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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
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

! 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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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
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 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
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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.

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.
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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 seek records from the Depository Trust Company (DTC) (an
independent third-party), 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 19922

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.

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

? 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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feeder funds during a specific time period, and received a response that there wasno
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 m1srepresent1ng 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
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.
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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
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






