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Issue No. 89 
May 2001 

Madoff tops charts; 
skeptics ask how 
By Mtch.iel Ocraot 
Mention Fernard L. Maduff Investment 
Securitic s to anyone working on Wall Street at 
any thole [aver the' last 40 years and you're 
likely to cjr-t ,i look of immediate recognition. 

llftcr a?I, f'adoff Securities, with its 600 
major brel,eragr clients, is ranked as one of the 
top three ir,rrket makers in Nasdaq stocks, 
cites itself as probably the kirgest source of 
Dicier f1",,, for New York Stock t.xchange-listed 
sr•cur.1ic.., font remains a huge player in the 
trading of pr•efc•ued, convertible and other spe-
cLi i:'ed `_cc.lrriti. s itl5trurnerits. 

beyond lh.u, Madoff operates one of the 
most succr'r.fut "third marked" for trading 
equities after rclgul.tr exchange hours, and is 
an active alone':'l maker in the European and 
A.si.ari equity rrl.arkets. And with a group of 

Michael Berger 
catches a jail break 
Ni :r cltafrtirrs helve been Wrlttcn in IhOO cnntin-
n n j t.tgn of Michael Rcrger's Manhattan 
Investment Fond, with the admitted fraud-
ster's apf'areiitly in!wit,ibte jail te[m deferred 
when his c in el quit. Meanwhile, the civil 
ca ;Cs al-'iintit thC''deep pockets' assoclrtted 

with Poicj. r--'his prime broker Rear, 
Stertirns, hi!. ,A!d:tor Defofttce z► 

partners, it is leading an effort and developing 
the technology for a new electronic auction 
market trading system called Primex. 

But it's a safe bat that relatively few Wall 
Street professionals are aware that Madoff 
Securities could be categorized as perhaps the 
best risk-adjusted hedge fund portfolio man-
ager for the last doinn years Its S6-7 billion 
in assets under management, provided pri-
marily by three feeder funds, currently would 
put it in that number one nr two spot in the 
Zurich (formerly MAR) database of more than 
1,100 hedge funds, and would place it at or 
near the top of any well-known database in 
existence defined by assets, 

More important, perhaps, most of those 
who are aw::e of Madoff's status in the hedge 
fund world are baffled by the way the firm has 
obtained such consistent, nonvolatile returns 
month after month and year after year. 

Madoff has reported positive returns for 
the fast 11-plus years in assets rnanagcd on 
behalf of th, fcedcr fund known as rairlield 
Sentry, which in providing capital for the pro-
grain since 1989 has been doing it longer 
than any of the other feeder funds, Those 
other funds have demonstrated equally posi-
tive track records using the some strategy for 
much of that period. 

Lack of volatility 
Those who question the consistency of the 
returns, though not necessarily the ability to 
generate the gross and net returns reported, 
include current and former traders, 16 
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Did you know that Bernie 
Madoff may be the best 
risk-adjusted hedge fund 
portfolio n anager? 
Cover 

Read one European 
pension fund investor's 
comments about its foray 
into hedge funds, 
Paye 13 

Last year there was a 
huge spread between the 
winners and losers in the 
technology sector. Whet 
did the winners do right? 
Page 14 
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'A1 other rnone',' rnanrigcrs, consul-
t; ns, quartitahvC co ilysts and Band-of -
funds executives, many of whom are 
fat ~riliar vrilIi th o called split -strike 
conver5i0r1 Str tc'rly cisr.d to rnanarie the 
assets. 

These inciivlduals, more than a dozen 
in al!l, offtrrcrl their vrr' Xs, speculation and 
opinions on tlt' Condition that they 
v,':;lrlrin't he ici,:nlifiad. They noted that 
others Who use or have used the 
stra'c'gy--. d,Dscr~hccf as bi ying a haskct of 
stocks closely cc related to an index, 
while Concurrently sel linc out-of-the-
mcney call options on the inrdcx and 
liti irnl out-ol-the-money put options on 
the index ---arc knot.'rr to have had 
nov tst're near lire semi' degree of success. 

flit' sty„ b, jy i', cl.,ri.r.illy de5crrtled as 
putting can a "col!.tr" in an attempt to 
limit gains cornpar,ai1 to the bcnehmar 
index In an up ni.lrkt't and, l ikewise, 
lin it losses to same diing less than the 
brr;lchmaik in a down market, essentially 
crtratirrg a floor e l a ceiling. 

