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REPORT OF INVESTIGATION

UNITED STATES SECURITIES AND EXCHANGE COMMISSION
OFFICE OF INSPECTOR GENERAL

Case No. OI1G-509

Investigation of Failure of the SEC
To Uncover Bernard Madoff’s Ponzi Scheme

Introduction

On December 11, 2008, the Securities and Exchange Commission (SEC) charged
Bernard L. Madoff (Madoff) with securities fraud for a multi-billion dollar Ponzi scheme
that he perpetrated on advisory clients of his firm. The complaint charged Madoff with
violations of the anti-fraud provisions of the Securities Act of 1933, the Securities
Exchange Act of 1934 and the Investment Advisers Act of 1940. In addition, the U.S.
Attorney’s Office in the Southern District of New York also indicted Madoff for criminal
offenses on the same date. On March 12, 2009, Madoff pled guilty to all charges and on
June 29, 2009, federal District Judge Denny Chin sentenced Madoff to serve 150 years in
prison, which was the maximum sentence allowed.

By mid-December 2008, the SEC learned that credible and specific allegations
regarding Madoff’s financial wrongdoing were repeatedly brought to the attention of
SEC staff, but were never recommended to the Commission for action. As a result, on
the late evening of December 16, 2008, former SEC Chairman Christopher Cox*
contacted the SEC Office of Inspector General (OIG) asking us to undertake an
investigation into allegations made to the SEC regarding Madoff, going back to at least
1999, and the reasons that these allegations were found to be not credible. Former
Chairman Cox also asked that the OIG investigate the SEC’s internal policies that govern
when allegations of fraudulent activity should be brought to the Commission. In
addition, he requested that the OIG investigation include all staff contact and
relationships with the Madoff family and firm, and any impact such relationships had on
staff decisions regarding the firm.

The OIG’s investigation of the SEC’s failure to uncover Madoff’s Ponzi scheme
analyzed the SEC’s response to all complaints it received regarding the activities of
Madoff, and traced the path of these complaints through the Commission from inception,
reviewing what investigative or examination work was conducted with respect to these
allegations. We have also investigated the allegations of conflicts of interest regarding
relationships between any SEC officials or staff and members of the Madoff family,

! Chairman Cox resigned on January 20, 2009. Current SEC Chairman Mary Schapiro was appointed by
President Barack Obama on January 20, 2009, and was sworn in on January 27, 20009.



including examining the role that former SEC Assistant Director Eric Swanson
(Swanson), who eventually married Madoff’s niece, Shana Madoff (Shana), may have
played in the examination or other work conducted by the SEC with respect to Madoff or
related entities, and whether such role or such relationship in any way affected the
manner in which the SEC conducted its regulatory oversight of Madoff and any related
entities.

Further, we have assessed the conduct of examinations and/or investigations of
Madoff and/or Bernard Madoff Investment Securities, LLC (BMIS) by the SEC and
conducted an analysis of whether there were “red flags” that were overlooked by SEC
examiners or investigators (which may have been identified by other entities conducting
due diligence), that could have led to a more comprehensive examination or
investigation. We have also considered the extent to which the reputation and status of
Madoff and the fact that he served on SEC Advisory Committees, participated on
securities industry boards and panels, and had social and professional relationships with
SEC officials, may have affected Commission decisions regarding investigations,
examinations and inspections of his firm.?

The Report of Investigation (ROI) includes the following sections: (a) the 1992
investigation of Avellino & Bienes and the related examination of Madoff (Section 1);
(b) the circumstances surrounding the 2000 and 2001 complaints presented to the SEC by
Harry Markopolos (Markopolos) (Section I1); (c) the Office of Compliance Inspections
and Examinations (OCIE) Washington, D.C. examination of Madoff triggered by a May
2003 complaint from a Hedge Fund Manager (Section I11); (d) the Northeast Regional
Office (NERO) examination of Madoff that arose out of an internal complaint found in
April 2004 during a routine examination of an SEC registrant (Section 1V); (e) the
Enforcement investigation of Madoff based upon Markopolos’ 2005 complaint (Section
V); (f) a discussion of whether there was any improper influence by senior-level officials
at the SEC upon the examinations and investigations of Madoff and the effect that
Madoff’s stature had on the SEC’s conduct of its examinations and investigations of
Madoff (Section VI); (g) an analysis of the allegation that former OCIE Assistant
Director Eric Swanson’s relationship with Shana Madoff impacted the SEC’s
examinations of Madoff (Section VI1); (h) a summary of the due diligence efforts
undertaken by private parties who determined that Madoff was not a wise investment and
a comparison with the methods utilized by the SEC in its examinations and
investigations(Section VI111); (i) the extent of reliance by potential investors with Madoff
on the fact that the SEC conducted examinations and investigations of Madoff in making
investment decisions; (Section IX); (j) a summary of all the additional complaints that the
SEC received regarding Madoff, or any of his firms or related entities (Section X); and
(k) a description of all the additional examinations that the SEC conducted of Madoff or
his firms (Section XI).

% The OIG also intends to issue separate audit reports that analyze the findings of this ROl and make
concrete and specific recommendations to both the Office of Compliance Inspection and Examinations
(OCIE) and the Division of Enforcement for improvements in their operations based upon the findings in
this ROI. We also intend to issue a third audit report analyzing why Madoff was not subjected to an OCIE
Investment Adviser (IA) examination after he was forced to register as an investment adviser in 2007.



Scope of the Investigation

l. DOCUMENT PRESERVATION AND MEETINGS WITH SENIOR-LEVEL
OFFICIALS

On December 18, 2008, we issued a document preservation notice to the entire
Commission informing them that the Office of Inspector General has initiated an
investigation regarding all Commission examinations, investigations or inquiries
involving BMIS, and any related individuals or entities. We formally requested that each
employee and contractor in the Commission preserve all electronically-stored
information and paper records related to BMIS in their original format.

In the next several days, the Inspector General (IG) H. David Kotz (Kotz) met
with senior officials from the Commission’s Division of Enforcement (Enforcement) and
the Office of Compliance Inspections and Examinations (OCIE), to ensure their
cooperation in our investigation and our ability to gain access to their files and records.
The IG also met with the Chairman’s office to seek information and documentation
relevant to the investigation.

1. E-MAIL SEARCHES AND REVIEWS OF E-MAILS

On December 17, 2008, the OIG requested that the SEC’s Office of Information
Technology (OIT) provide the OIG with (1) all e-mails of former OCIE employee Eric
Swanson during his tenure with the Securities and Exchange Commission (SEC), i.e.,
from August 14, 1996 until September 15, 2006, to the extent those e-mails were
available; and (2) the e-mails of six Northeast Regional Office (NERO) staff members
who were involved in NERO’s investigation of the Madoff firm that was initiated in 2006
(Case No. NY-07653) for the period from January 2006 through January 2008.° We
requested that OIT provide these e-mails on an expedited basis.*

On the following day, December 18, 2008, the OIG requested that OIT perform a
search of all e-mails for SEC Headquarters, New York Regional Office (NYRO) and
Boston Regional Office (BRO) staff members from January 1, 1999, through December
11, 2008, or from the earliest available date if e-mails were not available going back to
January 1, 1999. We also requested that this search be given priority and that the search
results be provided to us on a rolling basis rather than waiting unit the entire search was
completed.

Subsequent to the initial OIG e-mail requests made on December 17 and 18,
2008, the OIG made numerous requests to OIT for the e-mails of current and former SEC

® We requested the e-mails for this time period because, according to SEC case tracking records, the
investigation was opened on January 4, 2006 and closed on January 3, 2008.

* In February 2008, the OIG and OIT entered into a memorandum of understanding that provided that all
OIG requests for e-mails will receive the highest priority with e-mail requests responding to subpoenas,
except in unusual circumstances where a subpoena request must be complied with first, and will be
processed before all other requests from SEC divisions or offices.



employees for various periods of time pertinent to the investigation. The e-mails were
received, loaded onto computers with specialized search tools and searched on a
continuous basis throughout the course of the investigation.

In all, in addition to the e-mails received through the search of Headquarters,
NYRO and BRO e-mails for the term “Madoff,” the OIG received from OIT e-mails for a
total of approximately 68 current and former SEC employees for various time periods
relevant to the investigation, ranging from 1999 to 2009. These included: 24 NYRO
employees, 15 OCIE employees, ten BRO employees, six Los Angeles Regional Office
employees, six Headquarters Division of Enforcement employees, four Office of
Economic Analysis employees, and three employees from other SEC offices. The OIG
estimates that it obtained and searched approximately 3.7 million e-mails during the
course of its investigation.

I1. DOCUMENT REQUESTS AND REVIEW OF RECORDS

On December 24, 2008, we sent comprehensive document requests to both the
Enforcement Division and OCIE specifying the documents and records we required to be
produced for the investigation. We followed up with memoranda to OCIE dated April 3,
2009, May , 2009, and June 12, 2009. We also had follow-up communications with
Enforcement on January 21, 2009 and July 22, 2009. We further had numerous e-mail
and telephonic communications with both OCIE and Enforcement, regarding the scope
and timing of the document requests and responses, as well as meetings to clarify and
expand the document requests as necessary.

We collected all the information we received as a result of our document
production request and carefully reviewed and analyzed all investigative papers of all
SEC investigations conducted relating to Madoff, Madoff’s firms, members of Madoff’s
family, and Madoff’s associates between 1975 and the present.

Through the course of the investigation, the OIG also reviewed the workpapers
and examination files of nine SEC examinations of BMIS from 1990 to December 11,
2008 as follows: 1990 BD NERO 0118 (routine examination), 1993 BD NERO 0015
(routine examination), 1994 Special Purpose Inspections of BMIS and the Instinet
Corporation, 1995 NERO 0027 (NASD Oversight Examination), 1998 Inspection of
Eight Third Market Firms, 1999 Limit Order Display Review, 2003 QQQ Trading
Review, 2004 OCIE Examination (Front-Running), and 2005 NERO Examination (Front-
Running). The examinations are described in Sections XI, I1, and IV of this Report of
Investigation. Where documents from the examination were not available, the OIG
sought testimony and conducted interviews of current and former SEC personnel who
had worked on the examinations.

We also sought documents from the Department of Justice via an OIG request
dated May 1, 2009, and communicated with DOJ frequently as part of our investigation.



V. DOCUMENT AND INFORMATION REQUESTS TO INDEPENDENT
THIRD-PARTIES

In order to properly analyze how the SEC could have conducted examinations and
investigations of Madoff that may have uncovered Madoff’s Ponzi scheme, the SEC
sought information and documentation from third-parties in order to undertake our own
analysis of Madoff’s trading records. During the course of the OIG investigation, the
OIG requested and obtained from the Depository Trust Company (DTC) position reports
for BMIS (account # 646) for the following dates: August 10, 2006; May 19, 2006;
March 16, 2005; March 15, 2005; February 18, 2005; January 31, 2005; January 26,
2005; January 25, 2005.

We also requested and obtained from the National Securities Clearing
Corporation (NSCC) all clearing data records for all executions effected by BMIS,
whether BMIS was on the purchasing side or on the selling side of the securities, in 14
specific equity securities, on a daily basis, in Excel format, by trade date for the trading
time period of March 10 through March 18, 2005.

We also received from the Financial Industry Regulatory Authority (FINRA):
Order Audit Trail System data (OATS) submitted by BMIS for 6 National Association of
Securities Dealers Automated Quotations (NASDAQ)-listed stocks (ticker symbol
included) and NASDAQ Automated Confirmation of Transactions (ACT) database for
the trading time period of March 10 through March 18, 2005.

V. RETENTION OF EXPERT IN ANALYZING EXAMINATION AND
INVESTIGATORY WORK

In February 2009, the OIG retained several securities experts from FTI
Consulting, Inc. (the FTI Engagement Team) to assist with the review of the examinations
and investigations of Madoff and BMIS that were conducted by the SEC. Members of the
FTI team engaged by the OIG were Charles R. Lundelis, Jr. (Lundelis), senior managing
director, Forensic and Litigation Consulting, Simon Wu (Wu), managing director,
Forensic and Litigation Consulting, John C. Crittenden 111 (Crittenden), managing
director, Corporate Finance Group, and James Conversano (Conversano) director,
Forensic and Litigation Consulting.

Each individual member of the FTI Engagement team brought unique and
specialized experience to the analysis contained in this ROI. Lundelis specializes in Rule
10b-5 securities fraud, insider trading and manipulation cases, SEC, National Association
of Securities Dealers (NASD, now FINRA), New York Stock Exchange (NYSE) market
regulation investigations, securities valuation, financial accounting and reporting
standards, share price modeling and commaodities trading. He is also an expert in the
areas of the underwriting process, securities market pricing, hedge fund operations,
investment suitability, accounting fraud, compliance and due diligence practices.
Lundelis is a CPA, Accredited in Business Valuation and Certified in Financial Forensics
by the American Institute of Certified Public Accountants.



Wu was formerly a Senior Economist at the NASD and subsequently the
NASDAQ Stock Market where he led a major study on the decimalization of securities
quotations on NASDAQ. Dr. Wu has been qualified as an expert and testified before the
SEC Administrative Law Judge, in Federal and State courts, and before the
NASD/FINRA Arbitration Panels. Dr. Wu is an expert in SEC, NASD, Over-the-
Counter Bulletin Board (OTCBB), NYSE and American Stock Exchange (AMEX)
market regulation rules (Rule 10b-5, Best Execution, Order Handling Rules, Front-
Running, etc.), as well as market structure issues. Dr. Wu received his Ph.D. in
Economics from Vanderbilt University with a focus on finance and international finance.

Crittenden advises insurance, retail and institutional broker-dealers and
investment advisers, including hedge funds, regarding development of reasonable and
adequate compliance policies and procedures, infrastructures and internal processes and
controls. Mr. Crittenden also has been engaged as a regulatory compliance advisor, and
was recently elected as Director for the failed Bear Stearns hedge funds to investigate and
maximize recoveries. Mr. Crittenden holds the FINRA/WHARTON Certified Regulatory
and Compliance Professional (CRCP) designation and is a FINRA registered General
Securities Principal.

Conversano has more than 15 years of regulatory, compliance and forensic
investigation experience. Mr. Conversano has substantial experience in complex financial
fraud investigations, securities related inspections and examinations, compliance
assessments, antitrust matters, bankruptcy proceedings, restructurings, damages
calculations, cash flow analysis, and valuations.

At the direction of the OIG, the FTI Engagement Team conducted a thorough review
of all of the relevant workpapers and documents associated with the OCIE examinations,
and scrutinized the conduct of the SEC examinations and investigations, analyzing
whether there were “red flags” that were overlooked by SEC examiners that could have
led to the discovery of Madoff’s Ponzi scheme. The FTI Engagement Team also
replicated aspects of the OCIE cause examinations of Madoff to determine whether the
SEC sought the appropriate information in the examinations and analyzed such
information correctly.’

VI.  RETENTION OF EXPERT IN RECOVERING E-MAILS

During the course of the investigation, OIT informed the OIG that there were gaps
in the e-mails that the OIG was seeking to review as part of its investigation because of
failures to backup the tapes, hardware or software failures during the backup process,
and/or lost, mislabeled or corrupted tapes. In order to ensure that the OIG was able to
conduct a thorough and comprehensive investigation, in June, 2009, the OIG retained the
services of First Advantage Litigation Consulting Services (First Advantage), to assist the

® The OIG is issuing a separate audit report prepared by the FTI Engagement Team which will document
the FTI Engagement Team’s analyses and provide recommendations to the SEC with respect to areas of
improvements as a result of the FTI Engagement Team’s work.



OIG in the restoration and production of relevant electronic data. First Advantage’s team
had significant experience in leading numerous large-scale electronic discovery
consulting projects as well as assisting with highly sensitive and confidential
investigations for corporations and the Federal Bureau of Investigation.

In connection with its engagement, First Advantage provided consulting and
technical support to understand how the SEC’s e-mail Exchange and file servers were
configured and to understand the backup procedures relating to these systems for the
relevant period. First Advantage also provided technical support to identify relevant
electronic data from the SEC’s inventory of backup tapes and its online enterprise archive
system that the SEC began using in 2008 to store copies of all e-mails sent to, from, or
within the SEC. Based upon this work, First Advantage was able to successfully preserve
and restore potentially responsive data from this universe of electronic data and
coordinated the restoration of SEC electronic records identified by the OIG as relevant to
our investigation. The OIG was therefore, able to review all e-mails that were pertinent
to its investigation.

VIl.  TESTIMONY AND INTERVIEWS

The OIG conducted 140 testimonies and interviews of 122 individuals with
knowledge of facts or circumstances surrounding the SEC’s examinations and/or
investigations of Madoff and his firms.

SEC IG Kotz personally led the questioning in the testimony and interviews of
nearly all the witnesses in the investigation. Kotz also led the investigative team for this
ROI, which included Noelle Frangipane, Deputy Inspector General, who worked on all
aspects of the investigation; Assistant Inspector General for Investigations J. David
Fielder and Senior Counsel David Witherspoon, who focused their efforts on Sections Il
and V of the ROI; Senior Counsel Heidi Steiber, who concentrated on Sections 111, IV
and X of the ROI; and Chris Wilson, Senior Counsel, who worked on Sections VII and
X1 of the ROI.°

The OIG conducted testimony on-the-record and under oath of the following
individuals:

1) Harry Markopolos, Chartered Financial Analyst and Certified Fraud
Examiner, taken on February 5, 2009, at 9:42 a.m., excerpted portions of
which are at Exhibit 1.

2 Alex Sadowski, Assistant General Counsel, Getco LLC, former Branch
Chief, Office of Compliance Inspections and Examinations, Securities and
Exchange Commission, taken on February 13, 2009, at 10:15 a.m.,
excerpted portions of which are at Exhibit 2.

® Significant assistance in this investigation was also provided by Assistant to the Inspector General
Roberta Raftovich, and OIG Summer Interns Kristina Katz and April Elliot.



©)

(4)

()

(6)

(7)

(8)

(9)

(10)

(11)

Redacted” name of Staff Accountant, Office of Compliance Inspections
and Examinations, Securities and Exchange Commission, taken on
February 19, 2009, at 2:20 p.m., referred to in the ROI as “OCIE Staff
Accountant,” excerpted portions of which are at Exhibit 3.

Mavis Kelly, Branch Chief (now Assistant Director), Office of
Compliance Inspections and Examinations, Securities and Exchange
Commission, taken on February 23, 2009, at 10:35 a.m., excerpted
portions of which are at Exhibit 4.

Walter Ricciardi, Partner, Paul Weiss Rifkind Wharton & Garrison LLP,
former District Administrator, Boston District Office and former Deputy
Director, Division of Enforcement, Securities and Exchange Commission,
taken on February 26, 2009, at 10:48 a.m., excerpted portions of which are
at Exhibit 5.

Redacted* name of Eric Swanson’s former fiancé, taken on March 2,
2009, at 2:45 p.m., referred to in the ROI as “Jane Doe,” excerpted
portions of which are at Exhibit 6.

Jacqueline Wood, Associate, Proskauer Rose LLP, former Staff Attorney
Securities and Exchange Commission, taken on March 9, 2009, at 9:40
a.m., excerpted portions of which are at Exhibit 7.

Redacted* name of Assistant Director, Office of Compliance Inspections
and Examinations, Securities and Exchange Commission, taken on March
13, 2009, at 9:29 a.m., referred to in the ROI as “OCIE Assistant
Director,” excerpted portions of which are at Exhibit 8.

Gene Gohlke, Associate Director, Office of Compliance Inspections and
Examinations, Securities and Exchange Commission, taken on March 16,
2009, at 2:03 p.m., excerpted portions of which are at Exhibit 9.

Matthew Daugherty, Branch Chief (now Senior Special Counsel), Office
of Compliance Inspections and Examinations, Securities and Exchange
Commission, taken on March 23, 2009, at 2:06 p.m., excerpted portions of
which are at Exhibit 10.

Redacted* name of Staff Attorney, Office of Compliance Inspections and
Examinations (now Staff Attorney, Division of Trading and Markets),
Securities and Exchange Commission, taken on March 25, 2009, at 11:02
a.m., referred to in the ROI as “OCIE Staff Attorney,” excerpted portions
of which are at Exhibit 11.

* After the OIG issued the ROI to the Chairman of the SEC, at the SEC’s request, the OIG prepared a
modified public version of the ROI which redacted the identities of certain individuals because of privacy
concerns as well as additional language at the request of the U.S. Department of Justice.



(12)

(13)

(14)

(15)

(16)

(17)

(18)

(19)

(20)

(21)

(22)

(23)

Dorothy Eschwie, Assistant Regional Director, New York Regional
Office,” Securities and Exchange Commission, taken on March 26, 2009,
at 11:50 a.m., excerpted portions of which are at Exhibit 12.

Thomas Thanasules, Securities Compliance Examiner (now Staff
Accountant), New York Regional Office, Securities and Exchange
Commission, taken on March 26, 2009, at 1:32 p.m., excerpted portions of
which are at Exhibit 13.

Michael Kress, Branch Chief, New York Regional Office, Securities and
Exchange Commission, taken on March 26, 2009, at 2:04 p.m., excerpted
portions of which are at Exhibit 14,

Neil Chelo, Director of Research, Benchmark Plus Management LLC,
taken on March 31, 2009, at 11:45 a.m., excerpted portions of which are at
Exhibit 15.

Frank Casey, President-USA, Fortune Asset Management, taken on March
31, 2009, at 3:06 p.m., excerpted portions of which are at Exhibit 16.

Grant Ward, Senior Counsel, MetLife Group, former Assistant District
Administrator, Boston District Office, Securities and Exchange
Commission, taken on March 31, 2009, at 5:10 p.m., excerpted portions of
which are at Exhibit 17.

Edward Manion, Staff Accountant, Boston Regional Office, Securities and
Exchange Commission, taken on April 1, 2009, at 1:15 p.m., excerpted
portions of which are at Exhibit 18.

Michael Garrity, Branch Chief (now Assistant Regional Director), Boston
Regional Office,® Securities and Exchange Commission, taken on April 1,
2009, at 10:30 am and April 2, 2009, at 2:30 p.m., excerpted portions of
which are at Exhibit 19.

John Dugan, former Branch Chief and Assistant Regional Director, now
Associate Regional Director, Boston Regional Office, Securities and
Exchange Commission, taken on April 2, 2009, at 9:25 a.m.

Andrew Caverly, former Staff Attorney and Branch Chief (now Assistant
Regional Director, Broker-Dealer Inspection Program, Boston Regional
Office, Securities and Exchange Commission, taken on April 2, 2009, at
1:15 p.m., excerpted portions of which are at Exhibit 20.

David Bergers, Assistant District Administrator (now Regional Director),
Boston Regional Office, Securities and Exchange Commission, taken on
April 2, 2009, at 3:12 p.m., excerpted portions of which are at Exhibit 21.

Eric Swanson, General Counsel, BATS Trading, former Assistant
Director, Office of Compliance Inspections and Examinations, Securities

" As of March 30, 2007, the Northeast Regional Office of the SEC (NERO), became known as the New
York Regional Office (NYRO).
® The Boston office of the SEC was elevated from a District Office to a Regional Office on April 2, 2007.



(24)

(25)

(26)

(27)

(28)

(29)

(30)

(31)

(32)

and Exchange Commission, taken on April 15, 2009, at 9:25 a.m.,
excerpted portions of which are at Exhibit 22.

Lori Richards, former Director, Office of Compliance Inspections and
Examinations, Securities and Exchange Commission, taken on April 17,
2009, at 10:05 a.m., excerpted portions of which are at Exhibit 23.

Redacted* name former Branch Chief, Office of Investor Education and
Advocacy, Securities and Exchange Commission, taken on April 20, 20009,
at 2:05 p.m., referred to in the ROI as “former OIEA Branch Chief,”
excerpted portions of which are at Exhibit 24.

Vance Anthony, Financial Economist, Office of Economic Analysis,
Securities and Exchange Commission, taken on April 21, 2009, at 10:10
am excerpted portions of which are at Exhibit 25.

Stewart Mayhew, Assistant Chief Economist (now Deputy Chief
Economist), Office of Economic Analysis, Securities and Exchange
Commission, taken on April 21, 2009, at 12:45 p.m., excerpted portions of
which are at Exhibit 26.

Jonathan Sokobin, Deputy Chief Economist, (now Director, Office of Risk
Assessment), Securities and Exchange Commission, taken on April 22,
2009, at 3:20 p.m., excerpted portions of which are at Exhibit 27.

Mark Donohue, Branch Chief and Assistant Director, Office of
Compliance Inspections and Examinations, Securities and Exchange
Commission, taken on April 23, 2009, at 10:06 a.m., excerpted portions of
which are at Exhibit 28.

John McCarthy, General Counsel, Getco LLC, former Staff Attorney,
Division of Market Regulation,® and former Associate Director, Office of
Compliance Inspections and Examinations, Securities and Exchange
Commission, taken on April 27, 2009, at 9:45 a.m., excerpted portions of
which are at Exhibit 29.

