting - Worldwide (877) 702-9580
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S. Pomerantz

Exhibit 3. Is that 1t? Is that what --

MR. STEINER: 1 think he was most
recently referring to Exhibit 1, which is
his report.

THE WITNESS: No, 3.

MR. SHEEHAN: 3, this thing. He
was reading this.

THE WITNESS: Counsel, is this a
good time for a break?

MR. STEINER: Sure.

MR. SHEEHAN: What"s that?

MR. STEINER: He would like a
break.

THE VIDEOGRAPHER: The time is
3:28 p.m. This i1s the end of tape number
three.

We are off the record.

(Recess taken.)

THE VIDEOGRAPHER: The time 1is
3:49 p.m. This 1s the start of tape
number four.

We are on the record.

BY MR. STEINER:

Q Now, Dr. Pomerantz, with respect to

TSG Reporting - Worldwide (877) 702-9580
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S. Pomerantz
the various quantitative analyses In your
report, did you perform those analyses, or
did the Duff & Phelps employees perform those
analyses?
A Combination of both. 1 mean, 1 --
some of them 1 did by myself. Sometimes

somebody else did them and 1 reviewed them.

Q Which ones --

A Check them over.

Q Which ones did you do yourself?

A I can*t recall the specifics of iIt.

I know that there i1s an analysis here that
has to do with daily volatility versus
monthly versus quarterly, and I remember that
was something I did myself.

Most of the others 1 think 1
reviewed somebody else"s work. But I -- 1
had to tell people what the calculation was
that 1 wanted to do. [In some cases, the
analysis 1Is pretty computer intensive, other
cases i1t"s not.

But that i1s the only example that I
can think of that 1 did by myself. The rest,

I think 1 just told someone what to do and

TSG Reporting - Worldwide (877) 702-9580
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Page 209
S. Pomerantz
then checked the results.

Q When you told someone what to do
and checked the results, how did that process
work?

A Usually 1 would sit down and tell
them, tell them what to do, how to do iIt.
Sometimes they understand what 1 mean.
Sometimes | have to write down a formula.

And most of the -- most of the analysis is
residing within spreadsheets, where these
charts are basically all coming out of a
spreadsheet. And the data that®s behind the
analysis 1s in the same spreadsheet, so I can
trace back the formulas.

Q And by the way, one of the exhibits
to your report includes all the documents
that you reviewed In connection with your
report; right?

A Yes.

Q Approximately how many pages did

you review In connection with issuing your

report?
A Me, personally?
Q Yes.

TSG Reporting - Worldwide (877) 702-9580
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Page 212

S. Pomerantz

Q And so, 1T you look at Schedule A
to appendix two.

A Yes.

Q That 1s the list of documents that

you provided and annexed to the report that
you signed as to the documents that you
considered in forming your opinions; correct?

A Yes.

Q But you didn"t personally review or
consider all of these documents; correct?

A That"s correct.

Q So, 1T 1 wanted to know which
documents you considered, how would I make
that determination?

A I think that I reviewed personally
documents that are a part of the opinions
that 1 am offering, so, 1f there i1s an
analysis here about transactions, | have
looked at a subset of all of the documents
that discuss transactions.

I can"t tell you which ones |1
looked at. You know, 1f there are 30,000
confirmations, 1 could tell you I looked at

ten, but 1 couldn®t tell you which ten of

TSG Reporting - Worldwide (877) 702-9580
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Page 213
S. Pomerantz
those 30,000.

Q You didn"t keep track?

A No.

Q And you didn"t feel that that was
important to do?

A I -- no, 1 don"t see the relevance
of 1t.

Q No one asked you to keep track of

what documents you actually reviewed?

A No.

Q And you said 1Tt there were 30,000
confirmations, you looked at something like
ten?

A I personally may have looked at ten
to -- someone -- yeah, 1 personally looked at
ten to confirm that what I am being told
about the confirmations is -- 1S accurate.
For example, 1 have talked about how the
confirmations are backwards. The buyer 1is
the seller, or the seller i1s i1dentified as
the buyer. Have 1 looked at 30,000
transactions, to tell you that 1 have noticed
that on 30,000? No, I haven®"t. But 1 have

looked at ten, and I have seen that on the

TSG Reporting - Worldwide (877) 702-9580
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MARIEL R. BRONEN

mariel.bronen@dechert.com
+1212 698 3617 Direct
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March 24, 2017

VIA EMAIL

Brian Song

Baker & Hostetler, LLP

45 Rockefeller Plaza

New York, NY 10111-0100

Re: Picard v. Merkin, Adv. Pro. No. 09-1182 (SMB)
Objections to Exhibits and Deposition Testimony Designations, Counter and Cross
Deposition Testimony Designations

Dear Brian:

Enclosed please find charts of (1) Defendants’ objections to the Trustee’s exhibits; (2)
Defendants’ objections to the Trustee’s deposition testimony designations and Defendants’
deposition testimony counter-designations; and (3) Defendants’ deposition testimony cross-
designations; as well as highlighted .pdf files of the relevant deposition testimony.