Marlolf's slrat.'gy is designed around 
multiple stock Mister-rs ni,ede tip of 30-35 
stacks inost ccurc•l:ued to the S&P 100 
index. In rriarkctind material issued by 
rairfield Sentry, I  sale of the calls is 
dcscrihed as incrcesincl "the standstill 
rate of riUirn, whir allowing upward 
r;iovemerit of the .toc:k portfolio to the 
str ike price of flu' dills." The puts, accord-
ion to the sarn, n+alrl iat, are "funded in 
I.:;rge part by the sa!'. of the calls, [and] 
lint the portfolio's downside, 

"A bullish or boarish bias can be 
achieved by alju1,lnq the strike prices of 
the cof:,tions, ovc r %N6$glltin9 the I.ruts, or 
undc ei,dhtiniI I] c calls, I lowever, the 
unur.rlying v..lue of lint SF&P 100 puts is 
allays approxiin,itely equal to that of 
the portfolio of stocks," the marketing 
documr;nt conc.luti.a. 

TIrrotrilliiui lllc entire period Maceolf 
has nian.igc'I the ,insets, the. strategy, 
'.l;ich cl.~inss to ti':e OTC options almost 
r'i iiraiy, l:as trfs:"nared to walk with 
rtall;al,ay)t' restlli

A!1.lin, take It-c iairfic'Id Scntry fund 
as the exam e. It fr~s reported losses of 
nri more than SS burais points iaj,st four 
of the past 139 consecutive months, 
wflile ccr r.itinrl l•.igt,ly consistent gross 
returns of slitnhtly rlrore thin 1 Sts a 

ic;;t lr;,old nit r,nr:ual returns roughly in 
the rang:: of 1 S

~G 

This has been 
a good period 

to do 
this kind of stuff 

Amoiicg all the funds pn the database 
in that same period, the Madoff/Fairfield 
Sentry fund would place nit number 16 if 
ranked by its absolute currnrlative returns. 

Among -123 funds reporting returns 
over the last five years, most with less 
money and shorter track records, 
Fairfield Sentry would be ranked at 240 
on an absolute return basis and come in 
number 10 if measured by risk-adjusted 
return as defined by its Sharpe ratio. 

What is striking to most observers is 
not so much thn.annual returns.--which. 
though considered somewl at high for the 
strategy, could be attributed to the firm's 
market making and trade r:xecution capa-
bilities -but the ability to provide such 
smooth returns with so little volatility. 

She best known entity using a similar 
strategy, a publicly traded mutual fund 
dating from 1978 called Gateway, has 
experienced far greater volatility and 
lower returns during the same period. 

The capital overseen by Madoff 
through Fairfield Sentry has a cumula-
tive compound net return of 397.51,b. 
Compared with the 41 funds in the 
Zurich database that reported for the 
same historical period, from July 19B9 to 
February 2.001, it would rank as the best 
performing fund for the period on a risk -
adjusted base, with a Sharpe ratio of 3.1 
and a standard deviation of 3.0°'x. 
(Ranked strictly by standard deviation, 
the Fairfield Scntry funds would come, in 
at number three, behind two other 
market neutral funds.) 

Questions abound 
(Bernard Madoff, the principal and founder 
of the firm wf -lo is widely known as Bernie, 
is quick to note that one reason so few 
might recognize Madoff Securities as a 
hedge fund manager is b,.!cause the firm 

makE.s no claim to being one. 
The acknowledged Madoff feeder 

funds—New York-based Fairfield Sentry 
and Tremont Advisors' Broad Market; 
Kingate, operated by PM of London, and 
Swiss-based Them:a—derive all the incen-
tive fees generated by the program's 
returns (there are no management fees), 
provide all the administration and mar-
keting for there, raise the capital and deal 
with investors, says Madoff. 

Ivladofl Securities' role, he says, is to 
provide the investment strategy and 
execute the trades, for which it gener-
ates commission revenue. 

