





















































equivalent notional amount of put options on that index. The cost of these puts would be
tunded by selling an equivalent amount of call options on the same index. The oplions would
be writlen at strike prices that were slightly wider than the index {hence the description of a
‘split-strike’ strategy). If the index rose, the split strike would allow the strategy to capiure a
small gain, the upside being limited by the strike price of the call options. If the index fell, the
puts would protect the equity positions and the strategy would expire without a profit,
Occasionally the strategy would ‘lift’ the call option leg of the trade for very short periods of
time to allow greater capture of market moves. When the sirategy was not ‘live’ in the market,
the account would be invested in very short-dated government T-bills.

The investment risks associated with such a strategy are relatively low due to the options
collar. These included the possibility of one or more stocks falling sharply compared to the
index, or of an options counterparty failure — both of which are infirequent events.

It is important to highlight the fact that media reports mentioning that Madoff ran a hedge
fund are incorrect. While there are similarities with hedge fund strategies, the structure of the
business and the accounts that were set up in conjunction with it are guite different. In
addition the strategy did not employ leverage.

What due diligence did you perform?

As with any investment, full due diligence was conducted including many site visits to
Madoff’s offices. In addition to a detailed assessment of the investment opportunity, our staff
conducted research with auditors, custodians, lawyers, administrators and counterpariies —
including stock exchange bodies such as the Depositary Trust Company which cleared the
trades for the accounts. We also met regularly with Mr Madoff himself as well as with past
Madoff employees. No evidence to suggest improper practice was ever discovered.

Who is Bernard Madofi?

As part of our formal investiment process, character references were sought on Mr. MadofT. In
every respect these indicated that he was of the highest standing in both the financial world
and the wider community. Mr. Madoff served as vice chairman of NASD (“National
Association of Securities Dealers™), now FINRA (“Financial Industry Regulatory Authority™)
was a member of its Board of Governors, and Chairman of its New York region. He was a
member of the Securities Industry Association Board of Directors. He helped found and was
Chairman of the Board of the National Securities Clearing Corp. He was also a member of
NASDAQ Stock Market's Board of Governors and its Executive Committee, and served as
Chairman of its trading committee. He was prominent in many philanthropic organisations

and activities.
Were you comfertable with Madoft holding custody of the assets?

It is quite normal for an SEC-registered broker-dealer to hold client assets in custody. Even so
we questioned Madoff about the custody but it was represented to us that it was necessary in
order Lo allow effective and efficient construction of the options collar. He needed custody so
that he could post assets as collateral to counterparties as required.

The media have raised questions about this practice, but this seems to stem from confusion
about the structure of a broker-dealer (which can hold client assets) and a hedge [und (which
would normally hold assets with a separate broker known as a ‘prime broker’). The key
question for broker-dealers is that the assets of different clients are segregated from each other
and from the firm’s assets — the SEC checked this and found it to be satisfactory,
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Did you cheek the results of the strategy?

Yes. Madoff sent us individual trade tickets and statements, showing all transactions for the
month and month-end balances. Hence we believed we had good ‘transparency’. We regularly
checlced these statements to ensure accurate pricing and to calculate for ourselves the monthly
profit or loss generated by the transactions. We also monitored the performance of the
strategy in the context of market action to verify that it was in ne with what we would expect
given option and index price movement. PriceWaterhouseCoopers, the auditors of Plaza also
performed numerous audit tests and issued clean audit opinions.

Were you concerned that the returns were ‘too good to be truc*?

No. The returns that Madoff reported were in fact relatively modest, Over the past five years
the annual returns have ranged from +8.5% to +11.7%, contrary to media reports of higher
numbers. It is true that returns were higher in the 1990s but this was during a bull market, and
during a period of higher interest rates. If the strategy was not being implemented, the return
was consistent with T-bills; if Madoft entered the market then the results could be observed in
relation to the reported trading activity.

It is also important to note that, contrary to press reports, the strategy experienced several
negative menths. In short, the pattern of returns generated by the accounts was in line with the
strategy that was represented to us. Rather than being too good to be true it was “dull but

steady”.
What did you understand to be Madoff’s source of return?

MadofT represented lo us that the return available to a simple split-strike conversion strategy
would be around 5% after transaction fees. However he claimed to be able to imprave on this
with the aid of tools specially developed in his market-making business. These included:

~  proprietary models which would allow him to predict short term markel movements
with some accuracy so that he would remain in T-bills when the markel was falling;

- sophisticated systems and software that allowed for very efficient execution;

an added layer of discretionary input derived from his organisation’s extensive

experience in financial markets.

What importance did you attach to the role of regulators?

For every investment that we make, we conduct extensive and detailed due diligence,
according to our internal research process and analysis. We do not rely on third parties such
as ratings agencies, consultants or regulators to approve investments. We will consider the
involvement of regulators, or other agencies, as a positive sign. But ultimately any investment
made is based on our judgement.

In the case of Madolf, we were aware that the business was regulated by both the SEC and
FINRA/NASD. We believed this was a positive thing, as some years ago there were concerns
that Madoff might be ‘front-running’ client orders on the market-making side. We were given
particular comfort in the case of Madoff as the operation was reviewed as part of a
widespread industry enquiry into potential market malpractice in the early part of the decade.
With the benefit of hindsight it appears we were given a false sense of security by the clean
reviews conducted by the SEC, as the agency has recently adnitted it failed in its duty to
monitor the operation.
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As a result of a change in SEC regulations, Madolf had the opportunity to de-register his
account management business from SEC oversight several years ago. He declined to do this
and remained under the SEC for both his broker dealer and account management business.

