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From: Luc Estenne
Sent: Friday, March 14, 2003 1:04 PM
To: carlo.luigi.grabau@alena.be
Subject: Madoff
Attachments: Madoff MARHedge.pdf; Barrons.doc
Contacts: Carlo Luigi Grabau
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Luc Estenne

Partners Advisers S.A.
12 rue Francgois Bonivard
CH-1201 Geneva
Switzerland

T +41 22 716 00 60

F +41 22 716 00 61
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E-mail transmission cannot be guaranteed to be secure or error-free as information could be intercepted, corrupted,
destroyed, delayed in transmission, incomplete, or may contain viruses. Partners Advisers S.A., therefore does not accept
liability for any errors or omissions in the contents of this message which may arise as a results of this e-mail
transmission. If verification is required, please request a hard-copy version. This message is provided for informational
purposes and should not be construed as a solicitation or an offer to buy or sell any securities or related financial
instruments.

This message contains confidential information or information belonging to Partners Advisers S.A. and is intended only for
the named individual. If you are not the named addressee, you should not disseminate, distribute or copy this e-mail.
Please notify the sender immediately by e-mail if you have received this message in error and delete this e-message from
you system.
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Madoff tops charts;
skeptics ask how

By Michael Ocrant

Mention EBornard L. Madoff Investment
Sccurities to anyone working on Wall Street at
any time over the last 40 years and you're
likely to gt a look of immediate recagnition.

After all, Madolf Securities, with its 600
major brekerage cients, is ranked as onc of the
top threi market makers in Nasdaq stocks,
cites itself as probably the largest source ol
order luvy for Mew York Stock Cxchange-listed
securitics, and remains a huge player in the
trading of proferred, convertible and other spe-
ciaized securitivs INstrurncnts.

Beyond that, Madoff operates one of the
maost successful “third markels” lor trading
cquities al{sr regular exchange hours, and is
an active nirlozl maker in the European and
Aiian equity rnarkets, And with a group of

UPDATE

Michael Berger
catches a jail break

Nuowe chipters have been wrilten in the contin-
g A of Michael Berger's Manhattan
Favostiment Fond, with the admitled fraud-
ster's agpareintly inevitabie Jail tenw duferred
whan his counsel quit, Meanwliile, the civil
cases agninst e ‘deep pockets” associated
with Berger---his prime broker Bear,

Staarns, hiz auditor Deloitte z2»

partners, it is leading an cffort and developing
the technolagy for a new eleclronic auclion
market trading system called Primex,

But 1t's a safe bet that relatively few Wall
Street professionals are aware that Madoff
Sccurities could be calegarized as perhaps the
best risl-adjusted hedge fund porttelio man-
ager for the fast dozen years. Its $6-7 billion
in assets under management, provided pn-
marily by thiee feeder funds, currently would
pul it in the number one or two spot in the
Zurich (formicrly MAR) database of more Lhan

. 1,100 hedge funds, and would place it at or

near the top of any well-known database in
cxistence delined by assets.

More important, perhaps, most of those
who are awaie of Madaff’s status in the hedge
fund world arc baftled by the way Lhe firm has
obtaired such consistent, nonvolatile returns
month after month and yoar after year.

Madoff has reported posilive returns for
the fast 11-plus years in asscts managed on
behalf of the feeder fund known as lairlield
Sentry, which in providing capital for the pro-
gram since 1989 has been doing it longer
than any of the other feeder funds. Those
other tunds have demonstrated equally posi-
tive lrack records using the samc strateqy for
much of that period.

Lack of volatility

Those who question the consistency of the
returns, though not necessarily the ability Lo
generate tha gross and net returns reported,
include current and former traders, 160

e e Gty A,
S ezl
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Did you know that Bernie
Madoff may be the best
nisk-adjusted hedge fund
portlolio manager?