[Madoff Securities also manages 
money in the program allocated by an 
unknown number of endowments, 
wealthy individuals and family offices. 
While Bernie Madoff refuses to reveal 
total assets under management, he does 
not dispute that the figure is in the 
range of S6 billion to $7 billion.) 

Madoff compares the firm's role to a 
private managed account at a broker -
dealer, with the broker-dealer providing 

vestment ideas or :tease ies and exe-
cuting the trades and making money off 
the account by charging commission on 
each trade. 

Skeptics who express a mixture of 
amazenierit, fascination and curiosity 
about the program wonder, first, about 
the relative complete lack of volatility in 
the reported monthly returns. 

But among other things, they also 
marvel at the seemingly astonishing abil-
ity to time the market anti move to cash 
in the underlying securities before 
market conditions turn negative, and 
the related ability to buy and sell the 
underlying stocks without noticeably 
affecting the market, 

In addition, experts ask why no one 
has been able to duplicate similar returns 
using the strategy arid why other firms 
on Wall Street haven't become aware of 
the fund and its strategy arid traded 
against it, as has happened so often in 
other cases; why Madoff Securities is will-
ing to earn commissions off the trades 
but not set up a separate asset manage-
-m4nt division to offor hcdgc funds 
directly to investors and keep all the 
incentive fees for itself, or conversely, why 
it doesn't borrow the money from credi-
tors, who are generally willing to provide 
leverage to a fully hedged portfolio of tip 

1t MAC:/Bodo_.. • May 2001 
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to sevr.i l to once agafrtst capital at an 
interest Irmo of l ibor-lslus, and nranai it 
the funds on ,a proprietary basis. 

Their: r,. iii' skeptics speculate that at 
least pi t of flu' returns must carne from 
oilier ecti-ritics related to Madolf's market 
making. ItIc:y suyge.t, for exammsple, that 
I11e Lod-;tsk spreads cooled through those 
aCtivit'c°S may at Boles be usCd to •'Sul15i-
rlieo" the ft;ntls. 

According to this view, the Lenelit to 
Madotf Securities ii that the capital pro 
vidcrf by the funds could he used by the 
Grin as "p° cucin equity," allowing it either 
to ace .a gn-.11 d'al of I vcrar3, without 

rather thin only tm ice in the 5&P 100. 
Bernie Madoff is willing to answer 

each of those inquiries, even if he refuses 
to provide details about the trading strat-
ecly he considers proprietary information. 

And in a face-in-face interview and 
several telephone interviews, Madotf 
sources and appears genuinely amused 
by the interest and attention aimed at 
an asset managemcnt strategy designed 
to gennr to G (rsory t:ve, !C'.1' ink 
returns that lie notes are nowhere near 
the top results of well-known fund man-
agers on an absolute return basis, 

taking on dr,bt, or simply to conduct far Lack of volatility illusory 
more market ranking by purchasing addi- Tile apparent lack of volatility in the per-
tiornl rx.f-,r flow than it would otheiwisc for rnance of the fund, Madoff says, is an 
be ably to 1!r,. illusion based on a review of the monthly 

And cvc n arnong the four or five pro- and annual returns. On an intraday, 
fe•ssionals who express bulb an under- intraweek and intr amonth basis, he says, 
standincl of the strategy and have little "the volatility is all over the place," with 
truatrir' :rc.c,eptintl the reported returns it the fund down by as much as 1 % 
liras gt-ncr,llcd, a majority still expresses But as whole, the split-strike conver-
ih, he  :lief that, if nothing [Ise, Madoff sion strategy is designed to work best in 
must lac rising other stocks and options bull markets and, Madotf points out, 

until recently "we've really beers in a bull 
market since '82, so this has been a 
good period to do this kind of staff-" 

Market volatility, moreover, is the 
strategy's friend, says Madotf, as one of 
the fundamental ideas is to exercise the 
calls when the market spikes, which with 
the right stock picks would add to the 
performance. 

In (lie current bearish environment, 
when some market experts think the 
fund should have been showing negative 
returns, albeit at levels below the bench-
mark index, managing the strategy has 
become more difficult, says Madoff, 
although performance has retnalned 
positive or, as in February, flat. 