Juan Marcelino, Shareholder, Greenberg Traurig LLP, former Regional
Administrator, Boston Regional Office, Securities and Exchange
Commission, taken on April 27, 2009, at 1:30 p.m., excerpted portions of
which are at Exhibit 30.

William Dale, former Assistant Chief Economist, Office of Economic
Analysis, Securities and Exchange Commission, taken on April 28, 2009,
at 2:43 p.m., excerpted portions of which are at Exhibit 31.

° The Division of Market Regulation was renamed the Division of Trading and Markets on November 14,

2007.

* After the OIG issued the ROI to the Chairman of the SEC, at the SEC’s request, the OIG prepared a
modified public version of the ROl which redacted the identities of certain individuals because of privacy
concerns as well as additional language at the request of the U.S. Department of Justice.
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(33)

(34)

(35)

(36)

(37)

(38)

(39)

(40)

(41)

(42)

George Curtis, Regional Director, Denver Regional Office (now Deputy
Director, Division of Enforcement), Securities and Exchange Commission,
taken on April 29, 2009, at 4:33 p.m.

Leslie Kazon, Assistant Regional Director, Division of Enforcement, New
York Regional Office, Securities and Exchange Commission, taken on
April 30, 2009, at 11:12 a.m., excerpted portions of which are at Exhibit
32.

Andrew Calamari, Branch Chief (now Associate Regional Director),
Division of Enforcement, New York Regional Office, Securities and
Exchange Commission, taken on April 30, 2009, at 12:10 p.m.

Mark Schonfeld, Litigation Partner, Gibson Dunn & Crutcher, former
Senior Counsel, Boston District Office and former Branch Chief, Assistant
Director, Associate Director and Regional Director, Northeast Regional
Office, Securities and Exchange Commission, taken on April 30, 2009, at
2:55 p.m., excerpted portions of which are at Exhibit 33.

Redacted* name of Branch Chief, Office of Investor Education and
Advocacy, Securities and Exchange Commission, taken on May 1, 2009,
at 2:02 p.m., referred to in the ROl as “OIEA Branch Chief,” excerpted
portions of which are at Exhibit 34.

Tina Barry, Branch Chief (now Assistant Director), Office of Compliance
Inspections & Examinations, Securities and Exchange Commission, taken
on May 1, 2009, at 3:29 p.m., excerpted portions of which are at Exhibit
35.

William Ostrow, Senior Compliance Examiner (now Staff Accountant),
New York Regional Office, Securities and Exchange Commission, taken
on May 5, 2009, at 9:59 a.m. and August 19, 2009, at 10:08 a.m.,
excerpted portions of which are at Exhibit 36 and Exhibit 37, respectively.

John Nee, Assistant Regional Director, New York Regional Office,
Securities and Exchange Commission, taken on May 6, 2009, at 10:50
a.m., excerpted portions of which are at Exhibit 38.

Redacted* name of Staff Attorney, New York Regional Office, Securities
and Exchange Commission, taken on May 11, 2009, at 11:00 a.m.,
referred to in the ROI as “New York Staff Attorney,” excerpted portions
of which are at Exhibit 39.

Redacted* name of Senior Attorney, New York Regional Office,
Securities and Exchange Commission, taken on May 11, 2009, at 1:54
p.m., referred to in the ROl as “New York Staff Attorney,” excerpted
portions of which are at Exhibit 40.

* After the OIG issued the ROI to the Chairman of the SEC, at the SEC’s request, the OIG prepared a
modified public version of the ROI which redacted the identities of certain individuals because of privacy
concerns as well as additional language at the request of the U.S. Department of Justice.
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(43)

(44)

(45)

(46)

(47)

(48)

(49)

(50)

(51)

(52)

Israel Friedman, Staff Attorney (now Branch Chief), New York Regional
Office, Securities and Exchange Commission, taken on May 11, 2009, at
12:00 p.m., excerpted portions of which are at Exhibit 41.

Alex Vasilescu, Supervisory Trial Counsel and Chief of the Trial Unit,
New York Regional Office, Securities and Exchange Commission, taken
on May 11, 2009, at 12:54 p.m.

Jason Gettinger, Regional Litigation Counselor, Division of Enforcement,
New York Regional Office, Securities and Exchange Commission, taken
on May 11, 2009, at 2:35 p.m., excerpted portions of which are at Exhibit
42,

Linda Thomsen, Partner, Davis Polk & Wardwell, former Director,
Division of Enforcement, Securities and Exchange Commission, taken on
May 11, 2009, at 2:34 p.m., excerpted portions of which are at Exhibit 43.

Redacted* name of former Examiner, Office of Compliance Inspections
and Examinations, Securities and Exchange Commission, taken on May
11, 2009, at 3:19 p.m., referred to in the ROI as “former Examiner #1,”
excerpted portions of which are at Exhibit 44.

Paul Pocress, Staff Accountant, New York Regional Office, Securities and
Exchange Commission, taken on May 11, 2009, at 3:31 p.m., excerpted
portions of which are at Exhibit 45.

Redacted* name of Staff Accountant (now Branch Chief), Division of
Investment Management, New York Regional Office, Securities and
Exchange Commission, taken on May 11, 2009, at 3:48 p.m., referred to in
the ROI as “IM Staff Accountant,” excerpted portions of which are at
Exhibit 46.

Robert Sollazzo, Associate Regional Director, New York Regional Office,
Securities and Exchange Commission, taken on May 12, 2009, at 10:35
a.m., excerpted portions of which are at Exhibit 47.

Peter Lamore, Securities Compliance Examiner (now Staff Accountant),
New York Regional Office, Securities and Exchange Commission, taken
on May 14, 2009, at 9:25 a.m. and August 19, 2009, at 10:30 a.m.,
excerpted portions of which are at Exhibit 48 and at Exhibit 49,
respectively.

Stephen Johnson, Staff Accountant (now Branch Chief), Division of
Enforcement, New York Regional Office, Securities and Exchange
Commission, taken on May 21, 2009, at 10:38 a.m., excerpted portions of
which are at Exhibit 50.

* After the OIG issued the ROI to the Chairman of the SEC, at the SEC’s request, the OIG prepared a
modified public version of the ROI which redacted the identities of certain individuals because of privacy
concerns as well as additional language at the request of the U.S. Department of Justice.
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(53)

(54)

(55)

(56)

(57)

(58)

(59)

(60)

(61)

Redacted* name of Staff Attorney, Division of Enforcement, Securities
and Exchange Commission, taken on May 21, 2009, at 11:00 a.m.,
referred to in the ROI as “Enforcement Staff Attorney,” excerpted portions
of which are at Exhibit 51.

Redacted* name of former Attorney Advisor, Office of Compliance
Inspections and Examinations, Securities and Exchange Commission,
taken on May 21, 2009, at 2:05 p.m., referred to in the ROI as “former
OCIE Attorney Advisor,” excerpted portions of which are at Exhibit 52.

Simona Suh, Staff Attorney (now Branch Chief), Division of
Enforcement, New York Regional Office, Securities and Exchange
Commission, taken on May 27, 2009, at 9:35 a.m., excerpted portions of
which are at Exhibit 53.

Peter Uhlmann, Chief of Staff to the Chairman (now Senior Advisor,
Office of Executive Director), Securities and Exchange Commission,
taken on May 28, 2009, at 10:00 a.m., excerpted portions of which are at
Exhibit 54.

Doria Bachenheimer, former Assistant Director, Division of Enforcement,
Northeast Regional Office, Securities and Exchange Commission, taken
on June 3, 2009, at 12:10 p.m., excerpted portions of which are at Exhibit
55.

Meaghan Cheung, former Branch Chief, Division of Enforcement,
Northeast Regional Office, Securities and Exchange Commission, taken
on June 4, 2009, at 10:40 a.m., excerpted portions of which are at Exhibit
56.

Redacted* name of former Staff Attorney, Division of Enforcement,
Northeast Regional Office, Securities and Exchange Commission, taken
on June 10, 2009, at 1:55 p.m., referred to in the ROl as “former New
York Enforcement Staff Attorney #2,” excerpted portions of which are at
Exhibit 57.

Redacted* name of Assistant Regional Director, Division of Enforcement,
New York Regional Office, Securities and Exchange Commission, taken
on June 10, 2009, at 4:20 p.m., referred to in the ROI as “Enforcement
Assistant Regional Director,” excerpted portions of which are at Exhibit
58.

Susan Tibbs, Director, Market Regulation Department, formerly known as
National Association of Securities Dealers (NASD), now known as
Financial Industry Regulatory Authority (FINRA), taken on June 19,
2009, at 3:20 p.m., excerpted portions of which are at Exhibit 59.

* After the OIG issued the ROI to the Chairman of the SEC, at the SEC’s request, the OIG prepared a
modified public version of the ROI which redacted the identities of certain individuals because of privacy
concerns as well as additional language at the request of the U.S. Department of Justice.
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(62)

(63)

(64)

(65)

(66)

(67)

(68)

(69)

(70)

(71)

(72)

Christopher Cox, former Chairman, Securities and Exchange Commission,
taken on June 19, 2009, at 3:11 p.m., excerpted portions of which are at
Exhibit 60.

Jordan Materna, Director, Chicago Board Options Exchange, taken on
June 22, 2009, at 2:35 p.m., excerpted portions of which are at Exhibit 61.

Gene DeMaio, Senior Vice President, National Association of Securities
Dealers, taken on June 25, 2009, at 2:07 p.m., excerpted portions of which
are at Exhibit 62.

Susan Geigel, Director of Legal and Regulatory Compliance Depository
Trust and Clearing Corporation, taken on June 26, 2009, at 11:30 a.m.,
excerpted portions of which are at Exhibit 63.

Annette Nazareth, former Commissioner, Securities and Exchange
Commission, taken on July 9, 2009, at 10:34 a.m., excerpted portions of
which are at Exhibit 64.

William Donaldson, Chairman, Donaldson Enterprises, former Chairman,
Securities and Exchange Commission, taken on July 9, 2009, at 11:03
a.m., excerpted portions of which are at Exhibit 65.

Redacted* name of Office of Internet Enforcement Official, Division of
Enforcement, Securities and Exchange Commission, taken on July 30,
2009, at 2:35 p.m., referred to in the ROI as “Office of Internet
Enforcement Official,” excerpted portions of which are at Exhibit 66.

Redacted* name of Senior Counsel, Division of Enforcement, Securities
and Exchange Commission, taken on July, 31. 2009, at 10:04 a.m.,
referred to in the ROI as “Enforcement Senior Counsel,” excerpted
portions of which are at Exhibit 67.

Elisse Walter, Commissioner, Securities and Exchange Commission, taken
on August 5, 2009, at 2:33 p.m., excerpted portions of which are at Exhibit
68.

Unidentified Former SEC Examiner, New York Regional Office,
Securities and Exchange Commission, taken on August 5, 2009, at 2:55
p.m., excerpted portions of which are at Exhibit 69.

Elaine Solomon, former Secretary, Bernard L. Madoff Investment
Securities, LLP, taken on August 17, 2009, at 11:08 a.m. excerpted
portions of which are at Exhibit 70.

* After the OIG issued the ROI to the Chairman of the SEC, at the SEC’s request, the OIG prepared a
modified public version of the ROI which redacted the identities of certain individuals because of privacy
concerns as well as additional language at the request of the U.S. Department of Justice.
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The OIG also conducted the following interviews of persons with knowledge of
relevant facts in the investigation:

1)

(2)
(3)

(4)

(5)

(6)
(7)

(8)

(9)

(10)

(11)

Unidentified Chief Executive Officer (CEQO) of Research Firm,
unidentified independent hedge fund research and advisory firm,
conducted on January 6, 2009, at Exhibit 71.

Unidentified Investment Bank Due Diligence Team, unidentified
investment bank, conducted on January 6, 2009, at Exhibit 72.

Unidentified Chief Executive Officer (CEQ), unidentified fund of funds
firm, taken on January 12, 2009, at 11:00 a.m., excerpted portions of
which are at Exhibit 73.

Michael Ocrant, Journalist, Institutional Investor, former Managing
Editor, MARHedge, taken on January 12, 2009, at 2:00 p.m., excerpted
portions of which are at Exhibit 74.

James Hedges IV, President and Chief Investment Officer, LJH Global
Investments, conducted on January 22, 2009, excerpted portions of which
are at Exhibit 75.

Laura Goldman, Investment Advisor, LSG Capital, conducted on January
23, 2009, excerpted portions of which are at Exhibit 76.

Ron Egalka, President and CEO, Rampart Investment Management,
conducted on February 9, 2009.

Edward Perkins, former Examiner (now Staff Accountant), New York
Regional Office, Securities and Exchange Commission, conducted on
February 27, 2009.

William Dale, former Assistant Chief Economist, Office of Economic
Analysis, Securities and Exchange Commission, Securities and Exchange
Commission, conducted on February 27, 2009.

Thomas Thanasules, Securities Compliance Examiner (now Staff
Accountant), New York Regional Office, Securities and Exchange
Commission, conducted on March 3, 20009.

Redacted* name of Staff Attorney, Office of Compliance Inspections and
Examinations (now Staff Attorney, Division of Trading and Markets),
Securities and Exchange Commission, conducted on March 3, 2009,
referred to in the ROI as “OCIE Staff Attorney.”

* After the OIG issued the ROI to the Chairman of the SEC, at the SEC’s request, the OIG prepared a
modified public version of the ROI which redacted the identities of certain individuals because of privacy
concerns as well as additional language at the request of the U.S. Department of Justice.
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(12)

(13)

(14)

(15)

(16)

17)

(18)

(19)

(20)

(21)

(22)

(23)

Dawn Libal, Examiner (now Staff Accountant), New York Regional
Office, Securities and Exchange Commission, conducted on March 4,
2009.

Harvey Westbrook Jr., former Financial Economist (now Senior
Economist), Office of Risk Assessment, Securities and Exchange
Commission, conducted on March 4, 20009.

Redacted* name of former Attorney Advisor, Office of Compliance
Inspections and Examinations, Securities and Exchange Commission,
conducted on March 4, 2009, referred to in the ROl as “former OCIE
Attorney Advisor.”

Gregory Stahl, Chartered Financial Analyst, SEI Investments, conducted
on March 6, 2009, excerpted portions of which are at Exhibit 77.

James Overdahl, Chief Economist, Office of Economic Analysis,
Securities and Exchange Commission, conducted on March 11, 2009.

Paul Broder, Risk Manager, Renaissance Technologies Corporation,
conducted on March 12, 2009, excerpted portions of which are at Exhibit
78.

Henry Laufer, Chief Scientist, Renaissance Technologies Corporation,
conducted on March 12, 2009, excerpted portions of which are at Exhibit
79.

Nathaniel Simons, Portfolio Manager, the Meritage Fund, conducted on
March 12, 2009, excerpted portions of which are at Exhibit 80

Joseph Cella, former Chief, Office of Market Surveillance, Division of
Enforcement, Securities and Exchange Commission, conducted on March
13, 2009.

Redacted* name of former Securities Compliance, Chicago Regional
Office (formerly Midwest Regional Office), Securities and Exchange
Commission, conducted on March 17, 2009, referred to in the ROI as
“former Securities Compliance Examiner,” excerpted portions of which
are at Exhibit 81.

John Ehinger, Chief Compliance Officer and General Counsel for
Placemark Investments, former Staff Attorney, Division of Market
Regulation, Securities and Exchange Commission, conducted on March
17, 2009, excerpted portions of which are at Exhibit 82.

Redacted* name of Senior Counsel, Division of Enforcement, Securities
and Exchange Commission, conducted on March 20, 2009, referred to in
the ROI as “Enforcement Senior Counsel.”

* After the OIG issued the ROI to the Chairman of the SEC, at the SEC’s request, the OIG prepared a
modified public version of the ROI which redacted the identities of certain individuals because of privacy
concerns as well as additional language at the request of the U.S. Department of Justice.
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(24)

(25)

(26)

(27)

(28)

(29)

(30)
(31)

(32)

(33)

(34)

(35)

(36)

Redacted* name of Office of Internet Enforcement Official, Division of
Enforcement, Securities and Exchange Commission, conducted on March
20, 2009, referred to in the ROI as “Office of Internet Enforcement
Official.”

Jim Adelman, General Counsel, Commonwealth Financial Network,
former Associate District Administrator, Boston District Office, Securities
and Exchange Commission, conducted on March 24, 2009 and April 30,
2009, excerpted portions of which are at Exhibit 83.

Unidentified Hedge Fund Manager, taken on March 26, 2009, excerpted
portions of which are at Exhibit 84.

Unidentified Chief Information Officer (CIO), unidentified fund of funds
firm, conducted on April 7, 2009, excerpted portions of which are at
Exhibit 85.

Silvestre Fontes, Branch Chief (now Senior Trial Counsel), Division of
Enforcement, Boston Regional Office, Securities and Exchange
Commission, conducted on April 7, 2009 and April 10, 2009, at Exhibit 86
and Exhibit 87, respectively.

Grant Ward, Senior Counsel, MetLife Group, former Assistant District
Administrator, Boston District Office, Securities and Exchange
Commission, conducted on April 8, 2009, at Exhibit 88.

John Guthery, Vice President, LPL Financial, conducted on April 9, 2009,
excerpted portions of which are at Exhibit 89.

Harry Markopolos, Chartered Financial Analyst and Certified Fraud
Examiner, conducted on April 13, 20009.

Redacted* name of Staff Attorney, Division of Enforcement, Securities
and Exchange Commission, conducted on April 13, 2009, referred to in
the ROI as “Enforcement Staff Attorney.”

Juan Marcelino, Shareholder, Greenberg Traurig LLP, former Regional
Administrator, Boston District Office, Securities and Exchange
Commission, conducted on April 14, 2009.

Steve Luparello, Vice Chairman, Financial Industry Regulatory Authority,
conducted on April 14, 2009.

Michael Garrity, Branch Chief (now Assistant Regional Director), Boston
Regional Office, Securities and Exchange Commission, conducted on
April 17, 2009.

Jim Fanslau, Criminal Investigator, Division of Enforcement, Securities
and Exchange Commission, conducted on April 17, 2009.

* After the OIG issued the ROI to the Chairman of the SEC, at the SEC’s request, the OIG prepared a
modified public version of the ROI which redacted the identities of certain individuals because of privacy
concerns as well as additional language at the request of the U.S. Department of Justice.
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(37)

(38)

(39)

(40)

(41)

(42)

(43)

(44)

(45)

(46)

Sonam Varghese, Branch Chief, Office of Compliance Inspections and
Examinations, New York Regional Office, Securities and Exchange
Commission, conducted on April 17, 2009, at Exhibit 90.

Sheryl Marcus, Staff Accountant, Office of Compliance Inspections and
Examinations, New York Regional Office, Securities and Exchange
Commission, conducted on April 22, 2009, at Exhibit 91.

David Marder, Partner, Robbins Kaplan Miller & Ciresi LLP, former
Assistant District Administrator, Boston District Office, Securities and
Exchange Commission, conducted on April 30, 2009, at Exhibit 92.

Azam Riaz, Staff Accountant, New York Regional Office, Securities and
Exchange Commission, conducted on May 4, 2009.

Redacted* name of former Assistant Regional Administrator, New York
Regional Office, Securities and Exchange Commission, conducted on May
5, 2009, referred to in the ROI as “former Assistant Regional
Administrator,” at Exhibit 93.

Redacted* name of former Assistant Regional Director, Division of
Enforcement, New York Regional Office, Securities and Exchange
Commission, conducted on May 6, 2009, referred to in the ROI as “former
Assistant Regional Director,” at Exhibit 94.

Richard Walker, General Counsel, Deutsche Bank, former Regional
Director of the New York Regional Office, conducted on May 8, 2009,
excerpted portions of which are at Exhibit 95.

Redacted* name of former Staff Attorney, Division of Enforcement, New
York Regional Office, Securities and Exchange Commission, conducted
on May 18, 2009 and June 26, 2009, referred to in the ROI as “former
New York Enforcement Staff Attorney,”at Exhibit 96 and Exhibit 97,
respectivley.

Edwin Nordlinger, former Deputy Regional Administrator, Division of
Enforcement, Northeast Regional Office, Securities and Exchange
Commission, conducted on May 19, 2009, at Exhibit 98.

Redacted* name of former Examiner, Securities and Exchange
Commission, conducted on May 27, 2009, at 6:27 p.m., referred to in the
ROI as “former Examiner #2,” excerpted portions of which are at Exhibit
99.

* After the OIG issued the ROI to the Chairman of the SEC, at the SEC’s request, the OIG prepared a
modified public version of the ROI which redacted the identities of certain individuals because of privacy
concerns as well as additional language at the request of the U.S. Department of Justice.
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(47)

(48)

(49)

(50)

(51)

(52)

(53)

(54)

(55)
(56)

(57)

(58)

John Gentile, Partner, Ascendant Compliance, former Branch Chief,
Division of Market Regulation, Securities and Exchange Commission,
taken on June 10, 2009, at 11:20 a.m., excerpted portions of which are at
Exhibit 100.

Demetrios Vasilakis, Chief Compliance Officer, Atticus Capital LLC,
former Compliance Examiner and Branch Chief, Northeast Regional
Office, Securities and Exchange Commission, conducted on June 10,
2009, at 12:10 p.m. and August 17, 2009, excerpted portions of which are
at Exhibit 101 and Exhibit 102, respectively.

Lee Richards, Partner, Richards Kibbe & Orbe LLP, taken on June 10,
2009, excerpted portions of which are at Exhibit 103.

Bernard L. Madoff, former Chairman, Bernard L. Madoff Investment
Securities LLP, conducted on June 17, 2009, excerpted portions of which
are at Exhibit 104.

Arthur Levitt, former Chairman, Securities and Exchange Commission,
taken on June 22, 2009, at Exhibit 105.

Brian Snively, Branch Chief, Office of Compliance Inspection and
Examinations, Securities and Exchange Commission, taken on July, 23,
2009, at 10:35 a.m., excerpted portions of which are at Exhibit 106.

Unidentified former girlfriend of Eric Swanson, conducted on August 4,
2009, at Exhibit 107.

Kelly Bowers, Senior Assistant Regional Director, Division of
Enforcement, Securities and Exchange Commission, conducted on August
5, 20009.

Victoria Levin, Branch Chief, Division of Enforcement, Securities and
Exchange Commission, conducted on August 5, 2009.

Annette Nazareth, former Commissioner, Securities and Exchange
Commission, conducted on August 6, 2009, at Exhibit 108.

Redacted* name of former Staff Attorney, Division of Enforcement,
Securities and Exchange Commission, conducted on August 7, 2009,
referred to in the ROI as “former Enforcement Staff Attorney,” at Exhibit
109.

Clifford Hyatt, former Deputy Assistant Regional Director, Division of
Enforcement, Securities and Exchange Commission, conducted on August
7, 2009 and August 12, 20009.

* After the OIG issued the ROI to the Chairman of the SEC, at the SEC’s request, the OIG prepared a
modified public version of the ROI which redacted the identities of certain individuals because of privacy
concerns as well as additional language at the request of the U.S. Department of Justice.
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(59) Redacted* name of Examiner, New York Regional Office, Securities and
Exchange Commission, conducted on August 12, 2009, referred to in the
ROI as “New York Examiner,” at Exhibit 110.

(60) Redacted* name of Senior Counsel, Office of Investor Education and
Advocacy, Securities and Exchange Commission, conducted on August
13, 2009, referred to in the ROl as “OIEA Senior Counsel,” at Exhibit
111.

(61) Kenneth Liebl, Securities Compliance Examiner (now Branch Chief),
New York Regional Office, Securities and Exchange Commission,
conducted on August 17, 2009, at Exhibit 102.

The OIG also reviewed the testimony of the Hearing Before the Committee on
Financial Services, United States House of Representatives, 111" Congress, February 4,
2009, Assessing the Madoff Ponzi Scheme and Regulatory Failures, which included
testimony from Harry Markopolos, former Enforcement Director Linda Thomsen,
Investment Management Director Andrew Donohue, former Trading and Markets
Director Erik Sirri, then-acting General Counsel Andy Vollmer, former Office of
Compliance Inspections and Examinations Director Lori Richards, and FINRA’s then-
Interim Chief Executive Officer Stephen Luparello.

We also reviewed various documents in connection with the current criminal
investigation of Madoff, including the allocution transcripts of Bernard Madoff (March
12, 2009 Allocution Testimony) and Frank DiPascali (August 11, 2009 Allocution
Testimony).

Executive Summary

The OIG investigation did not find evidence that any SEC personnel who worked
on an SEC examination or investigation of Bernard L. Madoff Investment Securities,
LLC (BMIS) had any financial or other inappropriate connection with Bernard Madoff or
the Madoff family that influenced the conduct of their examination or investigatory work.
The OIG also did not find that former SEC Assistant Director Eric Swanson’s romantic
relationship with Bernard Madoff’s niece, Shana Madoff, influenced the conduct of the
SEC examinations of Madoff and his firm. We also did not find that senior officials at
the SEC directly attempted to influence examinations or investigations of Madoff or the
Madoff firm, nor was there evidence any senior SEC official interfered with the staff’s
ability to perform its work.