Consistent with the parties’ agreement, Defendants continue to reserve the right to call any
witness or designate deposition testimony to address the subsequent transfer claim in the event
the trial is not bifurcated or the issues addressed by the draft Stipulation as to Net Equity and
Initial Transfers if the parties are unable to reach agreement.

In addition, Defendants object to the Trustee’s designation of deposition testimony from the
following witnesses: Robert Castro, Noreen Harrington, Joshua Nash, Morris Smith, Tina Suhr,
and Victor Teicher. These witnesses all live and/or are employed within 100 miles of the
courthouse. Accordingly, the testimony of those witnesses may not be presented by deposition
and must be presented, if at all, by live testimony at trial. See FED. R. CIV. P. 32(a), 45(c). To the
extent the Trustee is nevertheless permitted to designate deposition testimony from any of these
witnesses either by agreement among the parties or by order of the Court, we have enclosed
Defendants’ specific objections as well as counter- and cross-designations.

Defendants also object to the Trustee calling Meaghan Schmidst to testify at trial “to authenticate
BLMIS’s books and records.” Ms. Schmidt was listed on the Trustee’s initial disclosures as a
witness with knowledge concerning “the identification, preservation, and collection of BLMIS’s
books and records”; no disclosure was made as to her purported knowledge concerning the
authenticity of BLMIS’s books and records. Ms. Schmidt may not be called for this new and
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undisclosed purpose. Accordingly, her testimony is barred by Federal Rule of Civil Procedure
37. To the extent the Trustee is permitted to call Ms. Schmidt to testify at trial, either by
agreement among the parties or by order of the Court, Defendants should be afforded an
opportunity to take her deposition.

Defendants also object to the Trustee calling Lauri Martin Haas to testify at trial. Ms. Martin
Haas was not included on the Trustee’s initial disclosures. Therefore, the Trustee may not call
Ms. Martin Hass as a witness at trial. See FED. R. CIv. P. 26, 37(c)(1). To the extent the Trustee
is nevertheless permitted (o call Ms. Martin Haas to testify at trial, Defendants should be
permitted the opportunity to take her deposition as well.

We also not that the media you provided included a large volume of material that is not listed on
Trustee’s Exhibit B. To the extent providing these materials was an attempt to designate them as
exhibits, we object to their admissibility on the grounds that they were not properly designated, as
well as on the grounds of relevancy, hearsay, and authenticity.

Finally, in response to your letter dated March 13, 2017, to the best of our knowledge, our
understanding is that Irina Gershengoren was represented by Ira Greenberg of Edwards Wildman
(now Locke Lord), Gedale Horowitz was represented by Victor Hou of Cleary Gottlieb, Roman
Igolnikov was represented by Steven DiPrima of Wachtell Lipton, and Leon Meyers was
represented by Alexandra Shapiro of Shapiro Arato. We do not know whether any of those
individuals continue to be represented by those counsel or are represented for purposes of these

T e
PIOCCCULLIES.

Sincerely,

Mariel R. Bronen

MRB

16192683
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From: Song, Brian W.
To: "O"Connell, Sarah"; Hoang. Lan; Krishna, Ganesh
Cc: Steiner, Neil; Ha, Daphne; Bronen, Mariel; Archer, Judith A.; Schwartz, David B.
Subject: RE: Picard v. Merkin, et al.; Adv. Pro. No. 09-01182
Date: Thursday, April 06, 2017 7:06:36 PM

Sarah: | am writing to confirm our agreement that the parties stipulate to re-opening discovery to
take the depositions of Ms. Meaghan Schmidt, Ms. Lauri Martin, Mr. Leon Meyers, and Mr. Gedale
Horowitz with the understanding that the Trustee will not seek to depose Mr. Meyers and/or Mr.
Horowitz if the Defendants withdraw them from their trial witness list within the next two weeks.

Brian

From: O'Connell, Sarah [mailto:sarah.oconnell@nortonrosefulbright.com]

Sent: Thursday, April 06, 2017 4:26 PM

To: Song, Brian W.; Hoang, Lan; Krishna, Ganesh

Cc: Steiner, Neil; Ha, Daphne; Bronen, Mariel; Archer, Judith A.; Schwartz, David B.
Subject: RE: Picard v. Merkin, et al.; Adv. Pro. No. 09-01182

Counsel,
Please see the attached correspondence.