The worst market to operate in using 
the strategy, he adds, would be a pro-
tracted bear market or "a flat, dull 
market." In a stock market environment 
similar to what was experienced in the 
1970s, for instance, the strategy would be 
lucky to return "T-bill like returns." 

kiarkc,t timing and stock picking are 
both important for the strategy to work, 
and to those who r.-xpress aston- 18► 

Certified Public ACcnuntrants & Business Advisors 

We t4cicvrrnc t heir partaaets told professional daft, and ihe:ukli-
lion of tea: ;r si ;t ificant expr•rtcse in financial anti real eta air' 

It iris ',t'I\iccs, including . 
• J1,'ti 'r' tics is 
• 11 e fr!iutannn, coitunitation and hguid:u_inn of HF:17s 
• ' l;:,i nrirl;; real csr;ile linarteing 
• SLnr'eii iririfi real Cnl Ole rtluity slit' rips 

Mwf: is currently ranked among the top 20 inrleprnder~t 
;amounting firms in the Northeast rt'gion. In addiliorl in 
arruunl.ing, aautit.inh and tax Services, \IWF offers instate arid 
;urressrnn planning; strategic business planning; litigation 
rnr,ulting; hu;rness valuations; bankruptcy services; health-
caret prartire' servirre.s; IT syctenic consulting, mergers and 
aequcsir_ions; and slarrc-ialiyod ,mares for family businesses, 
distributors. and real esiRle cnrntaarti " 

P LII 
104) (( In!i':I i lls' t'l:uaa. r .udon ('iiy, NY 11x30-337 5IR-7.1, -'_ 0i) • 1?1l An -nut' of the Alnericas. cw )rork. 'sY I(Xta(i 2122S1 1000 

MAR/Hedge • May 2001 17 

SQ0000000839 

10-04330-lgb    Doc 331-78    Filed 06/24/25    Entered 06/24/25 22:30:48    Exhibit 76 
Pg 5 of 9



APR-30-2001 MON 03:11 PM FAX NO. P. 05 

,41Y isIri ens at the l irni's ability in 
Ito  aica,, M'doli po;lits Li; Lord Cxpu-
rietnc'e, excellent (r Ii lo;.ly that pro-
vid-li S1Jp(rb and lo;v-cost tXCUilion 
r;il=a lic,s, rJrtud prrip,ic'lary sto(k and 
rptions f r;,:;n J niod 'h, (veil established 
inf rstruelurc, m;r^t rtr;rkii ;rg ability and 
rtlarl.Lt ir;tclli(gence drriv i from the 
lPl,JV,:vk am oun t ('f (;rd: r flow it handle's 
each rf:;y. 

1h sLra[eciy .:nd Irac!inq, lice says are 
r:Pri0 rriostly by Skjr'alc from A propri 
tt ry "1)l (k box" system 11 idlcwvs for 
Ii;ua..n irrterverllion to t:a.,^ fillet uC')ount 
Ilia "g,", fed" of the' firm n' professionals. 
''I dorr't want to get f,n an airplane with-
(rut re. liOW in the sfra[," says M,rdoll. "I 
(,rI;y trim the ,au.opilot so much," 

As for the .;p:.cilils of how the firm 
r,',,wa J ta risk and liiei~tc the rnarkc't 
irrp;,c l of n.f;vn1J NO mr.lc.l'. c.ipital in and 
Omit or ju,.ilions, Msdcfl rr•,frun(Js first by 
sayinrl, "Yr;a not intrrrst,-d in c•duc,llinq 
V a woiid on our st;ati,ly, ar il I won't ('jet 
Ii to the nuances of how we manage 
ri=l• .' 1 10 rc~it(rraty, the ,indispuled 
sir-ilcilhs ,mnci advarray s sir: firm's opor-
a;k'stls provide that m ike it posiihle, 

Muitiple stock 13iskets 
Avc>id:n9 nsarker i;milr;:rt by tradinc; us" 

(l.~rlyirig s(-curitie<_, lie s,l)S, is one of 
lire str:itedy's primary rlUra This ii done 
by crc.iti;lq a vorii:Ly of stock haskets, 
+1,1C[iines as many s a damn, with dif 

1;rrent wcicjhlii iqc that ,rl!r:),'r po';itians to 
be take,i or unwound slowly over a unu 
or t,':o v:eek pi.'rimd. 

k1,a(Iolf says lire baskets comprise the 
r'1051 highly capitaliz,,d licj:.rid sr'cr:rities 
Iii trlc market, rr;;akinrl tie eiotry ;in,-1 exit 
c',rrtc•gi; s easier to i rl;in,igc. 