The OIG investigation did find, however, that the SEC received more than ample
information in the form of detailed and substantive complaints over the years to warrant a

* After the OIG issued the ROI to the Chairman of the SEC, at the SEC’s request, the OIG prepared a
modified public version of the ROl which redacted the identities of certain individuals because of privacy
concerns as well as additional language at the request of the U.S. Department of Justice.

20



thorough and comprehensive examination and/or investigation of Bernard Madoff and
BMIS for operating a Ponzi scheme, and that despite three examinations and two
investigations being conducted, a thorough and competent investigation or examination
was never performed. The OIG found that between June 1992 and December 2008 when
Madoff confessed, the SEC received six'? substantive complaints that raised significant
red flags concerning Madoff’s hedge fund operations and should have led to questions
about whether Madoff was actually engaged in trading. Finally, the SEC was also aware
of two articles regarding Madoff’s investment operations that appeared in reputable
publications in 2001 and questioned Madoff’s unusually consistent returns.

The first complaint, brought to the SEC’s attention in 1992, related to allegations
that an unregistered investment company was offering “100%” safe investments with
high and extremely consistent rates of return over significant periods of time to “special”
customers. The SEC actually suspected the investment company was operating a Ponzi
scheme and learned in their investigation that all of the investments were placed entirely
through Madoff and consistent returns were claimed to have been achieved for numerous
years without a single loss.

The second complaint was very specific and different versions were provided to
the SEC in May 2000, March 2001 and October 2005. The complaint submitted in 2005
was entitled “The World’s Largest Hedge Fund is a Fraud” and detailed approximately
30 red flags indicating that Madoff was operating a Ponzi scheme, a scenario it described
as “highly likely.” The red flags included the impossibility of Madoff’s returns,
particularly the consistency of those returns and the unrealistic volume of options Madoff
represented to have traded.

In May 2003, the SEC received a third complaint from a respected Hedge Fund
Manager identifying numerous concerns about Madoff’s strategy and purported returns,
questioning whether Madoff was actually trading options in the volume he claimed,
noting that Madoff’s strategy and purported returns were not duplicable by anyone else,
and stating Madoff’s strategy had no correlation to the overall equity markets in over 10
years. According to an SEC manager, the Hedge Fund Manager’s complaint laid out
issues that were “indicia of a Ponzi scheme.”

The fourth complaint was part of a series of internal e-mails of another registrant
that the SEC discovered in April 2004. The e-mails described the red flags that a
registrant’s employees had identified while performing due diligence on their own
Madoff investment using publicly-available information. The red flags identified
included Madoff’s incredible and highly unusual fills for equity trades, his
misrepresentation of his options trading and his unusually consistent, non-volatile returns
over several years. One of the internal e-mails provided a step-by-step analysis of why
Madoff must be misrepresenting his options trading. The e-mail clearly explained that
Madoff could not be trading on an options exchange because of insufficient volume and

19 There were arguably eight complaints, since as described in greater detail below, three versions of one of
these six complaints were actually brought to the SEC’s attention, with the first two versions being
dismissed entirely, and an investigation not opened until the third version was submitted.
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could not be trading options over-the-counter because it was inconceivable that he could
find a counterparty for the trading. The SEC examiners who initially discovered the e-
mails viewed them as indicating *“some suspicion as to whether Madoff is trading at all.”

The fifth complaint was received by the SEC in October 2005 from an
anonymous informant and stated, “I know that Madoff [sic] company is very secretive
about their operations and they refuse to disclose anything. If my suspicions are true,
then they are running a highly sophisticated scheme on a massive scale. And they have
been doing it for a long time.” The informant also stated, “After a short period of time, |
decided to withdraw all my money (over $5 million).”

The sixth complaint was sent to the SEC by a “concerned citizen” in December
2006, advising the SEC to look into Madoff and his firm as follows:

Your attention is directed to a scandal of major proportion
which was executed by the investment firm Bernard L.
Madoff . . . . Assets well in excess of $10 Billion owned by
the late [investor], an ultra-wealthy long time client of the
Madoff firm have been “co-mingled” with funds controlled
by the Madoff company with gains thereon retained by
Madoff.

In March 2008, the SEC Chairman’s office received a second copy of the
previous complaint, with additional information from the same source regarding
Madoff’s involvement with the investor’s money, as follows:

It may be of interest to you to that Mr. Bernard Madoff
keeps two (2) sets of records. The most interesting of
which is on his computer which is always on his person.

The two 2001 journal articles also raised significant questions about Madoff’s
unusually consistent returns. One of the articles noted his “astonishing ability to time the
market and 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.” This article also described that “experts ask why no one has been
able to duplicate similar returns using [Madoff’s] strategy.” The second article quoted a
former Madoff investor as saying, “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.”

The complaints all contained specific information and could not have been fully
and adequately resolved without thoroughly examining and investigating Madoff for
operating a Ponzi scheme. The journal articles should have reinforced the concerns about
how Madoff could have been achieving his returns.
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The OIG retained an expert in accordance with its investigation in order to both
analyze the information the SEC received regarding Madoff and the examination work
conducted. According to the OIG’s expert, the most critical step in examining or
investigating a potential Ponzi scheme is to verify the subject’s trading through an
independent third party.

The OIG investigation found the SEC conducted two investigations and three
examinations related to Madoff’s investment advisory business based upon the detailed
and credible complaints that raised the possibility that Madoff was misrepresenting his
trading and could have been operating a Ponzi scheme. Yet, at no time did the SEC ever
verify Madoff’s trading through an independent third-party, and in fact, never actually
conducted a Ponzi scheme examination or investigation of Madoff.

The first examination and first Enforcement investigation were conducted in 1992
after the SEC received information that led it to suspect that a Madoff associate had been
conducting a Ponzi scheme. Yet, the SEC focused its efforts on Madoff’s associate and
never thoroughly scrutinized Madoff’s operations even after learning that the investment
decisions were made by Madoff and being apprised of the remarkably consistent returns
over a period of numerous years that Madoff had achieved with a basic trading strategy.
While the SEC ensured that all of Madoff’s associate’s customers received their money
back, they took no steps to investigate Madoff. The SEC focused its investigation too
narrowly and seemed not to have considered the possibility that Madoff could have taken
the money that was used to pay back his associate’s customers from other clients for
which Madoff may have had held discretionary brokerage accounts. In the examination
of Madoff, the SEC did not seek Depository Trust Company (DTC) (an independent third-
party) records, but sought copies of such records from Madoff himself. Had they sought
records from DTC, there is an excellent chance that they would have uncovered Madoff’s
Ponzi scheme in 1992.*

In 2004 and 2005, the SEC’s examination unit, OCIE, conducted two parallel
cause examinations of Madoff based upon the Hedge Fund Manager’s complaint and the
series of internal e-mails that the SEC discovered. The examinations were remarkably
similar. There were initial significant delays in the commencement of the examinations,
notwithstanding the urgency of the complaints. The teams assembled were relatively
inexperienced, and there was insufficient planning for the examinations. The scopes of
the examination were in both cases too narrowly focused on the possibility of front-
running, with no significant attempts made to analyze the numerous red flags about
Madoff’s trading and returns.

During the course of both these examinations, the examination teams discovered
suspicious information and evidence and caught Madoff in contradictions and
inconsistencies. However, they either disregarded these concerns or simply asked
Madoff about them. Even when Madoff’s answers were seemingly implausible, the SEC
examiners accepted them at face value.

! As discussed in the body of the Report of Investigation, this is premised upon the assumption that Madoff
had been operating his Ponzi scheme in 1992, which most of the evidence seems to support.
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In both examinations, the examiners made the surprising discovery that Madoff’s
mysterious hedge fund business was making significantly more money than his well-
known market-making operation. However, no one identified this revelation as a cause
for concern.

Astoundingly, both examinations were open at the same time in different offices
without either knowing the other one was conducting an identical examination. In fact, it
was Madoff himself who informed one of the examination teams that the other
examination team had already received the information they were seeking from him.

In the first of the two OCIE examinations, the examiners drafted a letter to the
National Association of Securities Dealers (NASD) (another independent third-party)
seeking independent trade data, but they never sent the letter, claiming that it would have
been too time-consuming to review the data they would have obtained. The OIG’s expert
opined that had the letter to the NASD been sent, the data would have provided the
information necessary to reveal the Ponzi scheme. In the second examination, the OCIE
Assistant Director sent a document request to a financial institution that Madoff claimed
he used to clear his trades, requesting trading done by or on behalf of particular Madoff
feeder funds during a specific time period, and received a response that there was no
transaction activity in Madoff’s account for that period. However, the Assistant Director
did not determine that the response required any follow-up and the examiners testified
that the response was not shared with them.

Both examinations concluded with numerous unresolved questions and without
any significant attempt to examine the possibility that Madoff was misrepresenting his
trading and operating a Ponzi scheme.

The investigation that arose from the most detailed complaint provided to the
SEC, which explicitly stated it was “highly likely” that “Madoff was operating a Ponzi
scheme,” never really investigated the possibility of a Ponzi scheme. The relatively
inexperienced Enforcement staff failed to appreciate the significance of the analysis in
the complaint, and almost immediately expressed skepticism and disbelief. Most of their
investigation was directed at determining whether Madoff should register as an
investment adviser or whether Madoff’s hedge fund investors’ disclosures were adequate.

As with the examinations, the Enforcement staff almost immediately caught
Madoff in lies and misrepresentations, but failed to follow up on inconsistencies. They
rebuffed offers of additional evidence from the complainant, and were confused about
certain critical and fundamental aspects of Madoff’s operations. When Madoff provided
evasive or contradictory answers to important questions in testimony, they simply
accepted as plausible his explanations.

Although the Enforcement staff made attempts to seek information from
independent third-parties, they failed to follow up on these requests. They reached out to
the NASD and asked for information on whether Madoff had options positions on a
certain date, but when they received a report that there were in fact no options positions
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on that date, they did not take any further steps. An Enforcement staff attorney made
several attempts to obtain documentation from European counterparties (another
independent third-party), and although a letter was drafted, the Enforcement staff decided
not to send it. Had any of these efforts been fully executed, they would have led to
Madoff’s Ponzi scheme being uncovered.

The OIG also found that numerous private entities conducted basic due diligence
of Madoff’s operations and, without regulatory authority to compel information, came to
the conclusion that an investment with Madoff was unwise. Specifically, Madoff’s
description of both his equity and options trading practices immediately led to suspicions
about Madoff’s operations. With respect to his purported trading strategy, many simply
did not believe that it was possible for Madoff to achieve his returns using a strategy
described by some industry leaders as common and unsophisticated. In addition, there
was a great deal of suspicion about Madoff’s purported options trading, with several
entities not believing that Madoff could be trading options in such high volumes where
there was no evidence that any counterparties had been trading options with Madoff.
The private entities’ conclusions were drawn from the same “red flags” in Madoff’s
operations that the SEC considered in its examinations and investigations, but ultimately
dismissed.

We also found that investors who may have been uncertain about whether to
invest with Madoff were reassured by the fact that the SEC had investigated and/or
examined Madoff, or entities that did business with Madoff, and found no evidence of
fraud. Moreover, we found that Madoff proactively informed potential investors that the
SEC had examined his operations. When potential investors expressed hesitation about
investing with Madoff, he cited the prior SEC examinations to establish credibility and
allay suspicions or investor doubts that may have arisen while due diligence was being
conducted. Thus, the fact the SEC had conducted examinations and investigations and
did not detect the fraud, lent credibility to Madoff’s operations and had the effect of
encouraging additional individuals and entities to invest with him.

A more detailed description of the circumstances surrounding the five major
investigations and examinations that the SEC conducted of Madoff and his firm is
provided below. In June 1992, several customers of an investment firm known as
Avellino & Bienes approached the SEC conveying concerns about investments they had
made. The SEC was provided with several documents that Avellino & Bienes created
that indicated that they were offering “100%” safe investments, which they characterized
as loans, with high and extremely consistent rates of return over significant periods of
time. Not everyone could invest with Avellino & Bienes, as this was a “special” and
exclusive club, with some special investors getting higher returns than others.

As the SEC began investigating the matter, they learned that Madoff had
complete control over all of Avellino & Bienes’ customer funds and made all investment
decisions for them, and, according to Avellino, Madoff had achieved these consistent
returns for them for numerous years without a single loss. Avellino described Madoff’s
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strategy for these extraordinarily consistent returns as very basic: investing in long-term
Fortune 500 securities, with hedges of the Standard & Poor’s (S&P) index.

The SEC suspected that Avellino & Bienes was operating a Ponzi scheme and
took action to ensure that all of Avellino & Bienes’ investors were refunded their
investments. Yet, the OIG found that the SEC never considered the possibility that
Madoff could have taken the money that was used to pay back Avellino & Bienes’
customers from other clients as part of a larger Ponzi scheme.

The SEC actually conducted an examination of Madoff that was triggered by the
investigation of Avellino & Bienes, but assembled an inexperienced examination team.
The examination team conducted a brief and very limited examination of Madoff, but
made no effort to trace where the money that was used to repay Avellino & Bienes’
investors came from. In addition, although the SEC examiners did review records from
DTC, they obtained those DTC records from Madoff rather than going to DTC itself to
verify if trading occurred. According to the lead SEC examiner, someone should have
been aware of the fact that the money used to pay back Avellino & Bienes’ customers
could have come from other investors, but there was no examination of where the money
that was used to pay back the investors came from. Another examiner said such a basic
examination of the source of the funds would have been “common sense.” In addition,
although the SEC’s lead examiner indicated that the investment vehicle offered by
Avellino & Bienes had numerous “red flags” and was “suspicious,” no effort was made
to look at the investment strategy and returns.

Instead, the SEC investigative team, which was also inexperienced, brought a
limited action against Avellino & Bienes for selling unregistered securities, not fraud, and
did not take any further steps to inquire into Madoff’s firm. The SEC lawyers working
on the matter were aware of the questionable returns and the fact that all the investment
decisions were made by Madoff, but the focus of the investigation was limited to whether
Avellino & Bienes was selling unregistered securities or operating an unregistered
investment firm. A trustee and accounting firm were retained to ensure full distribution
of the assets, but its jurisdiction was limited, and they did not take any action to
independently verify account balances and transaction activity included in Madoff’s
financial and accounting records. Even after the accounting firm was unable to audit
Avellino & Bienes’ financial statements and uncovered additional red flags, such as
Avellino & Bienes’ failure to produce financial statements or have the records one would
have expected from such a large operation, no further efforts were made to delve more
deeply into either Avellino & Bienes’ or Madoff’s operations.

The result was a missed opportunity to uncover Madoff’s Ponzi scheme 16 years
before Madoff confessed. The SEC had sufficient information to inquire further and
investigate Madoff for a Ponzi scheme back in 1992. There was evidence of incredibly
consistent returns over a significant period of time without any losses, purportedly
achieved by Madoff using a basic trading strategy of buying Fortune 500 stocks and
hedging against the S&P index. Yet, the SEC seemed satisfied with closing Avellino &
Bienes down, and never even considered investigating Madoff, despite knowing that
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Avellino & Bienes invested all of their clients” money exclusively with Madoff. The
SEC’s lead examiner said Madoff’s reputation as a broker-dealer may have influenced
the inexperienced team not to inquire into Madoff’s operations.

In May 2000, Harry Markopolos provided the SEC’s Boston District Office
(BDO) with an eight-page complaint questioning the legitimacy of Madoff’s reported
returns. The 2000 complaint posited the following two explanations for Madoff’s
unusually consistent returns: (1) that “[t]he returns are real, but they are coming from
some process other than the one being advertised, in which case an investigation is in
order;” or (2) “[t]he entire fund is nothing more than a Ponzi Scheme.” Markopolos’
complaint stated that Madoff’s returns were unachievable using the trading strategy he
claimed to employ, noting Madoff’s “perfect market-timing ability.” Markopolos also
referenced the fact that Madoff did not allow outside performance audits.

Markopolos explained his analysis presented in the 2000 complaint at a meeting
at the SEC’s Boston office and encouraged the SEC to investigate Madoff. After the
meeting, both Markopolos and an SEC staff accountant testified that it was clear that the
BDO’s Assistant District Administrator did not understand the information presented.
Our investigation found that this was likely the reason that the BDO decided not to
pursue Markopolos’ complaint or even refer it to the SEC’s Northeast Regional Office
(NERO).

In March 2001, Markopolos provided the BDO with a second complaint, which
supplemented his previous 2000 complaint with updated information and additional
analysis. Markopolos’ 2001 complaint included an analysis of Madoff’s returns versus
the S&P 500, showing that he had only three down months versus the market’s 26 down
months during the same period, with a worst down month of only -1.44% versus the
market’s worst down month of -14.58%. Markopolos concluded that Madoff’s “numbers
really are too good to be true.” Markopolos’ analysis was supported by the experience of
two of his colleagues, Neil Chelo and Frank Casey, both of whom had substantial
experience and knowledge of investment funds.

Although this time the BDO did refer Markopolos’ complaint, NERO decided not
to investigate the complaint only one day after receiving it. The matter was assigned to
an Assistant Regional Director in Enforcement for initial inquiry, who reviewed the
complaint, determined that Madoff was not registered as an investment adviser, and the
next day, sent an e-mail stating, “I don’t think we should pursue this matter further.” The
OIG could find no explanation for why Markopolos’ complaint, which the Enforcement
attorney and the former head of NERO acknowledged was “more detailed than the
average complaint,” was disregarded so quickly.

Just one month after NERO decided not to pursue Markopolos’ second
submission to the SEC, in May 2001, MARHedge and Barron’s both published articles
questioning Madoff’s unusually consistent returns and secretive operations. The
MARHedge article, written by Michael Ocrant and entitled “Madoff tops charts; skeptics
ask how,” stated how many were “baffled by the way [Madoff’s] firm has obtained such
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consistent, nonvolatile returns month after month and year after year,” describing the fact
Madoff “reported losses of no more than 55 basis points in just four of the past 139
consecutive months, while generating highly consistent gross returns of slightly more
than 1.5% a month and net annual returns roughly in the range of 15.0%.” The
MARHedge article further discussed how industry professionals “marvel at [Madoff’s]
seemingly astonishing ability to time the market and 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.” It further described how
“experts ask why no one has been able to duplicate similar returns using [Madoff’s]
strategy.”

The Barron’s article, written by Erin Arvedlund and entitled “Don’t Ask, Don’t
Tell: Bernie Madoff is so secretive, he even asks his investors to keep mum,” discussed
how Madoff’s operation was among the three largest hedge funds, and has “produced
compound average annual returns of 15% for more than a decade” with the largest fund
“never [having] had a down year.” The Barron’s article further questioned whether
Madoff’s trading strategy could have been achieving those remarkably consistent returns.

The OIG found that the SEC was aware of the Barron’s article when it was
published in May 2001. On May 7, 2001, an Enforcement Branch Chief in the BDO
followed up with NERO regarding Markopolos’ 2001 complaint and the Barron’s article,
and asked the Director of NERO if he wanted a copy of the article. However, the
decision not to commence an investigation was not reconsidered and there is no evidence
the Barron’s article was ever even reviewed. In addition, we found that former OCIE
Director Lori Richards reviewed the Barron’s article in May 2001 and sent a copy to an
Associate Director in OCIE shortly thereafter, with a note on the top stating that
Arvedlund is “very good” and that “This is a great exam for us!” However, OCIE did not
open an examination, and there is no record of anyone else in OCIE reviewing the
Barron’s article until several years later.

In May 2003, OCIE’s investment management group in Washington, D.C.
received a detailed complaint from a reputable Hedge Fund Manager, in which he laid
out the red flags that his hedge fund had identified about Madoff while performing due
diligence on two Madoff feeder funds. The Hedge Fund Manager attached four
documents to his complaint, including performance statistics for three Madoff feeder
funds and the MARHedge article.

The Hedge Fund Manager’s complaint identified numerous concerns about
Madoff’s strategy and purported returns. According to the Hedge Fund Manager’s
complaint, while Madoff purported to trade $8-$10 billion in options, he and his partner
had checked with some of the largest brokers and did not see the volume in the market.
Further, the Hedge Fund Manager explained in his complaint that Madoff’s fee structure
was suspicious because Madoff was foregoing the significant management and
performance fees typically charged by asset managers. The complaint also described
specific concerns about Madoff’s strategy and purported returns such as the fact that the
strategy was not duplicable by anyone else; there was no correlation to the overall equity
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markets (in over 10 years); accounts were typically in cash at month end; the auditor of
the firm was a related party to the principal; and Madoff’s firm never had to face
redemption.

According to an SEC supervisor, the Hedge Fund Manager’s complaint implied
that Madoff might be lying about its option trading and laid out issues that were “indicia
of a Ponzi scheme.” One of the senior examiners on the team also acknowledged that the
Hedge Fund Manager’s complaint could be interpreted as alleging that Madoff was
running a Ponzi scheme.

The OIG’s expert concluded that based upon issues raised in the Hedge Fund
Manager’s complaint, had the examination been staffed and conducted appropriately and
basic steps taken to obtain third-party verifications, Madoff’s Ponzi scheme should and
would have been uncovered.

However, we found that OCIE did not staff or conduct the examination
adequately, and thus, missed another opportunity to uncover Madoff’s fraud. The
complaint was immediately referred to OCIE’s broker-dealer examination group even
though the complaint mainly raised investment management issues. The broker-dealer
group decided not to request investment adviser staff support for the examination even
though the examiners testified that such support could have been arranged whether or not
Madoff was registered as an investment adviser. The OIG was informed that, at that
time, the two OCIE groups rarely collaborated on examinations.*?

The broker-dealer examination team assigned to the examination was
inexperienced. According to an examiner, at the time of the Madoff examination, OCIE
“didn’t have many experienced people at all” noting that “we were expanding rapidly and
had a lot of inexperienced people” conducting examinations. Another OCIE examiner
stated that “there was no training,” that “this was a trial by fire kind of job” and there
were a lot of examiners who “weren’t familiar with securities laws.” The team was
composed entirely of attorneys, who according to one member, did “not have much
experience in equity and options trading” but “rather, their experience was in general
litigation.” As noted above, the complaint included issues typically examined by
investment adviser personnel, such as verification of purported investment returns and
account balances, but the group assigned to the examination had no significant
experience conducting examinations of these issues.

In addition, notwithstanding the serious issues raised in the Hedge Fund
Manager’s complaint, the start of the examination was delayed for seven months, until
December 2003. No reason was given for this delay.

12 It should be noted that the fact that Madoff’s hedge fund business had not been registered at the time of
the examinations would not have been an impediment to the examiners’ ability to obtain information from
Madoff as, at all relevant times, the SEC had authority to examine all of Madoff’s firm’s books and
records, whether they were related to market making or hedge fund clients.
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The OIG investigation also found that the complaint was poorly analyzed and the
focus of the examination was much too limited. The examination focused solely on
front-running, notwithstanding the numerous other “red flags” raised in the complaint,
and failed to analyze how Madoff could have achieved his extraordinarily consistent
returns, which had no correlation to the overall markets. When asked why the other
issues in the Hedge Fund Manager’s complaint and the two 2001 articles were not
investigated, the Associate Director stated he focused on front-running because “that was
the area of expertise for my crew.”

A Planning Memorandum for the examination was prepared, but it failed to
address several critical issues from the complaint, including the unusual fee structure; the
inability to see the volume of options in the marketplace; the remarkable returns; the fact
that Madoff’s trading strategy was not duplicable; the returns had no correlation to actual
equity markets; the accounts were in cash at month’s end; there were no third party
brokers; and the auditor of Madoff’s firm was a related party.

In addition, courses of action outlined in the Planning Memorandum that involved
verification of trading with independent third parties should have been carried out, but
were not. For example, the staff drafted a letter to the NASD (an independent third-
party), which was critical to any adequate review of the complaint because the data and
information from the NASD would have assisted in independently verifying trading
activity conducted at Madoff’s firm. However, the letter was never sent, with the
explanation given by staff that it would have been too time-consuming to review the
information they would have obtained. According to the OIG’s expert, had the letter
been sent out, the NASD would have provided order and execution data that would have
indicated that Madoff did not execute the significant volume of trades for the
discretionary brokerage accounts that he represented to the examiners, and the data would
likely have provided the information necessary to reveal the Ponzi scheme.

During the course of the examination, the examination team discovered
suspicious information and evidence, but failed to follow up on numerous “red flags.”
Responses by Madoff to the document requests contradicted the Hedge Fund Manager’s
complaint and the 2001 articles. For example, Madoff’s claim that his firm did not
manage or advise hedge funds was contradicted by the articles that reported Madoff was
managing billions of dollars in assets. In addition, although known for advanced
technology, Madoff claimed not to have e-mail communications with clients. However,
the examiners did not follow up on these red flags.