Cover

Read one European
pension fund investor’s
comments about its foray
into hedge funds,
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Last year there was
huge spread between the
winners and losers in the
technology sector. What
did the winners do right?
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<41 olacr inoney managers, consul-
tants, quanrtitative enalysts and fund-of-
funds exccutives, many of whom are
fasailiar with the so-called split-stiike
conversion strategy vsed to managa the
ascels.

Thesa indlividuals, more than a dozen
in afl, offercd their viess, speculation and
opinions on the condition that they
wontdnt b identifizd. They noled that
others who uwse or have used the
stra'egy-~-dascribed as buying a hasket of
stocks closely corrclated to an index,
while concurrently selling out-of-the-

icney call options on the indix and
buying out-ol-the-money pul optlions on
the index---are knowi to have had
novhere neal thie same degree of success.

The strategy is gondrally descnled as
putting on 8 “cellar” in an attempt to
limit gains compared Lo the banchmark
index [0 an up markel and, Likewise,
lirait losses to somcthing less than Lhe
benchmak in a down maarket, essentially
crisiting a floor and a ceiling,

Marlolf's slrategy 15 designed around
miditiple stock backets miade up of 30-35
stocks most correlatesd to the S&P 100
index. In marketing rmaterial issucd by
Fairficld Sentry, the sale of the calls is

ceeribed as increasing “the standsiill
rate of riturn, whi'c allowing upward
maovement of the stock portfolio to the
shiike price of the calls.” The puls, accord-
ing to the samue maicnhal, are “funded in
large part by the sale of the calls, [and]
linit the portiolio’s dewnside.

“A bullish or hearish bias can be
achicved by adjusling Uhe strike prices of
the eptions, ovirweighting the puls, or
undecaeighting the calls. lowever, the
wnderlying value of the S&P 100 puts is
always approxiinalely equal 1o thal of
the portiulio of stocks,” the markeling
documcnl conclud.s,

Thircughoui the entire penod Macdolt
has managod the assets, the strateqy,
which claims Lo ute OTC oplions almost
entirely, has apneared 10 work with
remathable resulis,

Anain, take the farficld Scniey fund
as the examipie 1L bias reported losses of
ris iore than 55 basis points in junt four
of the past 139 consccutive months,
whils generating highly consistent qeass
rcturns of slightly more than 1.5% a
incidy and net annual retuens roughly in
the: range of 15 G9%.

(94

This has been
a good period
to do
this kind of stuff

2®

Among all the tunds on the database
in that same period, the Madoff/Fairficld
sentry fund would place at number 16 if
ranked by its absolute cumtlative returns.

Among 423 funds reparling returns
over the last five years, raosl with less
money and shorler Lrack records,
fairfield Sentry would be ranked at 240
on an absolule return baus and come in
number 10 if measured by risk-adjusted
return as defined by its Sharpe ratio.

What is strilung to most observers is
not so much the anpual returns—awhich,
though considered somewlat high for the
strategy, could be attribuled Lo the lirm's
market making and lrade cxeculion capa-
bilities---but the ability o provide such
smooth returns with so little volatilily.

The best known entity using a sitnilar
strateqy, a publicly traded mutual fund
dating from 1978 called Gateway, has
experianced far greater volatility and
lower returns during the same period.

The capital overseen by Madotf
through Fairficld Sentry has a cumula-
tive compound net return of 397.5%,
Comparcd with the 41 funds in the
Zurich databasc that reported for the
same historical period, frorn July 1989 to
February 2001, 1t would rank as the best
performing fund for the period on a risk-
adjusted basis, with a Sharpe ratio of 3.4
and a standard deviation of 3.0%.
(Ranked striclly by standard deviation,
the Fairficld Sentry funds would come in
at number three, behind two other
market neutral funds )

Questions abound

Beenard Madoft, the princinal and founder
of the firm wlhio is widcly known as Bernie,
is quick to note that one reason so few
might recognize Madoli Securities as a
hedge fund manager is bucause the firm

makes no claim 1o being one.

