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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 ROT as “OIEA Senior Counsel,” at Exhibit
111.

(61) Kenneth Liebl, Securities Compliance Examiner (now Branch Chief),
New York Regional Office, Securities and Exchange Comimission,
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, 1 11 Congress, February 4,
2009, Assessing the Madoff Ponzi Scheme and Regulatory I ailures, 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 transeripts of Bernard Madoft (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,
I.LC (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 Madof¥, 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

5 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 RO 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



Case 2:09-cv-00816-SRC-MCA Document 42-9 Filed 03/12/10 Page 13 of 23

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 severa) 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.

21
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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, I
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 investrment 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.

22
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

OFFICE OF COMPLIANCE
INBPECTIONS AND
EXAMINATIONS

January 6, 2004

Via Facsimile to (212) 486-8178
and .8, First-Class Mail

Peter B. Madoff

Chief Compliance Officer

Bernard L. Madoff Investment Secunities, LLC
885 Third Avenue

New York, New York 10022

Drear Mr. Madoff:

Pursuant to Section 17{a)(1) of the Securities Exchange Act of 1934 and Rule
17a-4 thereunder, the Office of Compliance Inspections and Examinations (“OCIE” or
“Staff”} is conducting an examination of Bernard L. Madoff Investment Securities, LLC
and its affiliates (referred to herein as “Madoff Securities™). The Staff requests that
Madoff Securities provide the following information on or before January 21, 2004.

1. For the time penod of January 1, 2001 through the present, provide the
following:

a. monthly profit and loss statements by security (to be provided
electfonically in an Excel spreadsheet);

b. monthly commission revenues segregated by customer and by security
(to be provided electronically in an Excel spreadsheet};

c. the identity of all institutional customers of Madoff Securities;
d. all commission rates charged o institutional customers, including any

changes to those commission rates, the customers charged those rates,
is of commussions:pard by ¢itstomer;

e. adetailed organizational chart of Madoff Securities; and

f.  the identity of each private equity investment held by Madoff
Securities or any person affiliated with Madoff Securities, including,
but not limited to, a description of the investrment vehicle {including
whether or not the entity is a hedge fund), the amount invested, the
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ownership interest of the investment, the date of the investment, the
date the investment was either sold or transferred, and any refationship
between the investment vehicle or iis affiliates and Madoff Securities.
2. Describe the “split-strike forward conversion” strategy used by some

customers of Madoff Securities, list the customers using that strategy, list
all securities traded as part of that straiegy, and explain how Madoff
Securities is compensated for executing that strategy. Provide copies of
all communications and disclosures from the customers using the strategy
to the investors or owners, or any prospective investors Or owners, since
January 1, 2001, '

3. Identify all hedge funds managed or advised by any person or entity
affiliated with Madoff Securities, and include the name of each fund, the
identification of all advisers and managers of each fund, all affiliated
entities of each fund, the investment objective and strategy of each fund,
and all investors or owners of each fund since January 1, 2001.

vested if necessary,

Additional documents and information may be req
: br Mark Donohue a

have any questions, please contact me aj
hank vou for your cooperation.

Sincerely,

Eric §. Swanson
Assistant Director

Ce: SEC Form 1661
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20848

CFFIGE OF COMPLIANGE
INSPECTIONS AND
EXAMINATIONS

February 18, 2004

Vie Facsimile to (212) 486.-8178
and U.S. First-Class Mail

Peter B. Madoff

Chief Compliance Officer

Bernard 1. Madoff Investiment Securities, LLC
885 Third Avenue

New York, New York 10022

Re: Request for Information dated January 6, 2004

Dear Mr. Madof¥:

Pursuant to Section 17(a)(1) of the Securities Exchange Act of 1934 and Rule
17a-4 thereunder, the Office of Compliance Inspections and Examinations (“OCIE” or
“Staff™) is conducting an examination of Bemard L. Madoff Investment Securities, LL.C

-and its affiliates (referred o herein as “Madoff Securities™). In addition to the
information provided in response to our letter dated January 6, 2004, provide the
following information on or before March 3, 2004,

1. For the time period January 2001 through the present, provide all written
comimunications between Madoff Securities and those clients ntilizing the
split-strike forward conversion strategy, their affiliates, subsidiaries, agents,
investors, or owners, inchuding, but not limited to, correspondence, reports,
memoranda, account statements, account summaries, and ematls.

2. For the time period January 2001 through the present, provide the following
documents and information relating to the accounts of those clients of Madoff
Securities utilizing the split-sirike forward conversion strategy:

a. Records of all transactions (to the exient not already provided in the
account statements and summaries);

b. Reports (internal or otherwise) identifying profits, iosses, expenses, fees,
or commissions or any monies equivalent to commissions (e.g.,
“commission equivalent”™); and

¢. Memoranda and reports relating to trading strategies, imvestment
strategies, or research.
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3. Provide the following documents relating to any chient of Madoff Securities
utilizing the split-strike forward conversion strategy:

a. Agreements (including prime brokerage agreements and options trading
agreements), and any amendments thereto;

b. New account opening documents, including any documents attached
thereto, and any subsequently received documents relating to the new
account opening;

c. Corporate and partnership documents; and

d. Trading authorizations.

equested if necessary, If
Lor Mark Donohue a¥

Additional documents and informati
any questions, please contact me J(MSEIRNEE
[ Thank you for your cooperation.

Sincerely, wf
g/é'za%m

Eric J. Swanson

Assistant D._irector
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April 8, 2003

VIA FACSIMILE AND MAIL
(212) 486-8178

Peter Madoff

Chief Executive Officer

Bernard L. Madoff Investment Securitiss, LLC
885 Third Avenue

New York, NY 10022

Dear Mr. Madoff:

Pursuant to Section 17(2) of the Securities and Exchange Act of 1934, the Office
of Compliance Inspections and Examinations (“OCIE” or “Staff”) is conducting an
inspection of Bernard L. Madoff Investment Securities, LLC’s (“Madoff®) execution
practices for retail-sized orders in the Nasdaq 100 Index Exchange Traded Fund

(“QQQ7)-
Please forward the following information and documents by April 22, 2003;

L. For the period January 6-1¢, 2003, provide ali order and execution data for QQQ.
Please include for each order:
a. The date & time of receipt;
b. The number of shares;

¢. OUrder type {e.g., Buy, Sell, Short Seli, etc.);

o

Order designation {(e.g., market order, limit order, stop order, stop limit
order, or other type of order);

e. The time and price of execution;

f. The number of shares executed;

g. If the order was not executed, the resolution of the order (e.g., cancelled,
cxpired, routed, etc.);

h. Identity of the parties to the transaction; and,
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1. Any and all other order data for QQQ recorded or saved by Madoff that is
not specifically requested above.

1. Please describe in detail Madoff’s methodology for executing orders, inchuding
but not limited to the following:

& Policies and Procedures regarding the handling of customer orders;
b. Policies and Procedures for the automatic execution of orders;
c. Policies and Procedures for the manual execution of customer orders;

d. Policies and Procedures regarding the execution of orders when the market
for a security is locked or crossed; and,

. Both standardized and specific agreements with customers regarding the
internalization and automatic execution of orders.

Please note that additional docume;
have any questions, please contact me atj
' ' Thank you for your cooperation.

d information may be requested
I o1 Matt Daugherty atfil

Sincerely,

Eric I. Swanson
Assistant Director
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