We also found that Madoff’s responses to the examiners’ document requests
should have raised suspicions because the information provided appeared incomplete
and, at times, inconsistent when compared to other information provided. For example,
Madoff’s account statements only included average prices during each day without the
actual prices for each transaction. According to the OIG’s expert, based on the questions
raised by the examination team with regard to differing trade patterns for certain clients,
there should have been significant suspicions as to whether or not Madoff was
implementing the strategy as claimed.
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The examiners also made the surprising discovery that Madoff’s mysterious
hedge fund business was making significantly more money than his well-known market-
making operation. However, this was not identified as a cause for concern. When the
examination team contacted Madoff to discuss their open questions, his answers failed to
clarify matters and he again claimed not to act as an investment adviser. In February
2004, the examination was expanded to analyze the question of whether Madoff was
acting as an investment adviser. Legal memoranda were drafted to seek guidance on this
issue, but never sent. In a subsequent draft of a supplemental document request to
Madoff, the examiners sought detailed audit trail data, including the date, time, and
execution price for all of his trades in 2003. But the examiners removed the request for
this critical data from the supplemental request before it was sent out. The reason given
was that they were generally hesitant to get audit trail data “because it can be
tremendously voluminous and difficult to deal with” and “takes a ton of time” to review.
No requests were made from independent third-parties for any data, although an OCIE
examiner acknowledged obtaining such data should not have been difficult.

Although there were numerous unresolved questions in the examination, in early
April 2004, the examiners were abruptly instructed to shift their focus to “mutual funds”
projects, placing the Madoff examination on the “backburner.” We found that it was not
unusual at that time to shift attention to high priority projects in OCIE and leave some
projects incomplete.

As the examination of Madoff in Washington, D.C. was shelved, in NERO, a
nearly identical examination of Madoff was just beginning. In April 2004, a NERO
investment management examiner had been conducting a routine examination of an
unrelated registrant when it discovered internal e-mails from November and December
2003 that raised questions about whether Madoff was involved in illegal activity
involving managed accounts. These internal e-mails described the red flags the
registrant’s employees identified while performing due diligence using widely available
information on their Madoff investment. The red flags the registrant had identified
included Madoff’s: (1) incredible and highly unusual fills for equity trades; (2)
misrepresentation of his options trading; (3) secrecy; (4) auditor; (5) unusually consistent
and non-volatile returns over several years; and (6) fee structure.

Crucially, one of the internal e-mails provided a step-by-step analysis of why
Madoff must be misrepresenting his options trading. The e-mail explained that Madoff
could not be trading on an options exchange because of insufficient volume and could not
be trading options over-the-counter because it was inconceivable he could find a
counterparty for the trading. For example, the e-mail explained that because customer
statements showed that the options trades were always profitable for Madoff, there was
no incentive for a counterparty to continuously take the other side of those trades since it
would always lose money. These findings raised significant doubts that Madoff could be
implementing his trading strategy. The internal e-mails included the statement that the
registrant had “totally independent evidence” that Madoff’s executions were “highly
unusual.”
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The investment management examiner who initially discovered the e-mails and
his supervisors viewed them as indicating the registrant’s employees were clearly “trying
to find out where exactly the trades were taking place” and the e-mails evidenced that
“there’s some suspicion as to whether Madoff is trading at all.” They indicated they
would have followed up on the allegation in the e-mails about “whether Madoff was
actually trading.”

As with the examination, in Washington, D.C., there was a significant delay
before the examination was commenced. Although the e-mails were discovered in April
2004 and immediately referred to the NERO broker-dealer examination program, a team
was not assembled until December 2004.

The team assembled in NERO consisted of an Associate Director, an Assistant
Director and two junior examiners in the broker-dealer examination program. A branch
chief, whose role would be to oversee and assist the junior examiners, was not assigned
to the examination. One of the junior examiners assigned to examination in 2004
graduated from college in 1999 and joined the SEC as his first job out of school. The
other examiner had worked as an equity trader for a few years before coming to the SEC.
He had worked on approximately four examinations before being assigned to the Madoff
examination.

Once again, no consideration was given to performing a joint examination with
investment management examiners, despite the fact that the internal e-mails raised
suspicions about Madoff’s performance and returns. An examiner stated that each of the
examination programs in NERO was a “silo” and they almost never worked together.

In late March 2005, approximately ten months after receiving the referral, the
NERO broker-dealer examination team began performing background research in
preparation for an on-site examination of Madoff to begin in April. Unlike the OCIE
examination team, the NERO examination team did not draft a planning memorandum
laying out the scope of the examination. The examiners recalled that, at the time of the
examination, NERO did not have a practice of writing planning memoranda.

Once again, although the e-mails raised significant issues about whether Madoff
was engaging in trading at all, the decision was made to focus exclusively on front-
running. The NERO Associate Director stated that despite identifying Madoff’s returns
as an issue, he did not necessarily have “an expectation” that the examiners would
analyze Madoff’s returns because portfolio analysis was not a strength of broker-dealer
examiners.

To the extent that the NERO examiners did examine issues outside of front-
running, they conducted their examination by simply asking Madoff about their concerns
and accepting his answers. With respect to the significant concerns about Madoff’s
options trading, they asked Madoff about this issue, and when Madoff said he was no
longer using options as part of his strategy, they stopped looking at the issue, despite the
fact that Madoff’s representation was inconsistent with the internal e-mails, the two 2001
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articles, and the investment strategy Madoff claimed to employ. As to why Madoff did
not collect fees like all other hedge fund managers, they accepted his response that he
was not “greedy” and was happy with just receiving commissions.

Several issues, including the allegation in the internal e-mails that Madoff’s
auditor was a related party, were never examined at all. Yet, after Madoff confessed to
operating a Ponzi scheme, a staff attorney in NERO’s Division of Enforcement was
assigned to investigate Madoff’s accountant, David Friehling, and within a few hours of
obtaining the work papers, he determined that no audit work had been done.

In addition, although one of the NERO examiners placed a “star” next to the
statement in the internal e-mails about having “totally independent evidence” that
Madoff’s executions were “highly unusual,” NERO never followed up with the registrant
to inquire about or obtain this evidence. The NERO examiners explained that it was not
their practice to seek information from third parties when they conducted examinations.

When the examiners began their on-site examination of Madoff, they learned
Bernard Madoff would be their primary contact and Madoff carefully controlled to whom
they spoke at the firm. On one occasion, when a Madoff employee was speaking to the
NERO examiners at Madoff’s firm, after a couple of minutes, another Madoff employee
rushed in to escort her from the conversation, claiming she was urgently needed. When
the examiners later asked Madoff the reason for the urgency, Madoff told them her lunch
had just arrived, even though it was 3:00 o’clock in the afternoon.

Madoff made efforts during the examination to impress and even intimidate the
junior examiners from the SEC. Madoff emphasized his role in the securities industry
during the examination. One of the NERO examiners characterized Madoff as “a
wonderful storyteller” and *“very captivating speaker” and noted that he had “an
incredible background of knowledge in the industry.” The examiner said he found it
“interesting” but also “distracting” because they were there “to conduct business.”

The other NERO examiner noted that “[a]ll throughout the examination, Bernard
Madoff would drop the names of high-up people in the SEC.” Madoff told them that
Christopher Cox was going to be the next Chairman of the SEC a few weeks prior to Cox
being officially named. He also told them that Madoff himself “was on the short list” to
be the next Chairman of the SEC. When the NERO examiners would seek documents
Madoff did not wish to provide, Madoff became very angry, with an examiner recalling
that Madoff’s “veins were popping out of his neck” and he was repeatedly saying, “What
are you looking for? . . . . Front running. Aren’t you looking for front running,” and “his
voice level got increasingly loud.”

Throughout the examination, the NERO examiners “had a real difficult time
dealing with” Madoff as he was described as growing “increasingly agitated” during the
examination, and attempting to dictate to the examiners what to focus on in the
examination and what documents they could review. Yet, when the NERO examiners
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reported back to their Assistant Director about the pushback they received from Madoff,
they received no support and were actively discouraged from forcing the issue.

One effort was made to verify Madoff’s trading with an independent third-party,
but even after they received a very suspicious response, there was no follow-up. The
Assistant Director sent a document request to a financial institution that Madoff claimed
he used to clear his trades, requesting records for trading done by or on behalf of
particular Madoff feeder funds during a specific time period. Shortly thereafter, the
financial institution responded, stating there was no transaction activity in Madoff’s
account for that period. Yet, the response did not raise a red flag for the Assistant
Director, who merely assumed that Madoff must have “executed trades through the
foreign broker-dealer.” The examiners did not recall ever being shown the response from
the financial institution, and no further follow-up actions were taken.

At one point in the NERO examination, the examiners were planning to confront
Madoff about the many contradictory positions he was taking, particularly as they related
to Madoff’s changing stories about how many advisory clients he had. However, when
the NERO examiners pushed Madoff for documents and information about his advisory
clients, he rebuffed them, pointing out that he had already provided the information to the
Washington, D.C. staff in accordance with their examination. The NERO examiners
were taken aback, since they were unaware that the D.C. office of OCIE had been
conducting a simultaneous examination of Madoff on the identical issues they were
examining.

When the NERO examiners asked the Washington, D.C. examiners about
Madoff’s claim, they first learned about the Washington, D.C. examination, which by
that time, had been dormant for months. There were a couple of brief conference calls
between the two offices about their examinations, but relatively little sharing of
information. One of the few points that was made in a conference call between the
offices was a comment by a senior-level Washington D.C. examiner reminding the junior
NERO examiners that Madoff “was a very well-connected, powerful, person,” which one
of the NERO examiners interpreted to raise a concern for them about pushing Madoff too
hard without having substantial evidence. While the Washington, D.C. examination team
decided not to resume their examination and sent their workpapers to NERO, the NERO
examiners reported conducting only a cursory review of the workpapers and did not
recall even reviewing the Hedge Fund Manager’s detailed complaint that precipitated the
D.C. examination, appear to have never discussed the D.C. examiners’ open guestions
about Madoff’s representations and trading, and did not compare the list of clients
Madoff produced to them with the list he produced to the D.C. team.

Meanwhile, as the NERO examination continued, Madoff was failing to provide
the NERO examiners with requested documents and the examiners continued to find
discrepancies in the information Madoff did provide. As the examiners continued to
review the documents Madoff produced, their confusion and skepticism grew. While the
NERO examiners had significant questions about Madoff’s trade executions and
clearance, as well as Madoff’s claim that he used his “gut feel”” to time the market based
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on “his observations of the trading room,” Madoff was pushing them to finish the
examination.

As had been the case with the Washington, D.C. examination, the NERO
examiners learned that Madoff’s well-known market making business would be losing
money without the secretive hedge fund execution business. Although they described
this revelation as “a surprising discovery,” the issue was once again never pursued.

Although the NERO examiners determined Madoff was not engaged in front-
running, they were concerned about issues relating to the operation of his hedge fund
business, and sought permission to continue the examination and expand its scope. Their
Assistant Regional Director denied their request, telling them to “keep their eyes on the
prize,” referring to the front-running issue. When the examiners reported that they had
caught Madoff in lies, the Assistant Director minimized their concerns, stating “it could
[just] be a matter of semantics.” The examiners’ request to visit Madoff feeder funds was
denied, and they were informed that the time for the Madoff examination had expired.
The explanation given was that “field work cannot go on indefinitely because people
have a hunch or they’re following things.”

Thus, the NERO cause examination of Madoff was concluded without the
examination team ever understanding how Madoff was achieving his returns and with
numerous open questions about Madoff’s operations. Many, if not most, of the issues
raised in both the Hedge Fund Manager’s complaint that precipitated the Washington,
D.C. examination and the internal e-mails that triggered the NERO examination had not
been analyzed or resolved. In September 2005, NERO prepared a closing report for the
examination that relied almost entirely on information verbally provided by Madoff to the
examiners for resolution of numerous “red flags.” One of the two primary examiners on
the NERO examination team was later promoted based on his work on the Madoff
examination.

Only a month after NERO closed its examination of Madoff, in October 2005,
Markopolos provided the SEC’s BDO with a third version of his complaint entitled “The
World’s Largest Hedge Fund is a Fraud.” Markopolos’ 2005 complaint detailed
approximately 30 red flags indicating Madoff was operating a Ponzi scheme, a scenario
Markopolos described as “highly likely.” Markopolos’ 2005 complaint discussed an
alternative possibility — that Madoff was front-running — but characterized that scenario
as “unlikely.” The red flags identified by Markopolos were similar to the ones previously
raised in the Hedge Fund Manager’s complaint and the internal e-mails that led to the two
cause examinations of Madoff, although somewhat more detailed. They generally fell
into one of three categories: (1) Madoff’s obsessive secrecy; (2) the impossibility of
Madoff’s returns, particularly the consistency of those returns; and (3) the unrealistic
volume of options Madoff was supposedly trading.

The BDO found Markopolos credible, having worked with him previously and

took his 2005 complaint seriously. While senior officials with the BDO considered
Markopolos’ allegation that Madoff was operating a Ponzi scheme worthy of serious
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investigation, they felt it made more sense for NERO to conduct the investigation
because Madoff was in New York and NERO had already conducted an examination of
Madoff. The BDO made special efforts to ensure that NERO would “recognize the
potential urgency of the situation” which was evidenced by the Director of the BDO e-
mailing the complaint to the Director of NERO personally, and by following up to ensure
the matter was assigned within NERO.

While the Madoff investigation was assigned within NERO Enforcement, it was
assigned to a team with little to no experience conducting Ponzi scheme investigations.
The majority of the investigatory work was conducted by a staff attorney who recently
graduated from law school and only joined the SEC nineteen months before she was
given the Madoff investigation. She had never previously been the lead staff attorney on
any investigation, and had been involved in very few investigations overall. The Madoff
assignment was also her first real exposure to broker-dealer issues.

The NERO Enforcement staff, unlike the BDO, failed to appreciate the
significance of the evidence in the 2005 Markopolos complaint and almost immediately
expressed skepticism and disbelief about the information contained in the complaint. The
Enforcement staff claimed that Markopolos was not an insider or an investor, and thus,
immediately discounted his evidence. The Enforcement staff also questioned
Markopolos’ motives, indicating concerns that “he was a competitor of Madoff’s” who
“was looking for a bounty.” These concerns were particularly misplaced because in
Markopolos’ complaint, he described that it was “highly likely” that Madoff was
operating a “Ponzi scheme,” and acknowledged that if he were correct, he would not be
eligible for a bounty. Moreover, even after the branch chief assigned to the Madoff
Enforcement investigation spoke with a senior official at the BDO, who vouched for
Markopolos’ credibility, she remained skeptical of him throughout the investigation.

The OIG investigation also found the Enforcement staff was skeptical about
Markopolos’ complaint because Madoff did not fit the “profile” of a Ponzi scheme
operator, with the branch chief on the Madoff investigation noting that there was “an
inherent bias towards [the] sort of people who are seen as reputable members of society.”

The NERO Enforcement staff also received a skeptical response to Markopolos’
complaint from the NERO examination team who had just concluded their examination.
Even though the NERO examination had focused solely on front-running, NERO
examination team downplayed the possibility that Madoff was conducting a Ponzi
scheme, saying, “these are basically some of the same issues we investigated” and that
Markopolos “doesn’t have the detailed understanding of Madoff’s operations that we do
which refutes most of his allegations.” In testimony before the OIG, the examiners
acknowledged that their examination “did not refute Markopolos’ allegations regarding a
Ponzi scheme” and that the examiners’ reaction may have given the impression their
examination had a greater focus than it did. Indeed, since the NERO examination had
ruled out front-running, the NERO examiners should have encouraged the Enforcement
staff to analyze Markopolos’ more likely scenario, the Ponzi scheme. Yet, that scenario
was never truly analyzed.
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The Enforcement staff delayed opening a matter under inquiry (MUI) for the
Madoff investigation for two months, which was a necessary step at the beginning of an
Enforcement investigation for the staff to be informed of other relevant information that
the SEC received about the subject of the investigation. As a result of the delay in
opening a MUI, the Enforcement staff never learned of another complaint sent to the SEC
in October 2005 from an anonymous informant stating, “I know that Madoff [sic]
company is very secretive about their operations and they refuse to disclose anything. If
my suspicions are true, then they are running a highly sophisticated scheme on a massive
scale. And they have been doing it for a long time.” The informant also stated, “After a
short period of time, | decided to withdraw all my money (over $5 million).” As a result,
there was no review or analysis of this complaint.

In addition, as was the case with the SEC examinations of Madoff, the focus of
the Enforcement staff’s investigation was much too limited. Markopolos’ 2005
complaint primarily presented evidence that Madoff was operating a Ponzi scheme,
calling that scenario “highly likely.” However, most of the Enforcement staff’s efforts
during their investigation were directed at determining whether Madoff should register as
an investment adviser or whether Madoff’s hedge fund investors’ disclosures were
adequate. In fact, the Enforcement staff’s investigative plan primarily involved
comparing documents and information that Madoff had provided to the examination staff
(which he fabricated) with documents that Madoff had sent his investors (which he also
fabricated).

Yet, the Enforcement staff almost immediately caught Madoff in lies and
misrepresentations. An initial production of documents the Enforcement staff obtained
from a Madoff feeder fund demonstrated Madoff had lied to the examiners in the NERO
examination about a fundamental component of his claimed trading activity.
Specifically, while Madoff told the examiners he had stopped using options as part of his
strategy after they scrutinized his purported options trading, the Enforcement staff found
evidence from the feeder funds that Madoff was telling his investors that he was still
trading options during that same time period. Yet, the Enforcement staff never pressed
Madoff on this inconsistency. After an interview with an executive from a Madoff feeder
fund, the Enforcement staff noted several additional “discrepancies” between what
Madoff told the examiners in the NERO examination and information they received in
the interview. The Enforcement staff also discovered that the feeder fund executive’s
testimony had been scripted and he had been prepped by Madoff.

As the investigation progressed, in December 2005, Markopolos approached the
Enforcement staff to provide them additional contacts and information. However, the
branch chief assigned to the Madoff Enforcement investigation took an instant dislike to
Markopolos and declined to even pick up the “several inch thick file folder on Madoff”
that Markopolos offered. One of the Enforcement staff described the relationship
between Markopolos and the Branch Chief as “adversarial.”
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In February 2006, the Enforcement staff contacted the SEC’s Office of Economic
Analysis (OEA) seeking assistance in analyzing Madoff’s trading. OEA failed to
respond to the request for two and a half months. In April 2006, the Enforcement staff
went back to OEA, but failed to provide OEA with a copy of Markopolos’ 2005
complaint. An expert on options trading in OEA did review certain documents that OEA
received from the Enforcement staff and, based upon a 20 minute review, concluded
Madoff’s split-strike conversion strategy “was not a strategy that would be expected to
earn significant returns in excess of the market.” However, this analysis was not
conveyed to the Enforcement staff. In addition, the OEA options trading expert told the
OIG that if he had been made aware of the amount of assets that Madoff had been
claiming to manage, he would have ruled out “front-running” as a possible explanation
for Madoff’s returns. In the end, the Enforcement staff never obtained any useful
information or analysis from OEA.

Throughout the Enforcement staff’s investigation, the Enforcement staff was
confused about certain critical and fundamental aspects of Madoff’s operations. They
had trouble understanding Madoff’s purported trading strategy, basic custody of assets
issues and, generally, how Madoff’s operation worked. Despite the Enforcement staff’s
confusion, after their unsuccessful attempt to seek assistance from OEA, they never
consulted the SEC’s own experts on broker-dealer operations, the SEC’s Division of
Trading and Markets (formerly the Division of Market Regulation), who could have
facilitated inquiries with independent third-parties such as the NASD and DTC.
Similarly, after Madoff claimed his purported trading activity took place in Europe, the
Enforcement staff did not seek help from the SEC’s Office of International Affairs (OIA).
Had they simply sought assistance from OIA on matters within its area of expertise, the
Enforcement staff should have discovered that Madoff was not purchasing equities from
foreign broker dealers and that he did not have Over-the-Counter (OTC) options
agreements with European counterparties.

At a crucial point in their investigation, the Enforcement staff was informed by a
senior-level official from the NASD that they were not sufficiently prepared to take
Madoff’s testimony, but they ignored his advice. On May 17, 2006, two days before they
were scheduled to take Madoff’s testimony, the Enforcement staff attorney contacted the
Vice President and Deputy Director of the NASD Amex Regulation Division to discuss
Madoff’s options trading. The NASD official told the OIG that he answered “extremely
basic questions” from the Enforcement staff about options trading. He also testified that,
by the end of the call, he felt the Enforcement staff did not understand enough about the
subject matter to take Madoff’s testimony. The NASD official also recalled telling the
Enforcement staff that they “needed to do a little bit more homework before they were
ready to talk to [Madoff],” but that they were intent on taking Madoff’s testimony as
scheduled. He testified that when he and a colleague who was also on the call hung up,
“we were both, sort of, shaking our heads, saying that, you know, it really seemed like
some of these [options trading] strategies were over their heads.” Notwithstanding the
advice, the Enforcement staff did not postpone Madoff’s testimony.
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On May 19, 2006, Madoff testified voluntarily and without counsel in the SEC
investigation. During Madoff’s testimony, he provided evasive answers to important
questions, provided some answers that contradicted his previous representations, and
provided some information that could have been used to discover that he was operating a
Ponzi scheme. However, the Enforcement staff did not follow-up with respect to the
critical information that was relevant to uncovering Madoff’s Ponzi scheme.

For example, when Enforcement staff asked the critical question of how he was
able to achieve his consistently high returns, Madoff never really answered the question
but, instead, attacked those who questioned his returns, particularly the author of the
Barron’s article. Essentially, Madoff claimed his remarkable returns were due to his
personal “feel” for when to get in and out of the market, stating, “Some people feel the
market. Some people just understand how to analyze the numbers that they’re looking
at.” Because of the Enforcement staff’s inexperience and lack of understanding of equity
and options trading, they did not appreciate that Madoff was unable to provide a logical
explanation for his incredibly consistent returns. Each member of the Enforcement staff
accepted as plausible Madoff’s claim that his returns were due to his perfect “gut feel”
for when the market would go up or down.

During his testimony, Madoff also told the Enforcement investigators that the
trades for all of his advisory accounts were cleared through his account at DTC. He
testified further that his advisory account positions were segregated at DTC and gave the
Enforcement staff his DTC account number. During an interview with the OIG, Madoff
stated that he had thought he was caught after his testimony about the DTC account,
noting that when they asked for the DTC account number, “I thought it was the end
game, over. Monday morning they’ll call DTC and this will be over . . . and it never
happened.” Madoff further said that when Enforcement did not follow up with DTC, he
“was astonished.”

This was perhaps the most egregious failure in the Enforcement investigation of
Madoff; that they never verified Madoff’s purported trading with any independent third
parties. As a senior-level SEC examiner noted, “clearly if someone ... has a Ponzi and,
they’re stealing money, they’re not going to hesitate to lie or create records” and,
consequently, the “only way to verify” whether the alleged Ponzi operator is actually
trading would be to obtain “some independent third-party verification” like “DTC.”

A simple inquiry to one of several third parties could have immediately revealed
the fact that Madoff was not trading in the volume he was claiming. The OIG made
inquiries with DTC as part of our investigation. We reviewed a January 2005 statement
for one Madoff feeder fund account, which alone indicated that it held approximately
$2.5 billion of S&P 100 equities as of January 31, 2005. On the contrary, on January 31,
2005, DTC records show that Madoff held less than $18 million worth of S&P 100
equities in his DTC account. Similarly, on May 19, 2006, the day of Madoff’s testimony
with the Enforcement staff, DTC records show that Madoff held less than $24 million
worth of S&P 100 equities in his DTC account and on August 10, 2006, the day Madoff
agreed to register as an investment adviser and the Enforcement staff effectively ended
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the Madoff investigation, DTC records showed the Madoff account held less than $28
million worth of S&P 100 equities in his DTC account. Had the Enforcement staff
learned this information during the course of their investigation, they would have
immediately realized that Madoff was not trading in anywhere near the volume that he
was showing on the customer statements.™® When Madoff’s Ponzi scheme finally
collapsed in 2008, an SEC Enforcement attorney testified that it took only “a few days”
and “a phone call ... to DTC” to confirm that Madoff had not placed any trades with his
investors” funds.

Our investigation did find that the Enforcement staff made attempts to seek
information from independent third-parties; however, they failed to follow up on these
requests. On May 16, 2006, three days before Madoff’s testimony, the Enforcement staff
reached out to the Director of the Market Regulation Department at the NASD and asked
her to check a certain date on which Madoff had purportedly held S&P 100 index option
positions. She reported back that they had found no reports of such option positions for
that day. Yet, the Enforcement staff failed to make any further inquiry regarding this
remarkable finding. The Enforcement staff also failed to scrutinize information obtained
in the NERO cause examination when the examination staff had attempted to verify
Madoff’s claims of trading OTC options with a financial institution and found that “no
relevant transaction activity occurred during the period” requested. Finally, although the
Enforcement staff attorney attempted to obtain documentation from U.S. affiliates of
European counterparties and one of Madoff’s purported counterparties was in the process
of drafting a consent letter asking Madoff’s permission to send the Enforcement staff the
documents from its European account, the inexplicable decision was made not to send the
letter and to abandon this effort. Had any of these efforts been pursued by the
Enforcement staff, they would have uncovered Madoff’s Ponzi scheme.