In -oIIW str,:sses Limit the aSSuts used 
for the- strateijy area often invested in 
Treasury Securities as the firm waits for 
S;lecific i•rt;irl:el opfiortunitic•s. I Ic' v.on't 
reveal how much capital is required to 
t.0 ('L U):  dl any rjivc:;l tune to ni,rn 
ta~ii the stratt'gy's return el`, t,,ieteristicc, 
(nit mints say that "the (foal is to he 
1 ta(c:: iris'e-- iC,l." 

11:c iri;;l:,ilily of other f.rrns to dtlpli• 
;leC: , 5 firn's <uccoss with the strategy, 

says kl,dn,f, IS attriholahle, ;del i, to its 
hte;' v rc•_Irr refrI operahnn,! infraslruc-
lu.c. I G: rsotcc that or ' ,,told rrrake the 
ur; oh_a[vatiori «bout many husi-

G^}'•.,'•i Ii l;:d`n(J m,:rkit ill•i;vlrl J f:rrl'ls. 
ni ;jc;r Wall Steer! hrol (,r-deal-

The strategy 
is the strategy 

and the returns 
are the returns 

ors, lie observes, previously a' tempted 
(() replicate established mark,:I making 
operations but gave up trying when 
they realircd how difficult it was to do 
so successfully, Opting instead to acquire 
there for hefty sums. 

[Irodeed, says Maticrfr the rirriu_itsrlf. 
has received numerous buyout offers but 
has so far refused any enlreatie', because. 
he and the many members of his immc-
d;ate and extcndild family who work 
there continue to enjoy what they do 
and the rnrlepertdenee it allows and have 
no desire to work for sorneone else.] 

Similarly, he adds, another firm could 
d;,iplicilte the strategy in an attcnipt to get 
siittii,lr resLiti, but ics returns ,'"told iikeiy 
be unmatched because "you need the 
physic of plant and a large opr'i IUon" to 
do it with equal success. Howuvrr, many 
Wall Sheet firms, he says, do tort the slrat-
egY in their proprietary trading activities, 
but they don't devote more e apital to 
Such operations bccarmc their return on 
C.:pital is better used in other op rations. 

Setting up a proprietary leading opera 
Lion strictly for the strategy, or a separate 
asset management division in order to 
collect the incentive fees, says Madoff, 
would conflict with his firm's primary 
business of marl.et rnakirng. 

Commissions suffice 
"We're perleclly happy making the 
commissions" by trading for We funds, 
he says, llliiclr industryohscrvc•r; nnit 
,also g'ves the fine the entirely I:rlilullalC 
opportunity to "piggyback" with propri-
etary trad'n,1 that is given an advantage 
by knowing when and where (orders are 
hLrinq placed. 

Setting up a div:s::>n to utter funds 
d'rcclly, Says MadoI, is not an attractive 
proposition simply because he' and the 

firm have no desire to get involved in the 
administration and rmiiketing required 
for the ctfort, nor to deal will% investors. 

Marry parts of the firm's operations 
could be similarly leveraged, he notes, but 
the firm generally believes in concentrat-
usg on its core strengths and not overex-
tending itself. Overseeing the capital pro-
vided by the hinds and its managed 
accounts, he says, provides another fairly 
stable stream of revenue that offers some 
degree of operational diversification. 

Madoff readily dismisses spccufation 
concerning the use of the capital as 
"pseudo equity" to support the firm's 
market making activities or provide 
leverage. Ho says the firm uses no lever-
age, and has nrore than ennrlgh capital 
to support its operations• 

lie notes that Maclolt Securities has 
virtually no de. hi and at any given time, 
no more than a few hundred mil lion 
dollars of inventory. 