The acknowledged Madoff feeder
funds—New York-based Fairtiold Sentry
and Tremonl Advisors’ Broad Markel;
Kingale, operated by FIM of London, and
Swiss-based Thema—dcerive all the incen-
tive fees generated by the program’s
returns (there are no management fees),
provide all the administration and mar-
keting for therm, raise the capitat and deal
wilh investors, says Madoll.

Madoll Securities’ role, he says, is to
provide the investment strategy and
ex¢cute the trades, for which it gener-
ates commission revenue.

[Madofl Securilies also managoes
money in the program allocated by an
unknown number of endowmenls,
wealthy individuals and fanuly olfices,
While Bernie Madofl refuses to reveal
total assels under management, he doces
not dispute Lhal the ligure is in the
range of $6 billion to $7 billion ]

Madoff compares the firm’s role 1o a
private managed account al a broker-
dealer, with the broker-dealer providing
investment ideas or dratogics and. exe-
cuting the trades and making money off
the account by charging comnzission on
each trade.

Skeptics who express a mixture of
amazement, fascination and curiosity
about Lthe program wonder, first, about
the rclative complele lack of volatility in
the reported monthly returns.

But among other things, they aiso
marvel al Lthe seemingly astonishing abil-
ity to time the market and move to cash
in Lhe underlying securities belore
market conditions turn negalive, and
the related ability to buy and sell the
underlying stocks without noticcably
allecting the markel,

In addition, experts ask why no one
has been able to duplicate simitar relurns
using Lhe stralegy and why other firms
on Wall Street haven't become aware of
the fund and ils strategy and traded
against it, as has happened so often in
other cases; why Maclolt Securitics is will-
ing to carn commissions off the trades
but not set up a separate asset manage-

ment .division te offsr hedge funds

directly to investors and keep all Lhe
incentive fees for itsell, or conversely, why
it doesn’L borrow the maoney from credi-
tors, who are generally willing 1o provide
leverage 1o a fully hedged portfolic of up

16 MAR/Kulge ¢ May 2001
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to sevein o ohe agaast capital at an
interest rate ot Libor-pius, and manane
the funds on a praprietary basis.

These saina skepucs speculate that at
least poit of the returms must come from
other aclivitios related to Madoli's imarket
raking. They suggest, tor example, that
the bad-ask spreads earsed Grough those
aclivities may at Uimes be uséd 1o “subsi-
chize” e funds,

According to this view, the benelil to
Madolf Sceurilies is that the capital pro-
vided by the funds could Le used by the
firn as "pscudo equity,” allewing it cither
16 use a great deal of loverage without
taking on dridt, or simpiy to conduct far
more market raaking by purchaszing acdi-
tional ardar flow than it would otherwise
be sble to o,

And cven arnong the four or five pro-
fessionals who express bolh an under.
standing of the strategy and have little
trouble accepting the reported retuins it
has generated, a majority still expresses
tha belief that, if nothirg else, Madoff
must bie ausicg ather stocks and options

rather than only those in the S&P 100,

Bernie Madoll is willing to answer
each of those inquiries, even il he refuses
o provide details about the trading strat-
eqy he considers proprietary information.

And in a face-lo-face interview and
several telephone interviews, Madotf
sounds and appcars genuincly amused
by the interest and attention aimed at
an assct managemant strateqgy designed
190 genarale. . consendative, low. rick
returns that he noles are nowhere near
the top results of well-known fund man-
agers on an absolute return basis

Lack of volalility illusory

The apparent lack of volatility in the per-
furmance of the tund, Madolf says, is an
illusion based on a review of the monthly
and annual relurns. On an intraday,
intraweek and intrumonth basis, he says,
“lhe volatility is all over the place,” with
the fund down by as much as 1%.