The Enforcement staff effectively closed the Madoff investigation in August 2006
after Madoff agreed to register as an investment adviser. They believed that this was a
“beneficial result” as once he registered, “he would have to have a compliance program,
and he would be subject to an examination by our [Investment Adviser] team.” However,
no examination was ever conducted of Madoff after he registered as an investment
adviser.

A few months later, in December 2006, the Enforcement staff received another
complaint from a “concerned citizen,” advising the SEC to look into Madoff and his firm:

Your attention is directed to a scandal of major proportion
which was executed by the investment firm Bernard L.
Madoff ... Assets well in excess of $10 Billion owned by
the late [investor], an ultra-wealthy long time client of the
Madoff firm have been *“co-mingled” with funds controlled
by the Madoff company with gains thereon retained by
Madoff.

3 The $18 to $24 million in positions were associated with the firm’s own account.
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In investigating this complaint, the Enforcement staff simply asked Madoff’s
counsel about it, and accepted the response that Madoff had never managed money for
this investor. This turned out to be false. When news of Madoff’s Ponzi scheme broke, it
became evident not only that Madoff managed this investor’s money, but also that he was
actually one of Madoff’s largest individual investors.

Shortly after the Madoff Enforcement investigation was effectively concluded, the
staff attorney on the investigation received the highest performance rating available at the
SEC, in part, for her “ability to understand and analyze the complex issues of the Madoff
investigation.”

Markopolos also tried again in June 2007, sending an e-mail to the Enforcement
branch chief on the Madoff investigation attaching “some very troubling documents that
show the Madoff fraud scheme is getting even more brazen” and noting ominously,
“When Madoff finally does blow up, it’s going to be spectacular, and lead to massive
selling by hedge fund, fund of funds as they face investor redemptions.” His e-mail was
ignored.

After Madoff was forced to register as an investment adviser, the Enforcement
investigation was inactive for 18 months before being officially closed in January 2008.
A couple of months later, in March 2008, the Chairman’s office received additional
information regarding Madoff’s involvement with the investor’s money from the same
source. The previous complaint was re-sent, and included the following information:

It may be of interest to you to that Mr. Bernard Madoff
keeps two (2) sets of records.* The most interesting of
which is on his computer which is always on his person.

This updated complaint was forwarded to the Enforcement staff who had worked
on the Madoff investigation, but immediately sent back, with a note stating, in pertinent
part, “[W]e will not be pursuing the allegations in it.”

As the foregoing demonstrates, despite numerous credible and detailed
complaints, the SEC never properly examined or investigated Madoff’s trading and never
took the necessary, but basic, steps to determine if Madoff was operating a Ponzi scheme.
Had these efforts been made with appropriate follow-up at any time beginning in June of
1992 until December 2008, the SEC could have uncovered the Ponzi scheme well before
Madoff confessed.

 The allegation that Madoff kept two sets of records also turned out to be true.
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Results of the Investigation

l. SEC 1992 INVESTIGATION OF AVELLINO & BIENES
A. Customers Complained about Avellino & Bienes’ Investments

In or before June 1992, the SEC was notified both verbally and in writing by two
customers, Earl McClain and Sandra Bozarth, of investments that they had made with the
firm of Avellino & Bienes. Memorandum dated June 24, 1992 from the former New
York Enforcement Staff Attorney to File regarding the Matter of King Arthur MNY-1490
(Former New York Enforcement Staff Attorney June 24, 1992 Memorandum) at p. 1, at
Exhibit 1. The SEC determined that the transactions with Avellino & Bienes “were set
up to give the appearance of a demand note.” Id. The SEC was also provided with an
August 7, 1991 letter from Avellino & Bienes to a potential investor, which stated, in
pertinent part, as follows:

Avellino & Bienes invests with one particular Wall Street
Broker (the same company since we first started doing
business over 25 years ago) who buys and sells stocks and
bonds in the name of Avellino & Bienes. The list of
securities being traded are top corporations such as IBM,
AT&T, etc. It’s the mechanics being used to protect the
portfolio that makes our business successful, not just the
top name securities being traded.

We do not encourage new accounts and therefore we do not
solicit same. We do, however, like to accommodate those
individuals, etc. that are recommended as you have been
through Virginia Atherton.” Summarily, this is a very
private group and no financial statements, prospectuses or
brochures have been printed or are available.

Let me clarify one important thing. The money that is sent
to A&B is a loan to A&B who in turns invests it on behalf
of A&B for which our clients receive quarterly interest
payments.

> The SEC found that the fact that prospective investors had to be referred to Avellino & Bienes created
an impression that the Avellino & Bienes’ investment program was “special” and exclusive. SEC
Summary Memorandum dated November 13, 1992, at p. 7, at Exhibit 114.
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The minimum deposit is $5,000.00. ... Interest rate is
16.0% annually. Interest is computed quarterly.

Letter dated August 7, 1991 from Avellino & Bienes to prospective investor, at p.
1, at Exhibit 113.

The SEC also obtained a “Fact Sheet” that described the structure of the
investments with Avellino & Bienes. King Arthur Account Fact Sheet (undated) by
Andrew Copperman,® (The Fact Sheet), at p. 1, at Exhibit 115. The Fact Sheet, a two-
page document resembling a brochure, was produced by Andrew Copperman, and
answered a variety of questions about the Avellino & Bienes investment, such as the
following:

What does it pay? 13.5%. The interest income is paid
quarterly. When the combined account
size is $2 million, the rate will increase
to 14%. If you reinvest, 13.5%
compounded quarterly is 14.1%
annually.

Is it safe? Yes. 100%. At no time is a trade made
that puts your money at risk. In over 20
years there has never been a losing
transaction.

* * *

How does it work? The funds you send to Avellino &
Bienes are treated as a ‘loan’ by them.
All of these funds are send [sic] to a
New York broker who invests same on
behalf of Avellino & Bienes. The
underlying trades, made for the account
of Avellino & Bienes are, in general,
made as simultaneous purchases of
convertible securities and its short sale
of the common stock, locking in a profit.
Other forms of riskless trading are also
used. The brokerage firm that makes
these trades is a wholesale dealer that

16" Andrew Cooperman was an investment adviser who referred over 100 investors to Avellino & Bienes
from 1989 to 1990, but after receiving a notice from the California Department of Corporations in October
1990 that he may have been acting as an unregistered broker-dealer, he ceased his referrals to Avellino &
Bienes and wrote a letter to each investor who he had referred to Avellino & Bienes indicating he would no
longer recommend or render any advice with respect to Avellino & Bienes’ investments. SEC Summary
Memorandum dated November 13, 1992, at p. 5, at Exhibit 114.
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makes the market in Big Board 250
highest volume trading stocks. In
practice, the trades are handled by
computer for speed and accuracy.

Id. at pgs. 1-2.

B. SEC Contacted Avellino and Suspected that Avellino & Bienes Was
Selling Unregistered Securities and Running a Ponzi Scheme

After receiving the information from the Avellino & Bienes’ customers, the then-
Acting Enforcement Branch Chief and former New York Enforcement Staff Attorney
contacted Frank Avellino. Former New York Enforcement Staff Attorney June 24, 1992
Memorandum, at p. 1, at Exhibit 1. Avellino stated that he borrowed “money from
friends, relatives, referrals and past clients of his CPA firm,” “gave them ‘demand
notes,”” and invested “the money in real estate and ‘some securities.”” Id. The former
New York Enforcement Staff Attorney concluded that “it appears that Mr. Avellino and
Mr. Bines [sic] and the firm A&B have been engaged in selling securities to the public,
which are unregistered, in violation of Section 5(a) of the Securities Act of 1933.” Id.

The former New York Enforcement Staff Attorney stated that the SEC
investigators also initially believed that Avellino & Bienes was running a Ponzi scheme.
Former New York Enforcement Staff Attorney Interview Memorandum (May 18, 2009).
Others also recalled that the SEC was investigating Avellino & Bienes for a possible
Ponzi scheme. Richard Walker, then-Regional Administrator of the SEC’s New York
region, recalled a concern that Avellino & Bienes was engaged in a “Ponzi
scheme/fraud.” Walker Interview Tr. at p. 11.}” Former New York Enforcement Staff
Attorney #2, the Staff Attorney who eventually prepared the complaint brought against
Avellino & Bienes, recalled that “there was a concern that Avellino & Bienes was
operating a Ponzi scheme” that arose from “the returns that were being promised [by
Avellino & Bienes] combined with a lack of transparency about how the monies were
invested.” Former New York Enforcement Staff Attorney #2 Testimony Tr. at pgs. 11-
14. The former Assistant Regional Administrator in charge of Investment Management
(IM) Inspection Branches in 1992, who consulted on the investigation, also recalled that
the Enforcement attorneys working on the case were concerned that Avellino & Bienes
was running a Ponzi scheme. Former Assistant Regional Administrator Interview
Memorandum.

Assistant Director Robert Sollazzo, who oversaw the examination team, also
acknowledged concern “that there might have been a Ponzi scheme” in the Avellino &
Bienes investigation. Sollazzo Testimony Tr. at p. 42.

7 Richard Walker also told The Wall Street Journal at that time that “we went into this thinking it could be
a major catastrophe.” Randall Smith, Wall Street Mystery Features a Big Board Rival, The Wall Street
Journal, December 16, 1992, at Exhibit 116.
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C. Counsel for Avellino & Bienes Contacted the SEC and Avellino and
Bienes Came in for VVoluntary Joint Testimony

Shortly after the investigation began, the former New York Enforcement Staff
Attorney said he recalled, “Ike” Sorkin®® counsel for Avellino and Bienes, “calling up
and saying, ‘I represent Avellino and Bienes’ and ‘nothing inappropriate is going on here.
They are former IRS agents and I’ll bring them in for testimony.”” Former New York
Enforcement Staff Attorney Interview Memorandum (June 26, 2009) at p. 2.

On July 7, 1992, Frank Avellino and Michael Bienes came in for joint voluntary
testimony in which they answered the staff’s questions together. Transcript of Testimony
of Frank Avellino and Michael Bienes on July 7, 1992 (Avellino and Bienes July 7, 1992
Testimony Tr.), at Exhibit 117. The former New York Enforcement Staff Attorney
reasoned that both Avellino and Bienes came in for testimony together because they were
represented by the same counsel. Former New York Enforcement Staff Attorney
Interview Memorandum (June 26, 2009) at p. 2. Ira Sorkin, Esg. and Dori Hanswirth,
Esg. of Squadron, Ellenoff, Plesent, & Lehrer represented both Frank Avellino and
Michael Bienes individually and the Avellino & Bienes partnership. Avellino and Bienes
July 7, 1992 Testimony Tr. at p. 1, at Exhibit 117.

In the testimony, Avellino described the investment process, which he
characterized as “loans,” as follows:

I borrow money from a Mr. Smith for which | pay interest,
the proceeds of the loan are put into my checking account.
I now write a check from my checking account, send it to
Bernard L. Madoff on behalf of Avellino & Bienes. Like
any other brokerage account, he takes the cash, gives me
credit for it, goes out and executes whatever positions he
has to.

Id. at pgs. 47-48.

Bienes described how at one time Avellino & Bienes had borrowed money from
Chemical Bank for investing, but in 1988, they paid off the loan because they “didn’t
want to have to explain what [their] investment strategies were ... [and] didn’t want to
submit detailed, annual, personal and business financial statements.” Id. at pgs. 53-58.
Avellilr;o also indicated that some investors were getting higher returns than others. Id. at
p. 73.

8 Ira “Ike” Sorkin currently represents Bernard L. Madoff in the criminal proceeding that arose out of
Madoff’s December 2008 confession. Madoff Interview Memorandum at p. 1.

% The FTI Engagement Team noted that the fact that some investors were getting higher returns than
others could be indicative of a Ponzi scheme.
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Avellino testified that Avellino & Bienes invested through Bernard L. Madoff &
Co., and primarily dealt with Bernard L. Madoff. Id. at pgs. 37-38. Avellino indicated
that they had 5 accounts with Madoff’s firm. 1d. at p. 38. Avellino stated that they solely
invested money with Madoff’s firm, buying securities through them. Id. at p. 39.
Avellino testified that Madoff determined how the monies would be invested. Id. When
asked if he ever made a business decision on what securities to purchase, Avellino
replied, “Never.” Id. at p. 40.

Avellino stated “all of the $400 million plus [that was ‘loaned’ to Avellino &
Bienes in investments] is with Bernard L. Madoff, every single dollar, it is invested in
long-term Fortune 500 securities, it is, to use the word ‘protected’ with hedges of
Standard & Poor’s index.” Id. at p. 77.

Avellino also said the partnership of Avellino & Bienes had accounts with Madoff
where Madoff makes all the investment decisions. Id. at pgs. 81-82. They acknowledged
that in addition to the $400 million they had invested on behalf of investors, they were
investing an additional $40 million of their personal partnership monies with Madoff. Id.
at pgs. 82-85.

Avellino described his understanding of Madoff’s strategy for buying securities
for the Avellino & Bienes accounts, as follows:

We sell short against the box, we use the hedges of the
Standard & Poor’s 500, Fortune 500.... Madoff uses the
hedges basically as S&P’s, puts and calls. Every security
that we have in the long position has a hedge, every single
one of them. We use what we call the hedge of the buying
and selling, the buying of the convertible and the selling of
the underlying common stock short, sometimes done the
same two — sometimes done two days after the long
position is bought, which we used to use years ago.

Id. at pgs. 40-41.

When asked if he had any input into how to employ the strategies, Avellino
replied, “None at all.” Id. at p. 41.

Avellino stated that Avellino & Bienes, [and its predecessor company] had
invested with Madoff for 30 years, since 1962. Id. at p. 44.%° He also stated, “I could
honestly say, and you could check any record that you want with me from 1962 to today,
in thousands of transactions, of which | call arbitrage [referring to Madoff’s strategy],
which is bona fide convertible buying and selling, there has never been a loss.” 1d. at p.
75.

% The FTI Engagement Team stated that such a long-standing relationship with no losses could raise the
question as to whether Madoff may have been collaborating in a scheme with Avellino & Bienes.
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The former New York Enforcement Staff Attorney stated that he did not find
Avellino and Bienes’ testimony altogether convincing, stating that he “didn’t know if
these guys were telling the truth or not,” and thus, the SEC “needed to do further things”
to investigate the matter. Former New York Enforcement Staff Attorney Interview
Memorandum (June 26, 2009) at p. 3.

D. The SEC Conducted a Brief, Limited Cause Examination of Madoff

1. The Examination was Conducted by a Relatively Inexperienced
Team and Its Scope was Limited

In the course of its investigation, the SEC sought and obtained documents from
Avellino & Bienes, including their customer account statements for August, September
and October of 1992. Memorandum dated November 16, 1992 regarding Madoff Cause
Examination, (Madoff Cause Examination Report), at p. 2, at Exhibit 118. On November
16, 1992, as a “direct result” of the investigation of Avellino & Bienes, the SEC
conducted a cause examination of Bernard Madoff “to verify certain security positions
carried for the accounts of Avellino & Bienes.” Id. at pgs. 1-2. The Madoff Cause
Examination Report stated that the intent of the examination was “to verify [Madoff’s]
proper segregation, of [Avellino & Bienes’] October 1992 month end securities positions,
in [Madoff’s] segregated accounts at DTC.” Id.

Branch Chief John Gentile, who had joined the SEC in 1987 as a securities
compliance examiner and who had just been promoted to Branch Chief, assembled the
examination team from the Broker-Dealer Enforcement group? for the examination.
Gentile Interview Tr. at pgs. 5-6; 12. The examination team was composed of Demetrios
(Taki) Vasilakis and Former Examiner #2. 1d. at pgs. 5-6; 11-12. Vasilakis had joined
the SEC right out of college and had been working as a compliance examiner for 2 years
when the Madoff cause examination began. Vasilakis Interview Tr. at pgs. 4-6. Former
Examiner #2 joined the SEC in June of 1990 right out of college as well and had been
working with the SEC as an examiner for approximately 2 years at the time of the Madoff
cause examination. Former Examiner #2 Interview Tr. at pgs. 3-4.

All the examination team members described the Madoff cause examination as
brief and limited. Gentile stated it was a very brief examination and he did not recall if
he ever went on site, although he believed he spoke with Bernard Madoff on the
telephone. Gentile Interview Tr. at pgs. 12-13. Vasilakis stated the examination was
very short, very limited and he did not believe it lasted more than two or three days.
Vasilakis Interview Tr. at p. 11. Former Examiner #2 believed that it was a very limited
exam and they were only at Madoff’s firm for a day. Id. at p. 6.

Gentile did not recall being informed by the former New York Enforcement Staff
Attorney that they were to look into the possibility of a Ponzi scheme, and had no

21 Sollazzo explained that in the late 1980’s and early 1990’s, the Broker-Dealer group within the SEC had
its own Enforcement group who worked closely with examiners on investigations. Sollazzo Testimony Tr.
at pgs. 40-42.
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recollection of working on a matter relating to a Ponzi scheme prior to that time period.
Gentile Interview Tr. at pgs. 6, 15. Former Examiner #2 concurred that she did not
believe they were supposed to be doing an examination relating to allegations of a Ponzi
scheme. Former Examiner #2 Interview Tr. at pgs. 6-8. She also had never done a Ponzi
scheme examination. 1d. at p. 8.

2. A Net Capital Review was Performed and the SEC Examiners
Sought DTC Records From Madoff, not from DTC directly

Vasilakis recalled conducting a net capital review to “check the financial stability
of the broker-dealer” during the Madoff cause examination. Vasilakis Interview Tr. at p.
10. Gentile agreed that they were attempting to confirm representations made by
Avellino & Bienes about their trading positions at Madoff. Gentile Interview Tr. at p. 17.
According to the Madoff Cause Examination Report, “Madoff informed the staff that
there was no activity in any of the [Avellino & Bienes] accounts in question since
October 31, 1992.” Madoff Cause Examination Report, at p. 2, at Exhibit 118. The
Madoff Cause Examination Report further provided as follows:

Madoff also furnished the staff with Madoff’s stock record
and [Depository Trust Company] DTC participant
statement as of the previous days’ close of business,
November 12, 1992. The staff visited Madoff’s firm on
November 13. The staff traced all of A&B’s positions to
Madoff’s stock record. All of the securities in A&B’s
accounts were listed on the November 12, 1992 stock
record. The staff then traced all of Madoff’s stock record
positions to the DTC participant statement for November
12, 1992. The staff observed that Madoff’s stock record
exactly matched the participant statement. It was also
noted that and all positions were segregated at DTC and not
in any type of loan account.

Id.

According to the examination team, they would have received DTC
statements from Madoff himself, rather than seeking those records directly from DTC.
Gentile stated that he had no recollection of going to DTC and believed that they would
have received the DTC records directly from Madoff. Gentile Interview Tr. at pgs. 17-
18. Vasilakis recalled that when the SEC did examinations, it was common SEC practice
to get the DTC statements from the firm, rather than directly from DTC, stating, “It
would always be from the firm.” Vasilakis Interview Tr. at p. 12. Former Examiner #2
noted that at that time when they would conduct a cause examination to determine
whether a particular registrant’s positions matched up with DTC, they would not go to
DTC itself to get those records, but “would get them from the registrant.” Former
Examiner #2 Interview Tr. at p. 7.
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Gentile stated that if Madoff provided fake DTC records, “we would have relied
on the fakes.” Gentile Interview Tr. at p. 18. He further acknowledged that if they were
real DTC records, they would tell the story of whether there was trading going on. Id. at
pgs. 19-20.

Gentile characterized Avellino and Bienes’ testimony that for a 30-yeard period
there had never been a loss with respect to their investments with Madoff as “a red flag.”
Id. at p. 29. However, Gentile said in the cause examination, the focus was on whether
Avellino & Bienes’ positions were real, not on Bernard Madoff’s positions. 1d. at p. 24.

3. The Examiners Never Looked into Where the Money That
was Used to Pay Back Avellino & Bienes’ Investors Came
From

Gentile acknowledged that Madoff could have taken the money that was used to
pay back Avellino & Bienes’ investors as required by the SEC from anybody, including
other customers, stating that “Absolutely could have been done.” Id. at p. 35. He further
acknowledged that in light of the evidence, someone “should have been aware of” the
fact that the money used to pay back Avellino & Bienes’ customers could have come
from other investors, but there was no examination of where the money that was used to
pay back the investors came from. Id. at pgs. 32-33. Gentile also did not recall the
examiners attempting to independently verify Madoff's discretionary brokerage account
balances for any clients other than Avellino & Bienes. Id. at p. 33. Therefore, Gentile
stated that if Madoff had been liquidating other discretionary brokerage accounts in order
to pay back Avellino & Bienes’ customers, checking all of Madoff’s discretionary
brokerage account balances with DTC would have “showed positions being sold and
cash[ed] out to a bank account that he controlled where he would then -- you can tie that
into the millions of dollars paid back to the Avellino and Bienes’ customers.” 1d. at p.
35. Gentile, however, admitted that no such effort was undertaken. Id. at pgs. 35-36.

Vasilakis also did not recall at any point in the Madoff cause examination any
effort to trace where the money came from that was used to repay the investors of
Avellino & Bienes. Vasilakis Interview Tr. at p. 19. Vasilakis noted that tracing the
funds could have been done, and in fact, it would have been “common sense” to do that,
given the allegations. Id. at pgs. 20-21.

Gentile also indicated that the representation made by Avellino & Bienes that they
were providing an investment vehicle with no risk as stated in the King Arthur fact sheet
was “a red flag for sure.” Gentile Interview Tr. at p. 21. Gentile admitted the King
Arthur fact sheet as a whole was “very suspicious.” Id. However, Gentile recalled the
cause examination did not look at the investment strategy and the returns “because we

22 According to the August 11, 2009 SEC complaint filed against Frank DiPascali, Jr., “To address due
diligence custody audits, Madoff directed DiPascali and others to create fake DTC reports” and specifically
identified the Avellino & Bienes investigation as an occurrence when “Madoff scrambled to ... fabricate
credible account records to corroborate the purported trading in the accounts.” SEC v. Frank DiPascali, Jr.,
No. 09 Civ. 7085 (LLS) (S.D.N.Y. filed August 11, 2009) at {1 18-20, 60, at Exhibit 119.
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were so focused on identifying the scope of the fraud, the investors, the dollars, where the
assets custody” and the decision was made to “close this down and get the investors their
money back.” 1d. at p. 29.

Vasilakis stated that other than this brief, limited examination of Madoff, he did
not recall any other examination of Madoff or any other entity in connection with the
Avellino & Bienes matter. Vasilakis Interview Tr. at p. 15. Vasilakis stated that he did
not recall any discussion about the need to do a follow-up examination of Madoff that
would focus on Madoff and not just his connection to Avellino & Bienes. 1d. at p. 16.

4. The Examiners Were Aware of Madoff’s Stature

Gentile and Vasilakis became aware of Bernard Madoff’s stature in the securities
industry during the examination. Gentile stated that he was aware that Madoff’s firm
“was very prominent in developing third market particular automated trading.” Gentile
Interview Tr. at p. 10. Vasilakis stated he was made aware that Bernard Madoff served
on various industry committees, was a well respected individual and noted that the SEC
examiners used an NASD manual with Bernard Madoff’s name in it. Vasilakis Interview
Tr. at p. 27. In fact, when asked for his recollections of Bernard Madoff at that time,
Vasilakis stated as follows:

My personal conclusions [from the examination] were that
[Bernard Madoff] was a pioneer in the industry, to use the
term that’s been thrown around now, but that he really
used, you know, technology to bring trading to the next
level. It was strictly -- when | walked out of there it was
more along the lines of wow, this guy is a third market guy
that does X percent of the volume on the exchange. This is
where | actually learned about third market. | didn’t even
know the so called term that that’s what it was called [prior
to the examination].

Id. at p. 17.

Gentile stated that it was fair to say that because of Bernard Madoff’s reputation
at that time as a large broker-dealer, there may not have been any thought to look into
Madoff’s operation any further. Gentile Interview Tr. at p. 37.

E. The SEC Filed a Complaint against Avellino & Bienes for Selling
Unregistered Securities, But the Complaint Did Not Allege Fraud
and Did Not Assert Any Claims Against Madoff.

On November 17, 1992, the SEC filed a Complaint for Preliminary and
Permanent Injunctive and other Equitable Relief against defendants Avellino & Bienes,
Avellino and Bienes in the United States District for the Southern District of New York,
alleging that from 1962 until at least July 1992, the defendants had accepted funds for
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investments from customers, and guaranteed those customers rates of returns ranging
from 13.5% to 20%. Complaint for Preliminary and Permanent Injunctive and Other
Equitable Relief dated November 17, 1992 in Case no. 92 Civ. 8314, at | 1, at Exhibit
120. The Complaint further alleged that the defendants issued notes in return for the
funds received by customers and invested those customer funds in securities. Id. The
Complaint charged the defendants with operating Avellino & Bienes as an unregistered
investment company and engaging in the unlawful sale of unregistered securities. 1d.®

The Complaint further specified that the defendants invested the customer funds
in discretionary trading accounts at a registered broker-dealer and the broker-dealer
managed the accounts, determining which securities to buy and sell, although the
Complaint did not name the broker-dealer as Bernard Madoff’s firm and did not assert
any allegations or claims against Madoff’s firm, as the broker-dealer. Id. at 4. The
Complaint also did not charge the defendants with fraud or give any indication that they
were suspected of running a Ponzi scheme. See generally id.