Since the firm makes markets in only 
the roost highly capitalized, liquid stocks 
generally represontcd by the SEZ 500 
index, a majority of which are listed on 
the NYSE, as well as the 200 most highly 
capitalized Nasdaq-listed stocks, says 
1 rsdef, it etas almost no i1'n*enturyrisk. 

finally, Madoll calls ridiculous the 
conjecture that tine firm at times pro-
vides subsidies generated by its market 
making activities to smooth out the 
returns of the funds in a symbiol ic rcla-
tionship related to Its use of the capital 
as a debt or equity substitute. He agrees 
that the firm could easily borrow the 
money itself at a fairly low interest rate if 
it were needed, and would therefore 
have no reason to share' its profits. "lh'hy 
would we do that?" 

Still, when the many expert skeptics 
were asked by MARfl ledge to respond 
to the explanations about the funds, the 
strategy and the 1nri5iUPnf ly_4lw y0latil-
ity returns, ,!lost continued to express 
hewildeiment and indicated they were 
srm!f grappling tJ under ton f hrsw o;C!r 
results have been achieved for so tong. 

Madoff, who believes that h(, deserves 
"Some credibility as a tradc..r for 40 y(-arc," 
says: "The strategy is the ,rralegy and no' 
returns are the returns." He sugy+.'55 Oast 
those who believe therm- is sonleth'ny 
more to it and are snaking an answer 
beyond that are wasp icl their tine. a 

't8 MAR/lir:ifgt: • ; .y :?tIO1 
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Don't Ask, Don't Tell 
Bernie Madoff is so secretive, he even asks investors to keep mum 

..~.~..,~~s... ~u,........ ....m ,w..o„., ~~w....~.~...........m,~A~.r,~oo.o.. 

By Erin E. Arvedlund 

Two years ago, at a hedge-fund conference in New York, attendees were asked to name 
some of their favorite and most-respected hedge-fund managers. Neither George Soros 
nor Julian Robertson merited a single mention. But one manager received lavish praise: 
Bernard Madoff. 
Folks on Wall Street know Bernie Madoff well. His brokerage firm, Madoff Securities, 
helped kick-start the Nasdaq Stock Market in the early 1970s and is now one of the top 
three market makers in Nasdaq stocks. Madoff Securities is also the third-largest firm 
matching buyers and sellers of New York Stock Exchange-listed securities. Charles 
Schwab, Fidelity Investments and a slew of discount brokerages all send trades through 
Madoff. 
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Some folks on Wall Street think 
there's more to how Madoff (above) 

But what few on the Street know is that Bernie 
Madoff also manages $6 billion-to-$7 billion for 
wealthy individuals. That's enough to rank 
Madoff s operation among the world's three 
largest hedge funds, according to a May 2001 
report in MAR Hedge, a trade publication. 
What's more, these private accounts, have 
produced compound average annual returns of 
15% for more than a decade. Remarkably, some 
of the larger, billion-dollar Madoff-run funds 
have never had a down year. 
When Barron's asked Madoff Friday how he 
accomplishes this, he said, "It's a proprietary 
strategy. I can't go into it in great detail." 
Nor were the firms that market Madoff s funds 

generates his enviable stream of forthcoming when contacted earlier. "It's a 
investment returns than meets the eye. private fund. And so our inclination has been not 
Madoff calls these claims to discuss its returns," says Jeffrey Tucker, 
"ridiculous." partner and co-founder of Fairfield Greenwich, a 