But as whole, the split-strike conver-
sion straleqy is designed to work besl in
bull markets and, Madolf points out,

until recently “we've really been in a bull
market since "82, so Lhis has been a
good period Lo do this kind of stuff.”

Market volatility, moreover, is Lhe
strateqy’s friend, says Madoll, 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 Lhe 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 difticuit, says Madoff,
although performance has remalned
posilive or, as in (ebruary, flat.

The worst market to operate in using
the strategy, he adds, would be a pro-
tracled bear market or “a flat, dull
market.” In a stock market environment
similar 1o whal was experienced in the
1970s, for instance, the strategy would be
lucky to return “T-bill like returns.”

Market timing and slock picking are
both important for the stratcgy to work,
and 10 those who express aston- 180

Certified Public Accountants & Business Advisors

Margolin, Winer & Evens LLp

proudly announces the acquisition of
Chassin Levine Rosen & Company, LLp

We weleame their pariners and professional stall, and the addi.
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€17 shment at the lirm's abality in
thone a:cas, Madoli poaits W long expre-
nence, excelient techalogy that pro-
vidas superh and tow-cost execulion
capahilitics, good propictary stock and
cplions pricang modads, well established
irfeastrucdure, mariel g ahility and
market intelligence denved from the
inasive mount of crdor tow it handles
cach rliy.

The strateqy and tracing, he says, are
done mostly by signals lrom a propri
tlary “biack box” systetn 1hat allows for
hurman intervention to taka o agcount
the “gut fecl” of the fina's professionals.
“tdon’Uwanl to get i an airplane with-
out a puiotin the seal,” says Madall. 7|
only trust the autopilol so nch,”

As for the speaines of how the hirm
raanages sk and limits the market
inpact of moving so mucds capital &1 and
Gt oF pesitions, Madofll respords fiest by
saying, "Fra notinteresicd in educaling
12 woild on our stialegy, and Lwon't gel
iiito the nuances of how we manage
sk e reterates the andisputed
sirzingls and advantagss L firm's epor-
ations piovide that mahe il possible

Multiple stock baskets

Avaiding market itopact by trading tha .

witdorhving secunties, he says, 15 one of
the strategy’s primary qoats. This is done
by creatingg a variely of stock hashkels,
MLines as rmany as a doren, wilh dii-
ferent weightings that allow pasitions to
Lo aken or unwounid slowly over a one-
or tweo-veeek period.

Madall says the Linskets comprise the
mast tughly capitalizod liciuid securinies
N e market, making e entry and exil
iates _1"*? Casior 1o Mmansge.

He atio slresses that the assety wsed
far lhc- stratetyy are often vested in
Treasury securilies as the frm waits for
$eCine maarkel opportunitics. e won't
revedl how much capital 1s required 1o
b deployed al any given time to main:
Laliv Ahe shratedgy’s relurm charad Letistics,
bt idocs say that “the goal is ta be
FGOS: invested.”

The inabilly of other firms to dupli.
At s Jinm's suecess with the strategy,
sy Madalf, 18 atlnbinabie, again, o its
high'y regarderd operalional infrasiruc-
e, e potes hat one could make Lhe
smee obsarvation shaut many busi-
r.hw»s i kiding market inaning fiems,

ary miior Wall Sln fl broker- dt al-
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The strategy
is the strategy
and the returns
are the relurns

29

ers, he observes, previously atlempted
to replicate established market making
operslions but gave up trying when
they realized how difficull it was to do
o successfully, opting instead (o acquire
them for heity sums.

[Indeed, says Madoll the ligitself

has recenved numerous buyout offers but
has so far retused any enlreatien because
he and the many members of his imme-
diate and extended family who work
there continue 1o enjoy what they do
and the independence 1t allows and have
na desire to wotk for sarmeane clse.)