The Complaint requested that the Court enter an order preliminarily and
permanently enjoining the defendants from selling securities without a registration
statement, making offers to sell or buy securities without a registration statement, and
from acting as an investment adviser in violation of applicable law. Id. at pgs. 10-12.
The Complaint also requested an order appointing a trustee to conduct an accounting of
Avellino & Bienes’ assets and liabilities, to direct the dissolution of Avellino & Bienes,
to dispose of Avellino & Bienes’ assets, return all investors’ funds to the investors as well
as orders directing the defendants to disgorge all unjust enrichment, and pay civil
penalties. 1d. at pgs. 12-13.

On November 18, 1992, upon submission by the SEC, the United States District
Court for the Southern District of New York issued an Order of Preliminary Injunction
and Other Equitable Relief on Consent which preliminarily enjoined the defendants from
selling securities without a registration statement, making offers to sell or buy securities
without a registration statement, and from acting as an investment adviser in violation of
applicable law. Order of Preliminary Injunction and Other Equitable Relief on Consent
dated November 18, 1992 in Case no. 92 Civ. 8314 (Preliminary Injunction Order), at
pgs. I-111, at Exhibit 121. The Preliminary Injunction Order also ordered that Lee S.
Richards, of the law firm of Richards Spears Kibbe & Orbe, be appointed Trustee for the
purpose of taking control over the undistributed proceeds resulting from the liquidation of
all brokerage accounts belonging to Avellino & Bienes, distributing the undistributed
proceeds of the liquidation of Avellino & Bienes’ brokerage accounts, reviewing the
entire distribution of the proceeds of the liquidation of Avellino & Bienes’ brokerage
accounts in order to repay of all Avellino & Bienes’ noteholders, overseeing an audit of
Avellino & Bienes’ financial statements from 1984 through November 1992, confirming
the identity of Avellino & Bienes’ current noteholders and the amounts invested, and

2 According to the SEC’s Summary Memorandum dated November 13, 1992, the SEC was alleging that
Avellino & Bienes offered and sold securities to more than 1,000 individuals, raising in excess of $441
million, none of which were registered with the Commission. SEC Summary Memorandum dated
November 13, 1992, at pgs. 10-11, at Exhibit 114.
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reporting back to the Court, the SEC, and counsel to Avellino & Bienes. Id. at pgs. 4-5.
All three defendants, Avellino & Bienes, Frank Avellino, and Michael Bienes separately
consented to the Order of Preliminary Injunction and waived any rights to challenge or
appeal the Order. Consents of Avellino & Bienes, Frank Avellino, and Michael Bienes
dated November 17, 1992, at Exhibit 122.

Former New York Enforcement Staff Attorney #2 was assigned as the staff
attorney for the Avellino & Bienes matter after the investigation had been concluded and
the litigation was commenced. Former New York Enforcement Staff Attorney #2
Testimony Tr. at pgs. 11-12. Former New York Enforcement Staff Attorney #2 had been
with the Commission for only eight weeks when she was assigned to the Avellino &
Bienes case and had no prior experience in investigating or litigating any matter
involving a Ponzi scheme. Id. at pgs. 16-17.

Former New York Enforcement Staff Attorney #2 recalled that “there was a
concern that Avellino and Bienes was operating a Ponzi scheme” that arose from “the
returns that were being promised [by Avellino & Bienes] combined with a lack of
transparency about how the monies were invested.” 1d. at pgs. 13-14. Former New York
Enforcement Staff Attorney #2 stated that by the time she was brought into the Avellino
& Bienes matter, it had been decided not to charge Avellino & Bienes with fraud, but
merely to charge them for selling unregistered securities. Id. at p. 18. She noted that it
was “unusual” that the SEC “would just be bringing a case solely on claims of not being
registered and that there was not a corollary fraud component,” but she understood that
her superiors “were of the view that they had not found any fraud.” Id. at p. 20.

The former New York Enforcement Staff Attorney, who had joined the SEC right
out of law school two years earlier and worked as a staff attorney until 1992,%* recalled
that in the investigation, they found that there was more money at the broker-dealer than
was owed to the investors. Former New York Enforcement Staff Attorney Interview
Memorandum (June 26, 2009) at p. 2. He indicated that if it was the other way around,
then they would have been more concerned that it was a Ponzi scheme. Id. at p. 2. The
former New York Enforcement Staff Attorney said the focus of the action was to stop
Avellino and Bienes from acting as unregistered investment advisers, but did not
specifically recall why Avellino & Bienes was not charged with fraud. Id. at p. 3.

Former New York Enforcement Staff Attorney #2 acknowledged that she was
aware that Avellino and Bienes were stating that all the investment decisions were made
by Madoff. Former New York Enforcement Staff Attorney #2 Testimony Tr. at p. 35.
However, former New York Enforcement Staff Attorney #2 stated that given that Madoff
was not “a defendant or a relief defendant” in the litigation, the particular focus in the
case was on Avellino & Bienes, not Madoff. Id. at pgs. 36-37. Former New York

2+ Although the former Enforcement Assistant Regional Director was assigned to the Avellino and Bienes
matter and the former New York Enforcement Staff Attorney recalled she was “heavily involved as his
supervisor,” she had no recollection of any substantive involvement in the case. Former Enforcement
Assistant Regional Director Interview Memorandum; Former New York Enforcement Staff Attorney
Interview Memorandum (June 26, 2009) at p. 3.
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Enforcement Staff Attorney #2 said “when Madoff was approached about liquidating the
investments and returning the funds, that he was able to do so” and that “he was able
indeed to liquidate the investments and get the cash available within a very short period
of time ... which would suggest that the money was where we would expect it to be.” Id.
at p. 39. Former New York Enforcement Staff Attorney #2 stated she did not recall any
discussions at all that Madoff may have been running a Ponzi scheme. Id. at p. 39. She
also said she was not aware of any analysis undertaken to determine how Madoff was
able to achieve the returns he was promising for Avellino & Bienes’ clients, although she
acknowledged remembering that Avellino & Bienes had maintained that they never had a
loss with their investments. Id. at pgs. 40, 42. Former New York Enforcement Staff
Attorney specifically recalled, “There was no focus on Madoff in this investigation at
all.” Id. at p. 4.

F. The Trustee Retained Price Waterhouse to Conduct an Audit of Avellino
& Bienes’ Financial Statements and Conducted Discovery But Its
Jurisdiction was Limited

Immediately after the Preliminary Injunction Order, Lee Richards® retained Price
Waterhouse to conduct an audit of Avellino & Bienes’ financial statements from 1984
until November 1992, and express an opinion confirming the identity of all noteholders in
Avellino & Bienes’ notes and the amount of principal and accrued interest owed to each
noteholder. Richards Interview Tr. at p. 11; Affidavit of Frederick M. Werblow, Partner
at Price Waterhouse sworn to on January 15, 1993, at | 1, at Exhibit 123.

On November 20, 1992, Linda Imes, Esg., of Richards Spears Kibee & Orbe,
attorneys for the Trustee, took the sworn deposition of Frank Avellino. Transcript of
Deposition of Frank Avellino on November 20, 1992, at Exhibit 124. Avellino testified
in the deposition that the business of Avellino & Bienes was to invest in marketable
securities through a brokerage house in New York named Bernard L. Madoff. Id. at pgs.
4-5. Avellino stated that a distribution was made from proceeds that were received from
Bernard L. Madoff, upon liquidation of certain securities and earmarked for distribution
in the amount of $113 million. Id. at pgs. 5-7. In the deposition, Imes stated that she
obtained some documents from Madoff’s office which were purported to be current
statements for the various accounts held there and Avellino indicated that those were all
the accounts of Avellino & Bienes held at Madoff. 1d. at pgs. 20-23. Avellino identified
personal accounts he and Bienes’ wife had with Madoff, and Avellino confirmed that
there were no other accounts at Madoff and that the funds in those accounts had been
frozen. 1d. at pgs. 23-24. In a continuation of Avellino’s deposition that was held on
November 24, 1992, Avellino identified another entity called Telfran Associates, which
took money from individuals and gave the funds to Avellino & Bienes, which then in turn
invested those funds with Madoff. Transcript of Continued Deposition of Frank Avellino
on November 24, 1992, at pgs. 67-68, at Exhibit 125. Avellino provided Imes with

% |ee Richards served as Receiver and Trustee in the liquidation of Bernard L. Madoff Investment
Securities, LLC after the December 2008 confession of Madoff for a period of time. Richards Interview
Tr. at p. 22.
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specific information concerning the principals of Telfran Associates?® and their
arrangement with Avellino & Bienes. Id. at pgs. 68-76.

Although the trustee was conducting discovery and Price Waterhouse was
examining Avellino & Bienes, their jurisdiction was limited. Lee Richards understood
the concern in the Avellino & Bienes litigation to be that “they were acting as
unregistered investment advisers” and stated that he did not recall being informed that
there was a concern about Avellino & Bienes running a Ponzi scheme. Richards
Interview Tr. at pgs. 5-6. Lee Richards said he understood that the firm of Avellino &
Bienes was being liquidated because “they had operated as an investment adviser without
the proper licensing.” Id. at p. 7. Lee Richards recalled that Avellino & Bienes “were
achieving a fairly high rate of return for their investors,” but he did not “recall anyone
expressing concerns that they were fraudulent returns.” Id. at pgs. 7-8. Lee Richards
stated that he did not believe it was his role to look at whether Madoff could have
misappropriated other customer funds in order to provide the capital needed to pay back
the investors of Avellino & Bienes. Id. at pgs. 10-11. Lee Richards indicated that he was
hired for the particular purpose of liquidating the accounts and ensuring that the investors
were repaid. Id. at p. 11. He stated that he did not remember at any point in time anyone
from the SEC suggesting that there was going to be an investigation of Bernard Madoff,
and he did not remember ever talking with anyone at Price Waterhouse about the
possibility of fraud at Madoff Securities. 1d. at pgs. 20-21.

Lee Richards noted that:

[The trustee’s] responsibility would be to independently
verify account balances on the records of Madoff, but not
to independently verify that the securities that Madoff were
reporting actually existed. In other words, we’d go as far
as Madoff records, and as long as they were consistent with
what we thought investors of Avellino and Bienes were
owed and indeed we got the money and securities, then |
think it would be my judgment and Price Waterhouse’s
judgment that we had done our job.

Id. at pgs. 17-18. He reiterated as follows: “I don’t recall that we investigated Madoff
Securities in any way.” 1d. at p. 9.

%6 After obtaining this information, on November 25, 1992, the SEC brought a second, nearly identical
action to the one brought against Avellino & Bienes, against Telfran Associates and its principals, Steven
Mendelow and Edward Glantz, obtaining injunctive relief upon consent, and having a trustee appointed to
oversee the liquidation of Telfran Associates’s assets as well. Complaint for Preliminary and Permanent
Injunctive Relief and Other Equitable Relief; Order of Preliminary Injunction and Other Equitable Relief
on Consent both dated November 25, 1992 in Case no. 92 Civ. 8564, at Exhibit 126.
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G. Price Waterhouse Experienced Great Difficulties in Conducting its Audit
of Avellino & Bienes’ Financial Statements and a Request was made to
the Presiding Judge for Additional Time

In December 1992, Price Waterhouse reported back to Lee Richards and the SEC
that they were unable to perform the function that they were directed to perform because
of the lack of records maintained by Avellino & Bienes and their refusal to cooperate
with the audit. Letter dated January 21, 1993 from Price Waterhouse to Lee Richards,
Trustee (Price Waterhouse Letter dated January 21, 1993), at p. 2, at Exhibit 127.
Although Price Waterhouse was directed in the Preliminary Injunction Order to audit
Avellino & Bienes’ financial statements from the period of 1984 through November
1992, Price Waterhouse found that Avellino & Bienes had not prepared financial
statements for the period of 1984 through December 31, 1988, and the underlying
accounting records of Avellino & Bienes for that period of time were not available. 1d.
Because of this finding, it was agreed by the SEC, the Trustee and Price Waterhouse that
Price Waterhouse would limit its audit of Avellino & Bienes’ financial statements to the
period of January 1, 1989 through November 16, 1992. Id.

However, after Price Waterhouse performed substantial work to attempt to obtain
the information to conduct an audit of Avellino & Bienes’ financial statements for that
limited period, including making requests for additional documentation from Frank
Avellino, Price Waterhouse reported that Frank Avellino “refus[ed] to prepare financial
statements,” refused to provide requested documentation, and sent a letter to Price
Waterhouse instructing them that they “should ‘not direct any further questions to a
[representative of an outside computer service bureau],”” which had maintained the
Avellino & Bienes’ noteholders’ ledger. Id. at Exhibit A to Price Waterhouse Letter
dated January 21, 1993 at p. 10, at Exhibit 127. Consequently, Price Waterhouse
indicated that it would be unable to render an opinion or audit Avellino & Bienes’
financial statements even for the limited period of January 1, 1989 through November
1992. Price Waterhouse Letter dated January 21, 1993 at pgs. 2,5, at Exhibit 127.

On January 19, 1993, Lee Richards appeared before the Presiding Judge in the
Avellino & Bienes matter, the Honorable John E. Sprizzo, together with representatives
of the SEC and Ike Sorkin on behalf of Avellino & Bienes, requesting an additional
month for Price Waterhouse to complete its audit of Avellino & Bienes’ financial
statements because of the absence of records necessary to render an opinion. Transcript
of Court Conference in SEC v. Avellino & Bienes, Avellino and Bienes, 92 Civ. 8314
(January 19, 1993) at pgs. 2-3, 11-12, at Exhibit 128. Sorkin “vehemently oppose[d]” the
request for additional time, noting that his clients have had their assets frozen during the
period of Price Waterhouse’s audit. Id. at p. 4. Lee Richards and the former
Enforcement Assistant Regional Director, on behalf of the SEC, explained that the delay
was caused by the absence of documents that should have been provided by Avellino &
Bienes and that without those documents and the extension of time, Price Waterhouse
would not be able to render an opinion. Id. at pgs. 13, 16-17. Judge Sprizzo denied the
request for additional time, granting an extension of only 5 days, until January 24, 1993
for Price Waterhouse to complete the audit, and indicated that he would reconsider the
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request if they could show evidence that Avellino & Bienes willfully obstructed Price
Waterhouse’s audit. Id. at p. 17.%

H. After the Request for Additional Time was Denied, Price Waterhouse
Issued its Report But was Unable to Render an Opinion on Avellino &
Bienes’ Financial Statements

On January 21, 1993, Price Waterhouse issued its final report to Lee Richards as
Trustee, concluding that they were unable to render any opinion on Avellino & Bienes’
financial statements because of the lack of records and cooperation from Avellino &
Bienes. Price Waterhouse Letter dated January 21, 1993, at p. 2, at Exhibit 127. Price
Waterhouse’s report noted that even during the period from January 1989 until November
16, 1992, “records critical to the performance of an audit which one would expect a
company that invested and borrowed over $400 million to have (such as security legers,
security purchase and sales journals, monthly reconciliations of securities brokerage
transactions and positions and investor/noteholder balances to Partnership records) were
not maintained.” ld. Price Waterhouse’s report stated that when Frank Avellino was
asked about the preparation of financial statements, he responded as follows: “My
experience has taught me to not commit any figures to scrutiny when, as in this case, it
can be construed as (bible) and subject to criticism.” Id. at Exhibit A to Price
Waterhouse Letter dated January 21, 1993 at p. 10 at Exhibit 127. Ira Sorkin, counsel for
Avellino & Bienes, admitted later in an April 21, 1993 hearing on an objection to Price
Waterhouse’s fees, that Price Waterhouse “were auditing phantom books.” Transcript of
Hearing Before Hon. John E. Sprizzo in SEC v. Avellino & Bienes, Avellino and Bienes,
92 Civ. 8314 (April 21, 1993), at p. 7, at Exhibit 129.

Price Waterhouse’s report did detail the distribution of over $329 million to
Avellino & Bienes’ noteholders, which included the review of noteholders’ files, the
confirmation of noteholders’ addresses, and the arrangements for distribution of funds by
federal express and wire transfer. Price Waterhouse Letter dated January 21, 1993, at
Exhibit A at pgs. 1-6, at Exhibit 127.

Lee Richards recalled that he and Price Waterhouse “were frustrated by some lack
of recordkeeping” and remembered generally that Price Waterhouse had difficulties
during the audit with respect to books and records being missing and Avellino & Bienes
not having financial statements. Richards Interview Tr. at pgs. 12-13. Lee Richards
stated “not only were [Avellino & Bienes] not properly licensed, but they were not
running the kind of operation that they should have been, notwithstanding the fact that
the money seemed to be there and the securities seemed to be there.” 1d. at p. 16.

The former New York Enforcement Staff Attorney recalled that Price Waterhouse
could not complete the audit and they “requested going back and doing the procedures or
doing the books and records.” Former New York Enforcement Staff Attorney Interview
Memorandum (June 26, 2009) at p. 3. However, the former New York Enforcement

" The OIG has located no evidence that any such request to reconsider Judge Sprizzo’s opinion was ever
made.
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Staff Attorney stated that “the Receiver/Trustee told us he got all the money, there was
money left over,” and he believed there were “no unresolved issues” in the case. Id. at p.
4,

Former New York Enforcement Staff Attorney #2 also recalled that Price
Waterhouse was “unable to render an opinion as to certain parts of what they were
looking at” in their role as trustee. Former New York Enforcement Staff Attorney #2
Testimony Tr. at p. 27. She said she remembered that those involved in the litigation
“did think it was odd or curious that [Avellino and Bienes] had a lack of records,
particularly for an accounting firm.” 1d. at. p. 28. When asked if given the difficulties
that Price Waterhouse had with respect to rendering an opinion and in light of the lack of
records on the part of Avellino & Bienes, whether there was any discussion about
conducting further investigation, former New York Enforcement Staff Attorney #2
indicated that there was no such discussion since the focus of the action against Avellino
& Bienes was to prevent them from continuing to sell unregistered securities or operating
an unregistered investment company, and to have a comfort level that monies were
returned to the investors who invested it with Avellino & Bienes. Id.

l. The SEC Conducted Limited Discovery About Madoff But Avellino &
Bienes Objected Aggressively and it is Unclear if the SEC Obtained any
Relevant Information

In or before April 1993, the SEC conducted limited discovery in the Avellino &
Bienes action, submitting a first set of interrogatories and requests for documents.?® In
the SEC’s Interrogatories, interrogatory no. 3 requested as follows:

The name and address of the registered broker dealer who
managed the discretionary trading account, the name and
account number of each discretionary account, the name of
the account in which each investors” monies were held, and
the individual at the broker-dealer who managed or directed
the trading or investment of the monies in those accounts.

Defendants’ Response to Plaintiff’s First Set of Interrogatories and Request for
Documents dated May 3, 1993, at p. 4, at Exhibit 131.

In the defendants’ response to the SEC’s interrogatory no. 3, submitted on May 4,
1993, defendants objected to the interrogatory on the grounds that it was “unduly
burdensome, inconvenient and expensive to answer,” and that the documentation needed
to answer the interrogatory had already been made available to the SEC and the SEC had
ample opportunity to obtain it. 1d. Defendants’ response did indicate that the
documentation would be made available to the SEC. Id.

8 Defendants also submitted a first set of interrogatories and first request for the production of documents
to the SEC on March 15, 1993 seeking responses by April 19, 1993. Defendant’s First Request for the
Production of Documents dated March 15, 1993 and Plaintiff’s Response to Defendants’ First Set of
Interrogatories dated April 19, 1993, collectively at Exhibit 130.
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In the SEC’s request for documents, document request no. 5 sought “[a]ll
documents relating to the broker-dealer,” and document request no. 14 sought “[a]ll
documents provided to [Avellino & Bienes] from the broker-dealer for the years 1962 to
the present, inclusive.” 1d. at pgs. 13, 16. In defendants’ responses to both of these
requests for documents, defendants stated “[T]he documents responsive to the request
currently within the custody and control of defendants are available for copying and
inspection in Fort Lauderdale, Florida.” Id.

None of the attorneys interviewed by the OIG recalled whether the SEC
eventually received the information and documents concerning Bernard Madoff that it
requested in discovery. However, with respect to discovery, former New York
Enforcement Staff Attorney #2 stated that “this was a fairly contentious litigation, that,
you know, defense counsel was very aggressive.” Former New York Enforcement Staff
Attorney #2 Testimony Tr. at p. 34. She did not recall if she “ultimately got the
information [she] needed,” but indicated that there were lots of objections to discovery
requests and these many objections were “indicative of the tone in this litigation which
was, you know, contentious.” Id.

In an April 21, 1993 hearing before Judge Sprizzo relating to an objection from
Avellino & Bienes to Price Waterhouse’s fees, Ira Sorkin, counsel for Avellino & Bienes,
acknowledged to Judge Sprizzo that Avellino & Bienes was able to avoid other remedies
that would have resulted in additional discovery had they not consented to the audit.
Transcript of Hearing Before Hon. John E. Sprizzo in SEC v. Avellino & Bienes, April
21, 1993, at p. 139, at Exhibit 129.%

J. A Final Judgment of Permanent Injunction was Entered on Consent
Against the Defendants, Penalties were Assessed and the Investigation
was Closed

On June 4, 1993, defendants Frank Avellino and Michael Bienes consented to the
Terms of a Final Judgment of Permanent Injunction and Other Equitable Relief, and on
September 7, 1993, the Final Judgment was filed with the United States District Court for
the Southern District of New York. Final Judgment of Permanent Injunction and Other
Equitable Relief by Consent Against Avellino & Bienes, Frank J. Avellino, and Michael
S. Bienes filed on September 7, 1993 in Case no. 92 Civ. 8314 (Final Judgment), at
Exhibit 132. The Final Judgment ordered that the defendants be permanently enjoined
from selling any securities without a registration statement, making offers to sell or buy
securities without a registration statement, and acting as an investment company in
violation of the Investment Company Act of 1940. Id. at pgs. 2-5. The Final Judgment

2 Judge Sprizzo also indicated in the same hearing that he did not believe Avellino’s testimony on the fee
issues, stating, “I don’t believe your client. | heard his testimony, | saw his demeanor, | heard his
inconsistencies on direct and cross. | noted the inconsistency in the position he took in the letter and the
position he took on trial. 1 don’t believe him. So, to the extent there are credibility issues to resolve, |
resolve them against your client.” Transcript of Hearing Before Hon. John E. Sprizzo in SEC v. Avellino
& Bienes, April 21, 1993, at p. 147, at Exhibit 129.
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also ordered the defendants to pay a civil penalty in the amount of $250,000 for Avellino
& Bienes, and $50,000 each for Frank Avellino and Michael Bienes within 10 business
days of the entry of the Final Judgment. Id.

Because the Trustee arranged for Avellino & Bienes’ customers to be refunded
the funds they invested and penalties were assessed against the defendants, the SEC
considered the result of the litigation to be a satisfactory one. The former New York
Enforcement Staff Attorney stated that after the permanent injunction, everybody got
their money back and “we were quite satisfied this was a very good result.” Former New
York Enforcement Staff Attorney Interview Memorandum (June 26, 2009) at p. 4. He
stated that the Receiver/Trustee told us he got all the money, that there was money left
over, and he believed there were “no unresolved issues” in the case. Id. atp. 4. The
former New York Enforcement Staff Attorney recalled that the civil penalties imposed on
Avellino & Bienes “were the highest penalties” ever imposed by the SEC at that time. 1d.
atp. 4.

Former New York Enforcement Staff Attorney #2 understood that the Avellino &
Bienes litigation ended when “both defendants in the firm were permanently enjoined
from the sale of unregistered securities and acting as an unregistered investment company
and they had to pay fines” as well as the money having been returned through the trustee
to the investors. Former New York Enforcement Staff Attorney #2 Testimony Tr. at p.
49,

On March 23, 1994, the former New York Enforcement Staff Attorney completed
an SEC form to formally close the Avellino & Bienes investigation and it was approved
by his supervisors on March 30, 1994. SEC Form 19A for Enforcement File Number
NY-6066, “In the Matter of King Arthur” dated March 30, 1994 (closing report), at
Exhibit 133. The closing report stated that the SEC alleged that Avellino & Bienes,
Frank Avellino, and Michael Bienes operated as an unregistered investment company by
selling unregistered securities in the form of demand notes. Id. at p. 3. The closing
report further stated that on November 17, 1992, the U.S. District Court, SDNY, issued
an Order of Preliminary Injunction and Other Equitable Relief on Consent which
preliminarily enjoined the Defendants from engaging in further violations of the above
provisions of the federal securities laws. Id. The closing report provided that the
appointed Trustee redeemed all of the notes held by A&B and the appointed auditors
uncovered no fraud. 1d. The closing report indicated that, on September 7, 1993, the
Defendants were permanently enjoined, by consent, from further securities law violations
and ordered to pay $50,000 each individually and $250,000 from their partnership and
confirmed that these penalties were paid. Id.