Regards,
Sarah

Sarah O'Connell | Sr. Counsel

Norton Rose Fulbright US LLP

1301 Avenue of the Americas, New York, New York 10019-6022, United States
Tel +1 212 318 3093 | Fax +1 212 318 3400

sarah.oconnell@nortonrosefulbright.com
NORTON ROSE FULBRIGHT

Law around the world
nortonrosefulbright.com

A powerful combination — Norton Rose Fulbright and Chadbourne & Parke will join forces in the second
quarter of 2017.
nortonrosefulbright.com/chadbourne

From: Song, Brian W. [mailto:bsong@bakerlaw.com]

Sent: Wednesday, April 05, 2017 4:00 PM

To: Ha, Daphne; Krishna, Ganesh; Steiner, Neil; Bronen, Mariel; Archer, Judith A.; O'Connell, Sarah;
Schwartz, David B.

Cc: Hoang, Lan

Subject: RE: Picard v. Merkin, et al.; Adv. Pro. No. 09-01182

Counsel:
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mailto:Daphne.Ha@dechert.com
mailto:Mariel.Bronen@dechert.com
mailto:judith.archer@nortonrosefulbright.com
mailto:david.schwartz@nortonrosefulbright.com
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I am following up on the proposal in my letter dated March 30, 2017 that the parties stipulate to re-
opening discovery for the limited purpose of deposing Ms. Schmidt, Ms. Martin, Ms. Gershengoren,
Mr. Horowitz, Mr. Igolnikov, and Mr. Meyers. Please advise if you are in agreement with this
proposal.

In response to Judi’s email this morning, we will agree to extend the deadline to Wednesday, April

12% for you to file a motion in limine related to Ms. Collura’s testimony. In the event that the
parties do not agree to bifurcate the subsequent transfer issue, the Trustee reserves the right to file
a motion in limine related to Mr. Paul Meyer should you add him to your trial witness list.

Brian

From: Song, Brian W.
Sent: Thursday, March 30, 2017 10:40 PM
To: 'Ha, Daphne'; Krishna, Ganesh; Steiner, Neil; Bronen, Mariel; judith.archer@nortonrosefulbright.com;

sarah.oconnell@nortonrosefulbright.com; david.schwartz@nortonrosefulbright.com

Cc: Hoang, Lan
Subject: RE: Picard v. Merkin, et al.; Adv. Pro. No. 09-01182

Counsel: Please see the attached correspondence.

Regards,
Brian

From: Ha, Daphne [mailto:Daphne.Ha@dechert.com]
Sent: Friday, March 24, 2017 9:15 PM

To: Krishna, Ganesh; Steiner, Neil; Bronen, Mariel; judith.archer@nortonrosefulbright.com;

sarah.oconnell@nortonrosefulbright.com; david.schwartz@nortonrosefulbright.com
Cc: Hoang, Lan; Song, Brian W.

Subject: RE: Picard v. Merkin, et al.; Adv. Pro. No. 09-01182

Counsel,
Please see attached. Have a nice weekend.

Daphne Ha

Dechert LLP

1095 Avenue of the Americas
New York, NY 10036

+1 212 698 3615 Direct

+1 212 698 3599 Fax
daphne.ha@dechert.com
dechert.com

From: Krishna, Ganesh [mailto:gkrishna@bakerlaw.com]
Sent: Friday, March 24, 2017 5:10 PM
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To: Steiner, Neil <neil.steiner@dechert.com>; Bronen, Mariel <Mariel.Bronen@dechert.com>;
judith.archer@nortonrosefulbright.com; sarah.oconnell@nortonrosefulbright.com;
david.schwartz@nortonrosefulbright.com; Ha, Daphne <Daphne.Ha@dechert.com>

Cc: Hoang, Lan <lhoang@bakerlaw.com>; Song, Brian W. <bsong@bakerlaw.com>

Subject: Picard v. Merkin, et al.; Adv. Pro. No. 09-01182

Counsel:

Please see the attached correspondence and attachments.

Thank you,

Ganesh

Ganesh Krishna
Associate

BakerHostetler

45 Rockefeller Plaza

New York, NY 10111-0100
T 212.847.2823

gkrishna@bakerlaw.com

bakerlaw.com
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Any tax advice in this email is for information purposes only. The content
of this email is limited to the matters specifically addressed herein
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complete analysis of all relevant issues or authorities.

Internet communications are not assured to be secure or clear of
inaccuracies as information could be intercepted, corrupted, lost,
destroyed, arrive late or incomplete, or contain viruses. Therefore,
we do not accept responsibility for any errors or omissions that are
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Norton Rose Fulbright Australia, Norton Rose Fulbright LLP, Norton Rose Fulbright Canada LLP, Norton
Rose Fulbright South Africa Inc and Norton Rose Fulbright US LLP are separate legal entities and all of
them are members of Norton Rose Fulbright Verein, a Swiss verein. Norton Rose Fulbright Verein helps
coordinate the activities of the members but does not itself provide legal services to clients. Details of
each entity, with certain regulatory information, are available at nortonrosefulbright.com.



