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Synopsis During 2008, Bernie Madoff became famous for a Ponzi scheme that defrauded investors out of as much as $65 billion. To satisfy his clients’ expectations of earning returns greater than the market average, Madoff falsely asserted that he used an innovative “split-strike conversion strategy,” which provided the appearance that he was achieving extraordinary results. In reality, he was a fraudster. Madoff was arrested on December 11, 2008, and convicted in 2009 on 11 counts of fraud, perjury, and money launder- ing. As a result, Madoff was sentenced to 150 years in prison. Not a Typical Hedge Fund In 2001 Madoff Securities had 600 major brokerage clients and over $7 billion in assets under management in its hedge fund portfolio.1 By the end of 2005 the company had assets under management estimated at $20 billion.2 Interest- ingly, Madoff had not registered with the SEC as an investment advisor until September 2006, following an SEC investigation into his business.3
Unlike a typical hedge fund, Madoff Securities did not charge a fee on the money it managed. It only earned money by charging commissions on trades ex- ecuted for the accounts of its third party hedge funds. “We’re perfectly happy to just earn commissions on the trades,” said Madoff in an interview in 2001.4 In so doing, Madoff Securities was operating differently than largely all other hedge funds. To some observers, it was shocking that “Madoff was voluntarily giving up huge profits. Nobody anybody of us ever knew in the industry voluntarily left money on the table - except for Bernie.”5 In addition, while the third party hedge funds (referred to as “feeder funds”) obtained the investors, 100% of the money raised was actually man- aged by Madoff. Interestingly, investors were unaware that Madoff was actu- ally managing the funds. In fact, the feeder funds were not allowed to name Madoff as the actual money manager in their marketing literature or perfor- mance summaries.6 A typical hedge fund uses a network of third-party providers, including an in- vestment manager, one or several brokers to execute trades, and some custodians to hold the investment positions. Typically, these providers are independent of one another to reduce the risk for fraud. In Madoff’s firm, all of these functions were performed internally with no independent oversight by any third-party provider. Instead of providing electronic access to their accounts, Madoff mailed his feeder funds paper statements showing account activity. Sometimes, the [image: ]
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statements had no time stamps. It was later proven that these statements
were fabricated, and the employees involved with creating these statements
were brought up on criminal charges. Enrica Cotellessa-Pitz, the firm’s Con-
troller, was one of the employees who admitted to falsifying records, includ-
ing the firm’s general ledger and reports for the SEC. “Although I now know
the crimes I committed helped to cover up and perpetuate Bernard Madoff's
fraudulent Ponzi scheme, at the time I did not know that Madoff and others
were stealing investors’ money,” said Cotellessa-Pitz who pled guilty to four
charges and faces a maximum of 50 years in prison.”

The returns that were passed along to the third party investors were consis-
tently high. From 1990 to 2005, 12-month returns ranged from a low of 6.23%
to a high of 19.98%, with an average 12 month return during that time period
of 12%.* When Madoff was asked about how he accomplished these returns in
an interview in Barron’s in 2001, he responded, “I’s a proprietary strategy. I
can’t go into it in great detail.”” According to his son Andrew, in an interview
on 60 Minutes, Madoff was highly secretive and access to the floor that the
investment advisory business was on was extremely restricted.

The Fraud Revealed and Afte
Madoff Family

wath for the

During 2008, the United States began to experience an economic crisis, and the
stock market was in decline. In response, many investors began to liquidate
their holdings in the stock market and funds like Madoff’s. Subsequently, in
December 2008 Madoff was struggling to meet the requests from clients for
approximately $7 billion in redemptions from his fund. He told his sons that he
wanted to pay bonuses to employees of the firm in December, instead of in Feb-
ruarv. when bonuses were usuallv paid. When pressed bv sons. he suggested
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Madoff confessed to his brother, sons, and wife that the investment advisory
business was “all just one big lie” and was “basically, a giant Ponzi scheme.”
His sons turned him in to the authorities.

Three months after his confession, Madoff pled guilty; in 2009, he was
convicted on 11 counts of fraud, perjury, and money laundering and sentenced
0 150 years in prison. Madoff insisted to prosecutors that he had acted alone
in the fraudulent activity. Yet 13 others have since been brought up on criminal
charges, including his brother Peter.

Peter Madoff agreed to serve 10 years in prison and to forfeit all of his as-
sets, admitting to crimes including tax evasion and submitting false filings to
sccurities regulators. Peter maintains that he knew nothing about his brother’s
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Ponzi scheme, however. In his guilty plea, Peter admitted that he helped his
brother send out $300 million to employees, family, and friends after his brother
confessed about the Ponzi scheme to him. “I did as my brother said, as I'd con-
sistently done for decades,” Peter told the judge.”

Madoff’s oldest son Mark, committed suicide in 2010. His younger son
Andrew, who maintains his innocence, faces no criminal charges, but faces a
$198 million lawsuit brought by the court-appointed trustee in charge of recov-
ering assets for the victims.

Madoff's wife Ruth, who also says she was unaware of the fraud, was al-
lowed to keep $2.5 million in cash in an agreement with federal prosecutors
that involved her giving up her claims to about $80 million in assets held in
her name.!" Like her son Andrew, Ruth has also been named in a multi-million
dollar lawsuit brought by the court-appointed trustee, as are Madoff's nephew
and niece.
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. As stated in the case, until an investigation into his company in 2006, Madoff
had not registered as an investment advisor with the SEC. Please refer to the
SEC website (www.sec.gov). Are all investment advisors required to register
with the SEC? How can the investing public discover whether an investment
advisor has violated SEC regulations?

. Consult Paragraphs 5-8 of PCAOB Auditing Standard No. 8 and Paragraphs
7-10 of PCAOB Auditing Standard No. 12. Based on your understanding of
inherent risk assessment and the case information, identify three specific fac-
tors about Madoff Securities’ business model that might cause you to elevate
inherent risk if you were conducting an audit at Madoff Securities.

. Consider the Dodd-Frank Wall Street Reform and Consumer Protection Act
of 2010. Explain the changes brought upon by this act to the hedge fund
industry. Do you believe that the Act went far enough? Why or why not?

. In August 2011 an appeals court ruled that Madoff's customers were eligible
to recover only the money that they had invested (estimated at $17.3 billion),
not the fake profits that Madoff had promised (which totaled $52 billion). Do
you agree with this decision? Why or why not?