K. Conclusion
In connection with its investigation of Avellino & Bienes in 1992, according to
FTI, there were several red flags that should have triggered a wide-ranging investigation

of the existence of a Ponzi scheme on the part of Avellino & Bienes and potentially
Bernard Madoff. For example, Avellino & Bienes was offering “100%” safe
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investments, which they characterized as loans, with high and extremely consistent rates
of return over significant periods of time. Not everyone could invest with Avellino &
Bienes, as this was a “special” and exclusive club and some even more special investors
were getting higher returns than others.

As the SEC began investigating the matter, they learned that all of Avellino &
Bienes’ investments were conducted entirely through Madoff and according to Avellino,
Madoff had achieved these consistent returns for them for numerous years without a
single loss. According to FTI, such a long-standing relationship with no losses could
raise the question as to whether or not Madoff might be collaborating in a scheme with
Avellino & Bienes. Although the SEC suspected and purported to investigate Avellino &
Bienes for running a Ponzi scheme, they seemed not to have considered the possibility
that Madoff could have taken the money that was used to pay back Avellino & Bienes’
customers from other clients for which Madoff may have had held discretionary
brokerage accounts. While the SEC’s relatively inexperienced examination team
conducted a brief and very limited examination of Madoff, they made no effort to trace
where the money that was used to repay Avellino & Bienes’ investors came from, and
relied upon DTC records from Madoff rather than going to DTC itself to verify if trading
occurred. The Branch Chief on the examination team acknowledged that this was an area
that was missed and should have been followed-up on. There is evidence that the
examination team was well aware of Madoff’s reputation and that this may have factored
into their decision not to scrutinize Madoff’s operation more carefully.

The SEC’s investigative team, which was also relatively inexperienced, brought
an action against Avellino & Bienes for selling unregistered securities, not fraud, and did
not take further steps to inquire into Madoff’s firm. The SEC lawyers working on the
matter were aware of the questionable returns and the fact that all the investment
decisions were made by Madoff, but the focus of the investigation was limited to whether
Avellino & Bienes was selling unregistered securities or operating an unregistered
investment firm. A trustee and accounting firm were retained to ensure full distribution
of the assets but its jurisdiction was limited and they did not take any action to
independently verify account balances and transaction activity included on the financial
and accounting records of Madoff. Even after Price Waterhouse was unable to audit
Avellino & Bienes’ financial statements and uncovered additional red flags, such as
Avellino & Bienes’ failure to produce financial statements or have the records one would
have expected from such a large operation, no further efforts were made to delve more
deeply into either Avellino & Bienes’ or Madoff’s operations.

The former SEC Regional Administrator in 1992 for Northeast Region, Edward
Nordlinger, acknowledged that given the circumstances, he did not believe that merely
locating the funds would be sufficient to determining whether a Ponzi scheme had
occurred, and that more evidence would have been necessary to investigate that matter.
Nordlinger Interview Memorandum.

The FT1 Engagement Team concluded that while the SEC did take appropriate
steps to ensure that the funds were repaid and that Avellino & Bienes were barred from
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further selling of unregistered securities and assessed significant penalties, no
investigative actions were taken to determine if the funds that Avellino & Bienes
arranged to have repaid were taken from other customers as part of a larger Ponzi scheme
engineered by Bernard Madoff. Thus, assuming that Bernard Madoff was running his
Ponzi scheme in 1992,%° the SEC missed an excellent opportunity to uncover this scheme
by not undertaking a more thorough and comprehensive investigation.

Il. SEC REVIEW OF 2000 AND 2001 MARKOPOLOS COMPLAINTS

A. Markopolos Approached the SEC’s Boston Office in May 2000 with
Evidence that Madoff was Operating a Ponzi Scheme

1. The 2000 Submission

In May 2000, Harry Markopolos made an eight-page submission (the “2000
submission™) to the Boston District Office (BDO)>" questioning the legitimacy of
Madoff’s reported returns. 2000 submission, at Exhibit 134. The 2000 submission
posited the following two explanations for Madoff’s unusually consistent returns: (1)
that “[t]he returns are real, but they are coming from some process other than the one
being advertised, in which case an investigation is in order;” or (2) “[t]he entire fund is
nothing more than a Ponzi Scheme.” Id. at p. MARK 0005. See also Markopolos
Testimony Tr. at pgs. 16-17. At that time, Markopolos considered either scenario equally
likely, but in either case he was certain that “something illegal was going on there.” 1d. at
p. 17.

The 2000 submission explained that the magnitude and consistency of Madoff’s
returns, as well as the secrecy of Madoff’s operations, suggested that Madoff was not
operating legally. 2000 submission, at Exhibit 134. Specifically, the submission stated
that Madoff’s returns were unachievable using the trading strategy he claimed to

% n his sworn allocution given on March 12, 2009 as part of his guilty plea, Madoff stated that his fraud
began in the early 1990’s. Transcript of March 12, 2009 Allocution in the Matter entitled U.S. v. Madoff,
Case No. 09 CR 213, U.S. District Court for the Southern District of New York (March 12, 2009
Allocution Testimony Tr.), at p. 25, at Exhibit 375. In an interview Madoff gave to the OIG, he denied that
he had been operating a Ponzi scheme in 1992. Madoff Interview Memorandum at pgs. 7-8. However,
according to the August 11, 2009 SEC complaint filed against Frank DiPascali, Jr., Madoff and DiPascali
“fabricate[d] credible account records to corroborate the purported trading in the [Avellino & Bienes]
accounts.” SEC v. Frank DiPascali, Jr., No. 09 Civ. 7085 (LLS) (S.D.N.Y. filed August 11, 2009) at 11 18-
20, at Exhibit 119.

1 The Boston office of the SEC was elevated to a Regional Office on April 2, 2007. Since then, the
Boston office has reported directly to the SEC’s Home Office in Washington, DC. In 2000, the Boston
office was a District Office that reported to the SEC Northeast Regional Office (NERO) in New York.
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employ.* 1d. at p. MARK 0009; Markopolos Testimony Tr. at p. 16. As Markopolos
explained:

Madoff claimged] to provide 80% of the market’s return
with only 1/3" of the risk. Madoff’s number of losing
months seems beyond the bounds of what is reasonable for
such a strategy.

2000 submission at p. MARK 0007, at Exhibit 134.

In his testimony, Markopolos explained that if Madoff was using the trading
strategy he claimed, Madoff’s returns compared to the performance of the S&P 500
should have had “a correlation coefficient between 30 percent similarity and 60 percent
similarity ... hover[ing] around 50 percent similarity ...” Markopolos Testimony Tr. at
p. 20. However, Markopolos noted that there was only a six percent correlation between
Madoff’s returns and the S&P 500, which Markopolos considered “outside the bounds of
rationality.” 1d.; 2000 submission at p. MARK 0006, at Exhibit 134. Markopolos
elaborated on the reasons Madoff’s claimed returns could not be real as follows:

Only 3 down months vs. the market’s down 26 months
during the 87 month time period presented.... The Madoff
hedge fund returns are inconsistent with a publicly traded
mutual fund using a similar stated return methodology.

2000 submission at p. MARK 0007, at Exhibit 134.

The 2000 submission also compared the amount of money Madoff was thought to
manage at the time, $3 billion to $7 billion, with the open option positions on the Chicago
Board Options Exchange (CBOE), and concluded that the “hedging cannot be taking
place as described. ... [I]f only $3 billion are allocated to this strategy, then there still
aren’t enough options in open interest for this type of hedging to occur, since Madoff
would be at least 1/3 of the open interest, and we know that’s not the case.” Id. at p.
MARK 0006.

% Madoff’s purported split-strike conversion investment strategy was described in a May 2001 Barron’s
article as follows:

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.

Erin Arvedlund, Don’t Ask, Don’t Tell, Barron’s, May 7, 2001, at p. 2, at Exhibit 135.
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Markopolos also identified in his 2000 submission other troubling indications that
Madoff was operating a Ponzi scheme such as the following:

Madoff has perfect market-timing ability: One investor
told me that Madoff went 100% to cash in July 1998 and
December 1999, ahead of market declines. He told me that
he knows this because Madoff faxes his trade tickets to his
firm and the custodial bank. However, Madoff also owns
the [broker-dealer] that generates the trade tickets, so that
collusion between Madoff’s [broker-dealer] and Madoff’s
hedge fund could take place.

Madoff does not allow outside performance audits: One
London based fund of funds representing Arab money,
during the due diligence process, asked to send in a team of
Big Six accountants to verify performance. They were told
no, that only Madoff’s brother is allowed to audit
performance for reasons of secrecy. Amazingly, this
London based fund of funds invested over $200 million of
their Arab client’s money anyway, because the low
volatility of returns was so attractive.

Combining the discrepancies I’ve noted in Exhibit 1, with
the hearsay I’ve heard, seems to fit in with the patterns
commonly found in Ponzi Schemes. Having a
broker/dealer subsidiary that is also an [Electronic
Communication Network], which is then able to generate
false trading tickets would also be a huge advantage. Not
allowing external auditors in to verify performance would
also be something a Ponzi Scheme operator would do.

Id. at p. MARK 0009 (emphasis in original).

2. Markopolos Met with Grant Ward, a Senior SEC Enforcement
Official

Sometime shortly after Markopolos sent the 2000 submission to the SEC, he met
with Ed Manion, Staff Accountant, and Grant Ward, BDO Assistant District
Administrator, to discuss his concerns about Madoff.** See Markopolos Testimony Tr. at

* There are no clear records indicating the date of the meeting; however, SEC NRSI records indicate that
someone in BDO searched “Madoff” on May 4, 2000, presumably in connection with the 2000 submission.
Excerpt from the NRSI list of SEC employees who searched for “Madoff” at Exhibit 136. In addition, the
2000 submission included data from April 2000 and Ward left the SEC in early July 2000; supporting an
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pgs. 13-14; Manion Testimony Tr. at p. 15; Ward Testimony Tr. at p. 9. Ward reported
to Juan Marcelino, District Administrator, and to Jim Adelman, the Associate District
Administrator. See Ward Testimony Tr. at pgs. 14, 16. Ed Manion was Markopolos’
initial contact at BDO; Manion and Markopolos were acquaintances through their work
with the Boston Security Analyst Society. Markopolos Testimony Tr. at p. 12.

At the meeting, Markopolos explained the analysis presented in the 2000
submission and encouraged the SEC to investigate Madoff. Markopolos Testimony Tr. at
pgs. 14-17, 22. Markopolos testified that since SEC staff “lacked industry expertise”
and “were only lawyers,” he “tried to make it as simple as possible to understand for the
SEC staff.” Id. at pgs. 18-109.

Despite Markopolos’ efforts to present the 2000 submission in a clear and
straightforward manner, he left the meeting with the impression that Ward did not
understand his concerns about Madoff, stating:

[Ward] did not have an industry background that | was
aware of. He had zero comprehension of topics being
discussed. He seemed very ill-trained, uninformed about
industry practices, did not understand financial instruments.
Didn’t even have a basic understanding of finance.

Id. at pgs. 15-16. Markopolos testified that he “walked out of the meeting feeling very
dejected” and “didn’t think [that Ward] had a clue.” Id. at p. 23. Manion left the meeting
with a similar impression, stating, “When we walked out of the meeting ... with Grant
Ward, [Harry and I] looked at each other and we both said, ‘He didn’t understand a damn
thing we said.”” Manion Testimony Tr. at p. 23. See also Markopolos Testimony Tr. at
pgs. 23-24.

3. Woard Decided Not to Pursue the 2000 Submission

Manion testified that based upon Markopolos’ analysis, he was hoping that the
May 2000 meeting with Ward would result in an investigation of Madoff’s hedge fund
operation. Manion Testimony Tr. at p. 23. Although Ward testified that he did not recall
the meeting, he stated that if he had participated in such a meeting, “there should have
been some post-meeting follow-up... [e]ven if we decided that there was nothing there
...” Ward Testimony Tr. at p. 33.

Manion testified that Ward told him in 2000 that he had referred Markopolos’
2000 submission to the SEC’s Northeast Regional Office (NERO), stating: *...Ward
said, well, Madoff is headquartered in New York. It’s not our jurisdiction. So I’m going

inference that the meeting occurred in May or June 2000. 2000 submission, at Exhibit 134; Ward
Testimony Tr. at p. 8.
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to refer it to New York.” Manion Testimony Tr. at p. 25. Manion further stated that he
recalled following up with Ward as follows:

I went in there a few times afterwards to say, Grant, you
know, how — how’s New York doing with this thing, you
know what | mean, and I think he — I think he did refer it to
New York but I think once it left Boston, you know, he
didn’t care.

Id. at p. 26. See also Id. (Manion testified, “...[Ward] told me he did [refer it to New
York].”). Ward stated in his interview with the OIG that he might have referred the
matter to New York, but did not recall whether, in fact, he had done so. Ward Interview
Memorandum.

However, the OIG has found no documentary evidence that Ward referred the
matter to NERO> and, as discussed below, Marcelino’s understanding from speaking
with Ward was that Ward had “decided not to pursue it.” April 30, 2009 Adelman
Interview Memorandum. In any event, neither Manion nor Markopolos was contacted by
NERO regarding the 2000 submission and no action was taken by the SEC with regard to
the allegations contained therein. Manion Testimony Tr. at p. 27; Markopolos Testimony
Tr. at p. 24.

4. Ward’s Testimony Regarding the 2000 Submission is Suspect

As part of the OIG’s investigation in this matter, on March 31, 2009, Ward
testified under oath that he did not recall ever meeting with Markopolos, stating:

A: | have no memory of that [meeting with
Markopolos].

At all?
A: None.
Q: Do you have any memory of Harry Markopolos,

period, ever meeting him, ever talking to him, ever
being in his presence?

A: No.

Q: At all?

¥ As part of its investigation, the OIG reviewed all e-mails produced by the Office of Internet Technology
(OIT) from Ward’s files for the relevant time period and, in addition, reviewed all relevant e-mails from
NERO'’s files produced by OIT for the same period, and found no evidence that the 2000 submission was
referred to NERO.
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A: Atall.
You don’t remember him as a person at all?

A: When | saw his [testimony before Congress in
2009], I still didn’t recall. His face did not jog a
memory.

Q: Do you recall in the time — well, any time while you
were at the SEC in Boston of looking at or
discussing [a] referral about Bernie Madoff?

A: No, no memory of that at all.

Q: No memory of discussions with Ed Manion about
that?

A: No. No. I've been trying to wrack [sic] my brain to

remember and | don't.
Ward Testimony Tr. at pgs. 25-26.

Ward and Marcelino each testified that they spoke with each other on February 4,
2009, following Markopolos’ Congressional testimony.® 1d. at pgs. 48-49; Marcelino
Testimony Tr. at p. 8. However, their testimony about what Ward said during that
conversation differs markedly. Ward testified that Marcelino called to “lend his support”
and stated that Ward “indicated to [Marcelino] at that time that | don’t remember
[meeting with Markopolos] and wish | had.” Ward Testimony Tr. at p. 49. Ward was
unequivocal during his testimony, stating: “I volunteered that I didn’t remember” and “I
recall telling [Marcelino] | don’t remember anything.” Id. at pgs. 49, 53.

Marcelino directly contradicted Ward’s testimony. Marcelino testified that during
their February 4, 2009 conversation, “Ward indicated that he had met with Harry
Markopolos [and] that [Ward] didn’t think he did anything wrong.” Marcelino
Testimony Tr. at p. 8. Marcelino reiterated in his testimony that “[Ward] remembered
meeting with Markopolos but that he didn’t feel he did anything wrong.” Id. at p. 9.

Marcelino’s recollection of his February 4, 2009 conversation with Ward was
corroborated to some extent by Adelman. Adelman told the OIG that he saw Marcelino
at the SEC Speaks Conference held on February 6-7, 2009, two or three days after
Marcelino’s conversation with Ward. April 30, 2009 Adelman Interview Memorandum.

% Markopolos testified about his frustration with the SEC before Congress on February 4, 2009. During
that testimony, Ward was described in unflattering terms. See February 4, 2009 Testimony of Harry
Markopolos Before the U.S. House of Representatives, Committee on Financial Services Tr. at pgs. 11-12,
at Exhibit 269.
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According to Adelman, Marcelino told him that he had spoken recently with Ward and
Ward had told Marcelino: (1) that Ward remembered the Markopolos meeting in 2000;
(2) that Ward said he had “decided not to pursue” the matter in 2000; and (3) that Ward
had said he was “perfectly comfortable with how he had handled it.” Id.

Based on Marcelino’s testimony and Adelman’s corroborating statement, Ward’s
testimony to the OIG was not credible regarding: (1) whether he recalled meeting with
Markopolos or hearing concerns about Madoff’s hedge fund in 2000; and (2) the
substance of his February 4, 2009 conversation with Marcelino. Accordingly, the OIG
concludes that, based upon the preponderance of the evidence, Ward met with
Markopolos in 2000 and told Manion that he had referred the complaint to NERO, but
never actually did.

B. Markopolos Made a Second Submission to the Boston Office in March
2001

1. The 2001 Submission

Markopolos e-mailed a second submission to Manion in the Boston office about
Madoff on March 1, 2001 (the “2001 submission”). E-mail dated March 1, 2001 from
Markopolos to Manion, with attachments, at Exhibit 137. The 2001 submission
supplemented the 2000 submission with updated information and additional analysis. 1d.
At the time of the 2001 submission, Markopolos “put [Madoff’s] assets under
management in the $12 to $20 billion range.” Markopolos Testimony Tr. at p. 26.

Markopolos’ 2001 submission added, inter alia, the following observations:

[Madoff purportedly] [e]arned over 15%:% a year for over
seven years with extremely low standard deviation of 4.3%
versus the S&P 500 which earned over 19%:% but with
12.9% annual standard deviation over the same period.
This program earned 80% of the market’s return with only
one third of the risk. Think about it! Is this really possible,
or is it too good to be true? (I have attached an excel
spreadsheet comparing and contrasting Madoff’s
program to the S&P 500 index.)

Only 3 down months vs. the market’s down 26 months
during the same period, with a worst down month of only
-1.44% (April 1993) vs. the market’s worst down month of
-14.58% (August 1998).

These numbers really are too good to be true. And every
time I’ve thought a company’s or a manager’s numbers
were “too good to be true,” there has been fraud involved.
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Yes, access to order flow is worth something but this worth
can be measured in pennies per share.

Yes, Madoff can make more intelligent short-term bets via
their access to order flow. However, short-term
forecastability does not lead to long-term knowledge of
where the stocks that he buys are headed. Short-term he
may know there are a lot of IBM shares to buy, but that
doesn’t lead to knowledge of where IBM will be trading
next month.

Madoff’s out-of-the-money OEX index puts do offer
protection against systemic market declines. However, his
30-35 stock portfolio has individual company risk in it and
should experience more frequent and more sizeable losses
than what his performance record indicates.

E-mail dated March 1, 2001 from Markopolos to Manion, with attachments, at p. MARK
0024 (emphasis in original), at Exhibit 137.

Markopolos’ analysis was supported by the experience of two of his colleagues,
Neil Chelo and Frank Casey. Markopolos Testimony Tr. at pgs. 26-27; Chelo Testimony
Tr. at p. 10. Chelo was a chartered financial analyst, chartered investment analyst, and a
financial risk manager with substantial experience researching hedge funds. Chelo
Testimony Tr. at p. 7. Casey was a registered investment adviser with an options
specialization. Casey Testimony Tr. at p. 9. Chelo’s research into Madoff convinced
him that Madoff’s hedge fund was a fraud. Chelo Testimony Tr. at p. 24. Chelo
testified:

A key part of kind of my experience ... was to go out and
find what | believe are the most talented investment or
hedge fund managers in the world. And ... I’ve met, you
know, probably a couple thousand hedge fund managers.
So | have a very good idea of when someone is frankly
trying to bull[****] me or the story doesn’t make sense,
because after you see and research a few thousand stories,
you have a good idea of what smells fishy and what is
really good.

Id. at pgs. 11-12. Chelo described some of the investigative work he and Markopolos
performed as follows:

[W]e called pretty much every broker we knew on the

streets ... and we asked like everyone: Do you do business
with Bernie Madoff? Have you ever heard of Bernie
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Madoff? And for the most part, people would be like: I've
heard of him. | heard he’s a big player in the options
market, but we’ve never done a trade with him.

Id. at p. 18.

Chelo believed that Madoff’s claimed returns were impossible to achieve using
Madoff’s claimed split-strike conversion strategy, stating:

I just don’t know how you can produce these types of
returns given the strategy that was outlined in the
marketing material. It was just, in my mind, impossible ...
Mainly the consistency because you’d have to have
basically like perfect market timing every month or every
year, depending on how he structures his split strike
conversions. It’s like impossible. No one has that ability
to forecast market direction for such a long period and so
consistently.

And if you did have that ability, you would do another
strategy besides split strike conversion. You would do like
a levered future strategy. You’d make way more money,
and it just didn’t make sense. It just didn’t make sense,
period.

Id. at p. 16.

We got pretty quantitative, not to sound geeky, but |
remember putting together, you know, spreadsheets of, you
know, literally trying to replicate the strategy of: Hey, if |
buy [sic] replicated basket of the OEX, what’s my tracking
error? How much will it cost me to get, you know, into
these stocks, like, big offer spread, commissions, what
options can | write, looking at different strikes and figuring
out, you know, quantitatively, hey, like, is there something
we’re missing? Is —you know, is there a way that this can
be done? ... And, you know, the more I, you know, tried to
put together something that would duplicate Madoff’s
returns, the more convinced | was that it was impossible.

Id. at p. 24.
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Chelo was also suspicious of Madoff’s reliance on feeder funds to raise money,
stating:

Another one that — another huge red flag in our mind was
we heard that, you know, [Madoff] was raising all his
money through these feeder funds. So my logical question
was: Why would he give up the ability to charge 1 and 20
or 2 and 20 to clients and let all the feeder funds earn the
bulk of the returns? That just made no sense to me at all. 1
mean, any legitimate businessman would have said: Hey,
I’m going to cut out the middleman and do it myself.

Id. at p. 29.

Considering all of the red flags, Chelo believed that “common sense” indicated
Madoff was a fraud, stating:

So Harry and I, obviously, have a better background to
understand this. We’ve been in the equity derivatives
business and that was what we did at Rampart ... Having
said that, I think you could have just taken someone out of
business school with some real common sense, and they
would have looked at the picture and came [sic] to the
conclusion that something — something is at least fishy and
that you should stay away ... You know, maybe not be able
to prove or come to the analytical reasons of why it was
fishy but, you know, there was [sic] a couple big red flags
that were just common sense.

Id. at p. 44.

2. Boston Forwarded the 2001 Submission to NERO

Manion discussed the 2001 submission with Silvestre Fontes, an Enforcement
Branch Chief in the BDO. E-mail dated March 12, 2001 from Fontes to Manion, at
Exhibit 138. On March 12, 2001, Fontes e-mailed Manion, subject line “Madoff”:
“Talked to Grant about this; I’ll look for you and we can discuss.” Id. Fontes explained
that “Grant” most likely referred to Grant Ward, who the OIG found had met with
Markopolos and Manion regarding Madoff the previous year. April 7, 2009 Fontes
Interview Memo.

On April 2, 2001, Fontes e-mailed David Marder, BDO Assistant District
Administrator, subject line “Madoff,” stating:

I’d like to talk to you at some point about this case. This is
the one where you’ve got a Boston money manager
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basically squealing on a New York money manager —
alleging that given the trading strategies that they each use,
there is no way the New York money manager could be
putting up the numbers that he’s reporting (for certain
hedge funds).

E-mail dated April 2, 2001 from Fontes to Marder, at Exhibit 139; Marder Interview
Memorandum.

At the suggestion of Marder, Fontes forwarded the 2001 submission to Mark
Schonfeld, NERO Regional Director for Enforcement. E-mail dated April 3, 2001 from
Fontes to Schonfeld, at Exhibit 140. On April 3, 2001, Fontes e-mailed Schonfeld,
subject line “Madoff”: “I overnighted to you some documents on the case you, Marder
and | discussed over the phone yesterday.” Id.

When interviewed in April 2009 by the OIG, Fontes recalled neither receiving the
submission from Markopolos nor talking to Manion, Ward or Schonfeld about Madoff.
April 7, 2009 Fontes Interview Memorandum; April 10, 2009 Fontes Interview
Memorandum. Similarly, Marder did not recall discussing Madoff or the 2001
submission with Fontes or Schonfeld. Marder Interview Memorandum. However, after
reviewing his e-mails to Manion, Marder and Schonfeld, Fontes did recall referring a
matter to Schonfeld around the time of the 2001 submission, but did not recall the subject
of that referral or whether it involved Madoff. April 10, 2009 Fontes Interview
Memorandum.