New York City-based hedge-fund marketer. 
"Why Barron's would have any interest in this fund I don't know." One of Fairfield 
Greenwich's most sought-after funds is Fairfield Sentry Limited. Managed by Bernie 
Madoff, Fairfield Sentry has assets of $3.3 billion. 
A Madoff hedge-fund offering memorandums describes his strategy this way: "Typically, 
a position will consist of the ownership of 30-35 S&P 100 stocks, most correlated to that 
index, the sale of out-of-the-money calls on the index and the purchase of out-of-the-
money puts on the index. The sale of the calls is designed to increase the rate of return, 
while allowing upward movement of the stock portfolio to the strike price of the calls. 
The puts, funded in large part by the sale of the calls, limit the portfolio's downside." 
Among options traders, that's known as the "split-strike conversion" strategy. In layman's 
terms, it means Madoff invests primarily in the largest stocks in the S&P 100 index --
names like General Electric, Intel and Coca-Cola. At the same time, he buys and sells 
options against those stocks. For example, Madoff might purchase shares of GE and sell a 
call option on a comparable number of shares -- that is, an option to buy the shares at a 
fixed price at a future date. At the same time, he would buy a put option on the stock, 
which gives him the right to sell shares at a fixed price at a future date. 
The strategy, in effect, creates a boundary on a stock, limiting its upside while at the 
same time protecting against a sharp decline in the share price. When done correctly, this 
so-called market-neutral strategy produces positive returns no matter which way the 
market goes. 
Using this split-strike conversion strategy, Fairfield Sentry Limited has had only four 
down months since inception in 1989. In 1990, Fairfield Sentry was up 27%. In the 
ensuing decade, it returned no less than 11% in any year, and sometimes as high as 18%. 
Last year, Fairfield Sentry returned 11.55% and so far in 2001, the fund is up 3.52%. 
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Those returns have been so consistent that some on the Street have begun speculating that 
Madoff s market-making operation subsidizes and smooths his hedge-fund returns. 
How might Madoff Securities do this? Access to such a huge capital base could allow 
Madoff to make much larger bets -- with very little risk -- than it could otherwise. It 
would work like this: Madoff Securities stands in the middle of a tremendous river of 
orders, which means that its traders have advance knowledge, if only by a few seconds, 
of what big customers are buying and selling. By hopping on the bandwagon, the market 
maker could effectively lock in profits. In such a case, throwing a little cash back to the 
hedge funds would be no big deal. 
When Barron's ran that scenario by Madoff, he dismissed it as "ridiculous." 
Still, some on Wall Street remain skeptical about how Madoff achieves such stunning 
double-digit returns using options alone. The recent MAR Hedge report, for example, 
cited more than a dozen hedge fund professionals, including current and former Madoff 
traders, who questioned why no one had been able to duplicate Madoff s returns using 
this strategy. Likewise, three option strategists at major investment banks told Barron's 
they couldn't understand how Madoff churns out such numbers. Adds a former Madoff 
investor: "Anybody who's a seasoned hedge- fund investor knows the split-strike 
conversion is not the whole story. To take it at face value is a bit naive." 
Madoff dismisses such skepticism. "Whoever tried to reverse-engineer \, he didn't do a 
good job. If he did, these numbers would not be unusual." Curiously, he charges no fees 
for his money-management services. Nor does he take a cut of the 1.5% fees marketers 
like Fairfield Greenwich charge investors each year. Why not? "We're perfectly happy to 
just earn commissions on the trades," he says. 
Perhaps so. But consider the sheer scope of the money Madoff would appear to be 
leaving on the table. A typical hedge fund charges 1% of assets annually, plus 20% of 
profits. On a $6 billion fund generating 15% annual returns, that adds up to $240 million 
a year. 
The lessons of Long-Term Capital Management's collapse are that investors need, or 
should want, transparency in their money manager's investment strategy. But Madoff s 
investors rave about his performance -- even though they don't understand how he does it. 
"Even knowledgeable people can't really tell you what he's doing," one very satisfied 
investor told Barron's. "People who have all the trade confirmations and statements still 
can't define it very well. The only thing I know is that he's often in cash" when volatility 
levels get extreme. This investor declined to be quoted by name. Why? Because Madoff 
politely requests that his investors not reveal that he runs their money. 
"What Madoff told us was, 'If you invest with me, you must never tell anyone that you're 
invested with me. It's no one's business what goes on here," says an investment manager 
who took over a pool of assets that included an investment in a Madoff fund. "When he 
couldn't explain \ how they were up or down in a particular month," he added, "I pulled 
the money out." 
For investors who aren't put off by such secrecy, it should be noted that Fairfield and 
Kingate Management both market funds managed by Madoff, as does Tremont Advisers, 
a publicly traded hedge-fund advisory firm. 
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