Sireiarly, be adds, another firm could
duplicate the strategy in an attemipt Lo get
Miniiar resuits, but i returng waouid itkely
be unmatched because “you need the
pPhysical plant and a large operation” to
do it with equal success. Howover, many
Wail Steet firms, he says, do use the strat-
¢qy m Lheir proprictary trading activities,
hul they don’t devote more capital Lo
such operations because their return on
capital is better used In other oparalions.

Setling up a proprictary tradiing opera.
ion strictly for the strategy, or a separate
asset management dvision in order to
collect the incenlive lees, says Madoff,
wotrld conflict with his firm’s primary
business of market making.

Commissions suffice

“We're perlectly happy making he
commissions” by trading for tive funds,
he says, which industry -obicrvers note
also grves the firm the entirely feqgitimate
opportunity Lo “piggyback” with propn-
ctary tradhing that is given an ardvantage
Ly knowing when and where orders are
bing placed.

Setting up a division to olffer funds
directly, says Madoll, 15 not an attractive
propasition simply because he and the

COVER STORY

firm have no desire to qet involved in the
administration and marketing required
for the ¢ftory, nor Lo deal with investors,

Many parts of Lhe firm’s operations
could be similarly leveraqged, e noles, but
the firm generally believes in concentrat-
g on its core strengths and not overcex-
wnding itelf. Overseeing tha capital pro-
vided by the funds and its managed
accounts, he says, provides anolher fairly
slahle stream of revenue that offers some
degree of operational diversification.

Madolf readily dismisses speculation
concerning the use of the capital as
“pseudo equity” to support the lirm's
market making activities or provide
leverage. He says the firm uses no lever-
aqe, and has more than enough capital
10 support its operations,

He notes that Madoft Securities has
vurtually no den and at any given time
no more than a few hundred million
dollars of inventory.

Since the firm makes markets in only
the most highly capitalized, liquid stocks
generally representcd by the S&P 500
index, 2 majorily of which are listed on
the NYSE, as well as the 200 most [ighly
capilalized Nasdaq-listed stocks, says
Madaoif, it fasalmast s meentury risk.

linally, Madofl calls ridiculous the
conjecture that the firm al times pro-
vides subsidies generated by its market
making activitics Lo smooth out the
returns of the funds in o symbiolic rela-
tionship related 10 11s use of the capilal
as a debt or equily substitute. He agrees
that the lirm cou!d easily borraw the
maoney itsell at a fairdy low interest rate i
It were needed, and would therefore
have no reason to share its profits. “Why
would we do that?”

Still, when the many experl skeptics
were asked by MAR/tledge Lo respond
to the explanations aboul the funds, the
strateqy and the onsislenlly_low yalatit.
ity returng, most continued Lo express
bewilderment and indicated they were

ok groppling to undesstand hiow snch

results have been achieved for so tong.
Madolf, who belicves that he deserves
“somme credibility as a trader tor 40 years,”
says: “The strategy 1s the strateqy and the
relurns are the returns.” He suggests thial
those who belicve there is someth’ng
maore to it and are seclang an answer
beyond that arc wasting their time. =

i8 MAF!/HA‘n_;(' . ﬁ 3y .?001
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Don't Ask, Don't Tell
Bernie Madoff is so secretive, he even asks investors to keep mum
E’J ‘The linked image cannot be displayed. The file may have been moved, renamed, or deleted, erify that the ink poins ta the correct file and location.

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. Madoft 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
Madoft.

$Q0000000841
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T oo | But what few on the Street know is that Bernie
ki Madoft 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."

Some folks on Wall Street think
there's more to how Madoff (above) 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 epe. Private fund. And so our inclination has been not
Madoff calls these claims to discuss its returns," says Jeffrey Tucker,
"vidiculous. " 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
Madoft, 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%.

$Q0000000842
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Those returns have been so consistent that some on the Street have begun speculating that
Madoft'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 Madoft 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 Madoft, as does Tremont Advisers,
a publicly traded hedge-fund advisory firm.
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