Additionally, Fontes recalled that Manion had been unhappy about the way things
were being handled with respect to a particular matter, and also recalled that Manion had
mentioned a friend of his in the industry that had been pursuing the matter. Id. Fontes
did not recall, however, whether the matter was Madoff or whether Manion’s friend was
Markopolos. Id.

Schonfeld testified that he did not recall the referral from Boston regarding
Madoff, receiving Fontes’ e-mails or the documents he overnighted regarding Madoff, or
even seeing the 2001 submission prior to testimony. Schonfeld Testimony Tr. at p. 15.

Thus, while the individuals involved had difficulty recollecting these events, the
e-mails demonstrate that Fontes forwarded Markopolos’ 2001 submission to Schonfeld.

3. NERO Decided Not to Investigate Madoff Only One Day After Receiving
the 2001 Submission

Upon receiving the 2001 submission from BDO, Schonfeld assigned the matter to

Leslie Kazon, Assistant Regional Director of Enforcement in NERO, for initial inquiry.
E-mail dated April 3, 2001 from Schonfeld to Neuschaefer, at Exhibit 141. See also
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Schonfeld Testimony Tr. at p. 20; Kazon Testimony Tr. at p. 16. On April 4, 2001,
Kazon e-mailed Sandy Sadwin, a broker-dealer examiner in NERO, stating:

The [Investment Adviser] people have been checking and
Madoff does not appear to be registered as an [Investment
Adviser] or [Investment Company]. So | would like to take
a look at a copy of the most recent exam report for the
[Broker-Dealer], Bernard L. Madoff Investment Securities,
LLC, when you get the chance.®

E-mail dated April 4, 2001 from Kazon to Sadwin, at Exhibit 142; Kazon Testimony Tr.
at p. 15. Kazon subsequently e-mailed Sadwin, “The registrants | am aware of with
whom Madoff might be associated are Broyhill Management and BMC Fund, Inc.”*’
E-mail (undated) from Kazon to Sadwin, at Exhibit 143. After reviewing the 2001
submission for only one day, Kazon sent an April 5, 2001 e-mail to Schonfeld, saying:

As we discussed, after reviewing the complaint received
(via the BDO) from Harry Markopol[o]s of Rampart
Investments about purported performance claims for funds
managed by Bernard Madoff, and some information about
Madoff and others identified in the complaint, | don’t think
we should pursue this matter further.

E-mail dated April 5, 2001 from Kazon to Schonfeld, at Exhibit 144.

Kazon testified that she did not “remember having received a referral in or around
April 2001 involving Madoff.” Kazon Testimony Tr. at p. 15. She also did not recall
sending the April 5, 2001 e-mail to Schonfeld stating her opinion that, “I don’t think we
should pursue this matter further.” 1d. at p. 16. In fact, Kazon stated that she did not
recall ever seeing the 2001 submission and did not recall hearing the name “Markopolos”
until December 2008. 1d. at pgs. 15-18.%® While Kazon did not recall the 2001
submission, she testified that:

[IIn general, you know, when we get a complaint we would
read it, we would try to figure out whether within the four

% With respect to her April 4, 2001 request to see the most recent broker-dealer exam report on Madoff,
Kazon explained that the 2001 submission discussed “the way he executes trades or how much money he’s
making or whether he’s doing something improper about trading. So, that would have been something that
might have been discussed or illuminated by the examining board.” Id. at p. 23.

7 A Broyhill Management document describing the returns Broyhill earned with Madoff was included in
the 2001 submission. E-mail dated March 1, 2001 from Markopolos to Manion, with attachments, at
Exhibit 137. The same document was included in the 2000 submission. 2000 submission, at Exhibit 134.
% 0On April 4, 2001, Sheryl Marcus, an examiner in NERO, conducted a search of the SEC’s Name
Relationship Search Index (NRSI) for “Madoff” in order to determine whether there were open
investigations involving Madoff. See Excerpt from the NRSI list of SEC employees who searched for
“Madoff” at Exhibit 145. Marcus stated that she did not recall performing the search. Marcus Interview
Memorandum.
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corners of it[,] it stated a possible violation of securities
laws as opposed to a violation of something else. And then
talk to — and usually I would talk to a supervisor about, you
know, whether we should pursue it or how we should
pursue it.

Id. at pgs. 18-19. Kazon described the 2001 submission as “more detailed than the
average complaint in those days that came through.” Id. at p. 25. Similarly, after
reviewing the 2001 submission during his testimony, Schonfeld described it as “more
detailed than the average [referral].” Schonfeld Testimony Tr. at p. 18.

Kazon testified further:

My impressions are that this is a document that | probably
would have needed to consult somebody about, | hope |
consulted somebody. | honestly don’t remember. 1 also
would have thought that the author of this document was
odd, to say the least, but I hope that would not have led me
to dismiss this, but I just don’t recall.

Kazon Testimony Tr. at pgs. 20-21.

Kazon acknowledged that she “would have needed to consult with somebody with
greater [options] expertise to figure out the full extent to which [the 2001 submission]
could be followed up on.” Id. at p. 21. Kazon testified that, “probably the people |
would have consulted with would have been in the [Investment Adviser] exam program
or ... Mark [Schonfeld]. Not because he’s an expert in options, but just because he’s a
really smart guy.” Id. at pgs. 21-22. Kazon stated that she did not know if she had ever
investigated a Ponzi scheme at that point in her career. Id. at p. 24.

Finally, Kazon also acknowledged that the 2001 submission should have been
reviewed for more than one day before a decision was made regarding its disposition:

Q: Putting that aside, putting aside the fact that Bernie
Madoff confessed to running a Ponzi scheme in
December of 2008. Just based on the [2001
submission], would it be fair to say that given the
complexity, there were some details in the
documents, that it would take some period of time,
weeks perhaps, at least, to mark [sic] a
determination as to whether the matter was
appropriate for investigation?

A: It should have in the hindsight. Again, I don’t know

whether it was that | asked someone in the exam
program to review it, and just based on whatever
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that person told me or whether it was based on
resources or priority, | just don’t recall.

Id. at p. 29.

4. Two Articles Were Published in May 2001 Questioning the Legitimacy of
Madoff’s Returns

In the month following NERQO’s decision not to investigate the claims raised by
Markopolos, MARHedge and Barron’s both published articles questioning Madoff’s
unusually consistent returns and secretive operations. The MARHedge article written by
Michael Ocrant was entitled “Madoff Tops Charts; Skeptics Ask How,” and published on
May 1, 2001. It included the following:

[M]ost of those who are aware 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.

Throughout the entire period Madoff has managed the
assets, the strategy, which claims to use [Over the Counter]
OTC options almost entirely, has appeared to work with
remarkable results. Again, take the Fairfield Sentry fund as
the example. It has reported losses of no more than 55
basis points in just four of the past 139 consecutive months,
while generating highly consistent gross returns of slightly
more than 1.5% a month and net annual returns roughly in
the range of 15.0%.

The 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.

Skeptics who express a mixture of amazement, 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 ability to time the market and 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.
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In addition, experts ask why no one has been able to
duplicate similar returns using the strategy and why other
firms on Wall Street haven’t become aware of the fund and
its strategy and traded against it, as has happened so often
in other cases. ...

Michael Ocrant, Madoff Tops Charts; Skeptics Ask How, MARHedge, May 2001, at pgs.
1, 16, at Exhibit 146.

The Barron’s article, written by Erin Arvedlund was entitled “Don’t Ask, Don’t
Tell,” and was published on May 7, 2001. It included the following:

“Don’t Ask, Don’t Tell”

Bernie Madoff might as well hang that sign on his
secretive hedge-fund empire. Even adoring investors
can’t explain his enviably steady gains.

[W]hat 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 MARHedge, 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.

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%.

[S]Jome on Wall Street remain skeptical about how Madoff
achieves such stunning double-digit returns using options
alone. The recent MARHedge 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
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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.”

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.”

Erin Arvedlund, Don’t Ask, Don’t Tell, Barron’s, May 7, 2001, at pgs. 1-3, at Exhibit

NERO Did Not Reconsider Its Decision Not to Investigate Madoff After
Publication of the Articles

On May 7, 2001, Fontes followed up with NERO regarding the 2001 submission
and the Barron’s article with an e-mail to Schonfeld, stating:

There is a Barron’s article dated today, 5/7, on this guy;
this is the referral we made to you a few weeks ago. The
article discusses his trading strategy, which he says is
“proprietary” in nature and refuses to discuss with the
reporter. Let me know if you can’t immediately get a copy
of [the] article so that | can send a copy to you.

E-mail dated May 7, 2001 from Fontes to Schonfeld, at Exhibit 147. The OIG found no
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record of a response to this e-mail from Schonfeld. Schonfeld testified that he did not
recall receiving the e-mail or seeing the article. Schonfeld Testimony Tr. at pgs. 24-25.

The SEC did not commence an investigation of Madoff after the publication of
the MARHedge and Barron’s articles. Schonfeld acknowledged that Barron’s is a
“reputable publication” and that “the fact that in addition to a complaint being provided
to you that there were two newspaper articles providing similar information as the
complainant,” “would be [a] factor[] to consider in triaging, [which was the process
utilized by NERO to determine if a complaint was worth pursuing.]” 1d. at pgs. 27-28.
However, Schonfeld testified that Kazon’s decision “not to pursue it” was apparently not
revisited after publication of the Barron’s article, “[a]nd the article ... came out later and,
you know, arguably nobody went back and then reevaluated the original decision.” Id. at
p. 30. In fact, the OIG found no indication that any of the NERO Enforcement staff who
considered opening up an investigation about Madoff even read the Barron’s article until
late 2005, after Markopolos made a third submission.

I1. SEC 2004 OCIE WASHINGTON DC CAUSE EXAMINATION OF
MADOFF

A. An Employee of a Registered Hedge Fund Provided the OCIE Investment
Management Group With A Detailed Complaint About Madoff

During a 2002 examination sweep of hedge funds registered with the
Commission, OCIE examiners from the Investment Management Group™ requested that
employees at the examined funds alert them to fraudulent or suspicious activity. Kelly
Testimony Tr. at p. 14; Hedge Fund Manager Testimony Tr. at pgs. 16-17. In response to
this request, a Managing Director and Chief Investment Officer (Hedge Fund Manager)**
at a Commission registered fund of hedge funds contacted Edward Perkins, one of the
sweep examiners. E-mail dated May 13, 2003 from Perkins to Kelly, at Exhibit 149.
Perkins referred the Hedge Fund Manager to Mavis Kelly, who was then an OCIE
Branch Chief in the Investment Management Group at the Commission’s Washington,
D.C. headquarters.** 1d.

Kelly had worked with the Hedge Fund Manager during the Commission’s
examination of his fund and adjudged him to be a “highly” credible source of information

¥ Several other SEC officials acknowledged that Barron’s, a Dow Jones publication, is reputable. See,
e.g., Richards Testimony Tr. at p. 34; McCarthy Testimony Tr. at p. 43; Swanson Testimony Tr. at p. 46.
Richards opined further that the author of the Barron’s article, Erin Arvedlund, “is very good” and has
“written great articles.” Richards Testimony Tr. at p. 34.

0 For purposes of this report, the terms Investment Management Group or Investment Management
Examination Group are used to describe the Investment Adviser/Investment Company Examination
program within OCIE.

*1 When he submitted his complaint and attachments, the Hedge Fund Manager requested that his identity
be kept confidential. E-mail dated May 21, 2003, from the Hedge Fund Manager to Kelly, with
attachments, at Exhibits 148.

“2 Kelly was promoted to Assistant Director on May 2, 2004.
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and his firm to be “a very thorough ... very analytical, very experienced, very technically
savvy firm.” Kelly Testimony Tr. at pgs. 16-17, 49.

1. During Due Diligence of Madoff Feeder Funds, Fund Managers
Identified Red Flags in Madoff’s Representations

On May 20, 2003, Kelly and Snively, an OCIE Investment Management
examiner, had a conference call with the Hedge Fund Manager who expressed concerns
that “he couldn’t understand how [Madoff] was maintaining his performance” and “he
couldn’t figure out how he was ... earning returns.” Kelly notes dated May 20, 2003 on
conference call with Hedge Fund Manager, at Exhibit 150; Kelly Testimony Tr. at pgs.
16-17; Snively notes dated May 20, 2003 on conference call with Hedge Fund Manager,
at Exhibit 151. In notes of the conversation, both Kelly and Snively commented that the
Hedge Fund Manager’s firm was “[n]ever able to understand nature of return.” Kelly
notes dated May 20, 2003 on conference call with Hedge Fund Manager, at Exhibit 150;
see also Snively notes dated May 20, 2003 on conference call with Hedge Fund Manager,
at Exhibit 151. Kelly signified in her notes that the following one piece of information
the Hedge Fund Manager provided was of particular importance (by placing it in a box
and drawing a star next to it): “For volume must see options on street yet never see
them.” Kelly notes dated May 20, 2003 on conference call with Hedge Fund Manager, at
Exhibit 150; Kelly Testimony Tr. at p. 23.

On the following day, May 21, 2003, the Hedge Fund Manager sent Kelly a
detailed complaint by e-mail, in which he laid out the red flags that his fund had
identified about Madoff while performing due diligence on two Madoff feeder funds.*

*® The registered fund of funds evaluated potential investments with Madoff feeder funds in 1998 and 2003.
Hedge Fund Manager Testimony Tr. at pgs. 5-9. It considered an investment with Fairfield in 1998. Id. at
pgs. 5-6. As part of their standard due diligence process, the Hedge Fund Manager and his unidentified
CIO met with Madoff. Id. at 3. The CIO former options trader, pressed Madoff for information about his
options trading. CIO of Fund of Funds Interview Tr. at pgs. 3-7. To the CIO’s surprise, Madoff claimed to
trade options through the Chicago Board of Options Exchange (CBOE). Id. at 7. The CIO stated: “Well |
found something exceptionally odd about that .... [[Jmmediately what | asked Madoff was: How are you
doing that? Because | don’t think there’s enough volume on the Chicago Board of Options Exchange for
you to get that sort of coverage for the amount that you’re managing.” Id. at 7.

The CIO’s suspicions triggered, he called CBOE to find out how much daily volume traded on the
exchange. He described his call to CBOE, as follows: “And the problem is ... that the volume was never
there for Madoff. So that was problem No. 1 for me. Problem No. 2 was ... | called up buddies of mine
around the street who were now running the equity derivatives departments of a number of firms, and |
asked them all if they were trading with Madoff. And nobody was. Nobody was doing these OEX options.
And in fact, the funny part about it was they all said, yeah. You know, | hear that he’s doing all these
trades but, you know, we don’t see it anywhere ... And so things just began to, you know, not match up.
And so for me, the biggest issue was — the biggest issue was the fact that | couldn’t reconcile a big part of
that strategy. And the information that was being told to me on the surface seemed to be false.” CIO of
Fund of Funds Interview Tr. at pgs. 11-12. Because of the unanswered questions, they passed on the
investment. Hedge Fund Manager Testimony Tr. at pgs. 8-9.

In 2003, the two managers again evaluated an investment with a Madoff feeder fund. By adding up

feeder funds and Madoff clients they were aware of in the United States and Europe, they estimated Madoff
was managing between 8 and 10 billion dollars. Hedge Fund Manager Testimony Tr. at pgs. 10, 39-40.
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E-mail dated May 21, 2003 from the Hedge Fund Manager to Kelly, with attachements,
at Exhibit 148; Hedge Fund Manager Testimony Tr. at pgs. 10-13, 17; OCIE Assistant
Director Testimony Tr. at p. 27 (agreeing that the Hedge Fund Manager’s complaint
“Yes, absolutely” was a substantive, detailed complaint). The Hedge Fund Manager
attached four documents to his complaint, including performance statistics for three
Madoff feeder funds and a May 2001 article published in MARHedge entitled “Madoff
Tops Charts; Skeptics Ask How.”** E-mail dated May 21, 2003 from the Hedge Fund
Manager to Kelly, with attachements, at Exhibit 148.

The Hedge Fund Manager estimated Madoff managed $8-10 billion in
discretionary brokerage accounts at the Madoff firm using a split-strike conversion
strategy,*® which consisted of buying a basket of large cap stocks in the S&P 100 stock
index (OEX), selling OEX call options and purchasing OEX put options.*® E-mail dated
May 21, 2003 from the Hedge Fund Manager to Kelly, with attachements, at Exhibit 148.
The complaint stated BMIS charged only brokerage commissions as compensation. 1d.
BMIS’s fee structure was notable because Madoff was foregoing the significant
management and performance fees typically charged by asset managers.*” The complaint
also described the following specific concerns about Madoff’s strategy and purported
returns:

- according to [BMIS], the options are traded with a number of
traders and crossed on CBOE. With a 8-10 billion size, you must
see the volume, but unfortunately you don’t. We actually checked
with some of the largest brokers (UBS, Merril [sic], etc) which told
us they never traded with them OEX options. The question is do
they really implement the full strategy.

This time, the feeder fund did not allow them access to Madoff during their due diligence process. Hedge
Fund Manager Testimony Tr. at p. 9. Regardless, they quickly made several unsettling findings, including
a potential conflict of interest with the auditor and the fact that Madoff’s returns seemed to have continued
unaffected by the bust of the dot-com bubble. Id. at pgs. 10-13. After a “week or two” of due diligence,
the Hedge Fund Managers again rejected an investment with Madoff because “[t]here were too many
holes.” Hedge Fund Manager Testimony Tr. at p. 31.

“ MARHedge provided a semi-monthly publication that delivered news on global hedge fund markets.

** According to the FTI Engagement Team, a split-strike conversion strategy is normally considered a
limited-risk, limited-reward strategy because downside risk and upside potential are somewhat limited by
the call and put option contracts. For the strategy to be particularly effective, the manager must be able to
successfully time the purchase and sale of the securities, relative to movements in the market for such
securities, on a consistent basis over an extended period of time. The manager would also have to
demonstrate excellent stock-selection skills over an extended period of time, since the split-strike
conversion strategy utilized by the Madoff firm requires a subset of OEX stocks that will maintain a high
correlation to that overall index.

%6 A call option is an agreement that gives an investor the right, but not the obligation, to buy a specified
amount of an underlying security at a specified price within a specific time period.
http://www.investopedia.com/terms/c/calloption.asp. A put option is an agreement that gives the owner the
right, but not the obligation, to sell a specified amount of an underlying security at a specified price within
a specified time period. Id.

" According to the FTI Engagement Team, a typical management fee of 2% and a performance fee of 20%
would have likely yielded the Madoff firm tens of millions, if not hundreds of millions in dollars of
additional profits compared to the commissions Madoff was purportedly earning.
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- the strategy is not duplicable by anyone else as far as we know.

- there is no correlation to the overall equity markets (in over 10
years).

- accounts are typically in cash at month end.

- since the accounts are at [BMIS], the investors (i.e. the feeders
that have discretionary accts) receive [BMIS] brokerage
statements. There are no third party brokers involved in the
process. The auditor of the firm is a related party to the principal.

- finally, given the performance of the different accounts, [BMIS]
never had to face redemption. In fact given the fact that the
different feeders are closed for new investments, there is always
replacement capital (1/5 ration [sic] according to some people).

E-mail dated May 21, 2003 from the Hedge Fund Manager to Kelly, at Exhibit 148.

To Kelly, the complaint indicated “that there are areas that need to be answered,
and we needed to look into them more.” Kelly Testimony Tr. at p. 37. She also
understood that the Hedge Fund Manager was implying that BMIS might be lying about
its option trading, and “some of the issues” that the [Hedge Fund Manager] laid out in the
complaint were “indicia of a Ponzi scheme.” Id. at pgs. 32, 36, 94-95.

The three attachments containing Madoff feeder fund performance results
provided “backup for why [the Hedge Fund Manager] was questioning” Madoff’s
remarkable returns. Kelly Testimony Tr. at p. 60. The attached MARHedge article
“Madoff Tops Charts; Skeptics Ask How” also raised concerns similar to and in support
of those in Hedge Fund Manager’s complaint. Kelly Testimony Tr. at pgs. 46-47. Kelly
was familiar with MARHedge and found it to be a credible “long standing” publication,
but not one that she believed the Commission usually received. Id. at 46.

2. MarHedge Article Raised Red Flags About Madoff’s Returns
In addition to describing concerns similar to those provided by the Hedge Fund
Manager’s complaint, the MARHedge article, written by Michael Ocrant and entitled,

“Madoff Tops Charts; Skeptics Ask How,” contained the following additional red flags
about the lack of volatility in Madoff’s returns, his unbelievable ability to time the
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market, the fact that his trading was not seen or felt in the market, and his unusual fee
structure:*®

Skeptics who express a mixture of amazement, 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 ability to time the market and 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 and why other
firms on Wall Street haven’t become aware of the fund and
traded against it, as has happened so often in other cases;
why Madoff Securities is willing to earn commissions off
the trades but not set up a separate asset management
division to offer hedge funds directly to investors and keep
all the incentive fees for itself, or conversely, why it
doesn’t borrow money from creditors, who are generally
willing to provide leverage to a fully hedged portfolio of up
to seven to one against capital at an interest rate of Libor-
plus, and manage the funds on a proprietary basis.

Michael Ocrant, Madoff Tops Charts; Skeptics Ask How, MARHedge, May 2001, at
Exhibit 146.

“8 Ocrant, the author of the MARHedge article, stated that he intentionally did not accuse Madoff of
falsifying customer returns or running a Ponzi scheme in his article because Ocrant “thought in the story it
was more powerful, [to] just la[y] out ... concerns people had about why whatever he said he was doing
couldn’t be what he’s doing.” Ocrant Interview Tr. at p. 26. The article posits that one possible
explanation for Madoff’s extraordinary purported performance could be his use of order flow information
from the Madoff firm’s market making business to benefit the discretionary brokerage accounts (such as by
front-running). Michael Ocrant, Madoff Tops Charts; Skeptics Ask How, MARHedge, May 2001, at
Exhibit 146. Others, including the Commission’s Deputy Chief Economist, have testified that “front-
running or other types of abuse of broker-dealer information could [not] generate returns on an asset base
this large.” Mayhew Testimony Tr. at pgs. 27-28, 36 (“If you are [front-running] with a huge base of
billions and billions of dollars that would have an insignificant impact on your returns so you could not
generate real returns that way”); Ocrant Testimony Tr. at p. 13 (stating that a quantitative analyst that
analyzed Madoff’s returns opined to him that if Madoff was managing between $7-9 million, then it would
be impossible for Madoff to be front-running, and he would have to be running a Ponzi scheme).
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3. Investment Management Examiners Would have Validated
Madoff’s Returns

According to Kelly, were Investment Management examiners to investigate the
allegations in the Hedge Fund Manager’s complaint and attachments, “one of the things
we would look to validate is the performance returns.” Kelly Testimony Tr. at p. 53.
Kelly stated that to validate returns, Investment Management examiners would use a
number of methods:

I would look for the misrepresentation of performance to see
if he was just falsifying the performance; | would look for
the individual accounts to see, is he using ... a specific set of
clients, and only those highly profitable accounts; ... we do
a client account review, we do a performance review. And
in doing the client account review, | would notice if the
trades were there, any activities reported, who was the
custodian ...

Kelly Testimony Tr. at pgs. 52-54. Moreover, the OCIE Assistant Director stated that the
complaint “appears to be dealing with performance ... and that’s something that is
checked on [in] every examination that I know of.” OCIE Assistant Director Testimony
Tr. at p. 28.

4. Investment Management Examination Group Referred the
Complaint to the Broker-Dealer/Self-Regulatory Organization
Examination Group

Despite their expertise in this area, the Investment Management examiners never
investigated the Hedge Fund Manager’s complaint or the allegations in the MARHedge
article. Through at least February 2009, OCIE did not have formal policies and
procedures for handling complaints. Gohlke Testimony Tr. at pgs. 10, 19. In OCIE’s
Investment Management Program, the informal uniform practice was to provide the
complaints to the OCIE Assistant Director, Kelly’s supervisor in 2003. Kelly Testimony
Tr. at pgs. 69, 71; OCIE Assistant Director Testimony Tr. at p. 10; Gohlke Testimony Tr.
at p. 11. The OCIE Assistant Director typically logged the complaints into a spreadsheet
and distributed them to the appropriate regional office. Kelly Testimony Tr. at p. 69;
OCIE Assistant Director Testimony Tr. at pgs. 10-11, 15. The practice of OCIE’s
Investment Management Group was to refer complaints about registered broker-dealers
to OCIE’s Broker-Dealer/Self-Regulatory Organization Group (SRO Group) for
investigation even where the complaint raised Investment Management issues, such as
questions about hedge fund performance. Gohlke Testimony Tr. at pgs. 28, 32; Kelly
Testimony Tr. at pgs. 62-63, 76-77; Snively Interview Tr., at pgs. 17-18. If there was no
registered entity, the