[ addition, other investment funds advised by Madoff, were registered and approved for
distribution by the Swiss Federal Banking Commission, as well as by the CSSF in

Luxembourg.
Is it true that Madoff charged no management fee?

Yes. However they charged 4 cents per share of commission for every trade they made. Based
on an estimated average stock price in the baskel of $60, $20bn of assets, and 7 trades per
year, Madoff would have generated annual revenues of approximately $185m, making their
business highly profilable,

How could the fraud remain undetected for so long?

First, it is not clear when the fraud started. The SEC suit alleges that it had been running since
at least 2005. Mr Madoff has made remarks that suggest it goes further back. One possibility
is that the strategy was in fact legitimate but that the proprietary trading activity lost money
and profits [rom one were used to cover the losses of the other. However, we emphasise that
even now, after it has been exposed as a fraud, we do not have many of the answers.

Fraud can be very hard to detect. Fraudsters go to great lengths to conceal their activities. In
the case of Madoff, not only was he highly respected but also extremely experienced in his
field. This meant that he had expert knowledge which allowed him to construct what is now
emerging as one of the most complex and elaborate frauds of all time. Certainly some people
raised concerns. We were aware of these and investigated them. All of our enquiries led us to
believe that he was operating a legitimate, profitable business.

What is the expected recovery of assets invested with Madoff?

Based on Mr Madoff’s reported comments it appears that part or all of the discretionary
strategy was fictitious. Hence we do not expect any meaningful return of invested money.

How much have Plaza, Rytz, and Vendéme lost?

Assuming a complete loss of all assets managed by Madoff, the total loss amounts to US$ 737
million,

What action are you taking?

We are in discussion with lawyers in various jurisdictions to determine what course of action
to take next. Our intention is to pursue all possible avenues that may fead to a recovery of
assets or any other form of redress.

What is the impact on Notz Stucki?

At Nolz Stucki we remain constantly alert to the possibility of all forms of malpractice. This
is the first occasion in more than forty years of a material loss of client assets through fraud.
We deeply regret that, despite great effort and care, we failed {o avoid this situation.
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However we emphasise that Madoff's structure, as a broker-dealer managing discretionary
accounts, was different from a typical hedge fund and from the other funds in which we are
invested. His status as broker dealer carried certain risks, which we estimated to be small, but
also appeared to offer considerable advantages. With the benefit of hindsight we can see this
WiIs wrong,

The Notz Stucki group remains strong and has recently added to its investment team. It

continues to be commiitted (o its core business of allocating part of its clients’ capital to hedge
tunds and other liquid securities.

What questions remain unanswered?

Many questions remain that will only be answered as investigators cmﬁpiete their work of
unravelling this complex and colossal deception. Early indications suggest that Madofl™s
accounts are in a state of chaos and that clarity of the situation will take many months. Some

unresolved questions include:

- Was the strategy always fictitious or did it ‘go bad’ after it had been running for some

time?
Who was involved in the reported deception? Did Mr. Madofl act alone or did others

collude?
- How was Mr. Madoff able to elude discovery for so long, despite on-site visits from
due diligence teams and a recent inquiry by SEC inspectors that concluded there was

no irregularity at the firm?
- According to media reports, Mr. Madoff and his family lost sizeable amounts of their
own money in the fraud. Why would he do this?

Given continuing uncertainty, we believe it is inappropriate to speculate further about the
situation at this time.

We cannot begin to express our regret at learning of this fraud. We are all deeply shocled, but
please be assured that we are working diligently to uncover the full facts and will keep you
updated as more information is revealed.

Should you have further questions in the meantime please do not hesitate to contact us.

Yours faithfully,

The Notz, Stucki Group
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IN THE COURT OF COMMON PLEAS OF
PHILADELPHIA COUNTY, PENNSYLVANIA

SARAH AND DANIEL J. KEATING II1, :

Plaintiffs,
Court Term: May, 2011

V.
Civil Action No.003899

DUANE MORRIS LLP,
STANLEY M. JOFFE, ESQ., and
STANLEY A. BARG, ESQ,.,

Defendants.

CERTIFICATE OF MERIT AS TO DUANE MORRIS LLP

I, Gene M. Linkmeyer, Esq., hereby certify that an appropriate licensed professional has
supplied a written statement that there exists a reasonable probability that the care, skill or
knowledge exercised or exhibited in the practice or work that is the subject of the Complaint
against Duane Morris LLP fell outside acceptable professional standards and that such conduct
was a cause in bringing about the harm, and/or that the claim that this defendant deviated from
acceptable professional standard is based on allegations that other licensed professionals for
whom this defendant is responsible deviated from an acceptable professional standard.

JACOBS LAW GROUP,

&

e
Gene'M.\Li yer, Esq.
Attorney IND. No. 88765
2005 Market Street, Suite 1120
Philadelphia, PA 19103
215-569-9701

Dated: June 23, 2011 By:

Attorneys for Plaintiffs
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Paul C. Troy, Esq.
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510 Swede Street
Norristown, PA 19401
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