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MADOFF SCANDAL: CASE, RED FLAGS, AND LESSONS LEARNED

INTRODUCTION

When Bernard Madoff (“Madoff”) was arrested and charged with criminal securities fraud on December 11, 2008,
investors across the world were observing and, in many cases, being victims of a giant “Ponzi scheme,” in which
incoming investor money was used to pay existing investors as “gains”, artificially creating an appearance of a
successful fund. The alleged fraud, according to the filing and Madoff's confession, involves up to $50 billion of
client losses, making this the largest financial fraud in history, with thousands of affected investors. The
fraudulent investment activities go back as much as 20 years, and the fallout from the scandal will have a lasting
effect on the investment management industry.

Because Madoff's clients included many prominent investors, the scandal’s significant implications on the hedge
fund industry illustrate the need for strong due diligence procedures and risk management. While it is not possible
to eliminate the risk of fraud completely, Alternative Investment Group takes numerous actions to mitigate it in our
funds, including conducting upfront reviews of controls and procedures, performing extensive reference checks,
engaging a third-party investigation firm to check the background of principals, and careful monitoring of the
investment and operational risks on a continual basis. The purpose of this paper is to provide a brief summary of
the case based on publicly available information, describe the red flags surrounding the fund, and explain the
extensive due diligence procedures we follow to avoid fraudulent managers. Information in this paper has been
compiled from various sources, including Barron’s Magazine, Bloomberg, the Wall Street Journal, SEC filings, as
well as other industry sources.

BACKGROUND

Bernard Madoff started Bernard L. Madoff Investment Securities LLC (“BMIS”) in New York in 1960 and remained
BMIS’ chairman until December 2008. The firm was originally designed as a market-maker, serving as a
middleman between institutional investors. As BMIS developed enough information technology resources for
trading, it presented competition to the New York Stock Exchange (“NYSE”) members and eventually led to the
development of the Nasdaq Stock Market (“Nasdaqg”). In fact, Bernard Madoff once served as Nasdaq's
chairman of the Board of Directors and on its Board of Governors, with BMIS being the third-largest market-
maker of NYSE-listed securities. Madoff has advised the SEC on securities-trading rules, and was very active in
the National Association of Securities Dealers (“NASD”), a self-regulatory organization for the U.S. securities
industry.
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In addition to its market-maker business, BMIS operated a lesser-known investment advisory business, drawing
investments from institutional investors, wealthy individuals and charities, many of whom invested through
“feeder funds” such as Tremont Capital Management and Fairfield Greenwich Advisors. The investment advisory
business allowed investors to provide equity capital for a trading strategy whose returns would flow to investors.
BMIS’ investment advisory business claimed to generate its profits from undisclosed trading commissions,
instead of collecting management and performance fees on the investment capital.

Fairfield Greenwich Group, which had invested in Madoff for 20 years, had a feeder fund (Fairfield Sentry) that
gave foreign investors access to Madoff. Through its feeder structure, it would have pocketed a total of $135
million just for forwarding its investors’ money to BMIS. Such an arrangement was extremely profitable for
Fairfield Sentry, allowing it to earn fees that were higher relative to typical feeder fund fees. Many of its investors
came to the firm specifically because of its exclusive relationship with Madoff. Fairfield Sentry had only four
down months since inception in 1989, returning no less than 11% in any year. It effectively marketed its unique
access and the investor protection it would provide through general due diligence and weekly and monthly asset
valuations.

Fairfield Sentry’s losses, including non-existent investment gains, due to Madoff's scheme are $7.3 billion. In
addition to Fairfield Sentry, investors with potentially the largest losses included Tremont Capital Management,
an investor with Madoff since 1984, Banco Santander, Bank Medici, Ascot Partners, Access International
Advisors, Fortis, and HSBC. The Madoff scandal allegedly hurt many foundations and individual investors, such
as Jewish Community Foundation of LA, Korea Teachers Pension, Steven Spielberg, and The Elie Wiesel
Foundation for Humanity.

The lack of explicit advisory fees allowed BMIS not to register with the SEC until 2006. Although the SEC, after a
perfunctory audit in 2006, required Madoff to register as an investment advisor, many questions remain as to how
the regulatory agency missed the numerous red flags. There is also a question of the SEC’s future ability to
provide effective oversight of broker-dealers and investment advisors. The SEC'’s failure is especially striking as
many prominent organizations (Goldman Sachs, Credit Suisse, and New York Community Trust) declined to do
business with Madoff or permit their clients to do business with Madoff, typically because the Madoff reported
returns were unlikely to be realistic. In some cases, they attributed the extraordinarily consistent high returns to
illegal “front-running” of BMIS’ brokerage clients; in other cases, they suspected a fraud. Institutional Investor
Magazine questioned the consistency of returns, Madoff's strategy, and BMIS’ fee structure in 2001. Prominent
among the critics was Harry Markopoulos, who pleaded with the SEC for nine years to investigate what he was
sure was a fraud. We attach, as Exhibit 1, a 17-page paper he wrote to the SEC in 2005 outlining his suspicions.

THE STRATEGY

According to Barron’s Magazine's 2001 report on Madoff's strategy, Madoff claimed to use a “split-strike” strategy
for generating steady returns for investors. In essence, he claimed to invest in the largest stocks in the S&P 100
index while simultaneously buying and selling options against either these particular stocks or the S&P 100 index.
In theory, the sale of out-of-the-money calls enhanced the returns while purchase of out-of-the-money puts
limited the strategy’s downside (see Exhibit 2).

It is unclear how much trading, if any, was done for clients’ investment accounts. In fact, several quantitative
analysts and other fund managers have reported being unable to replicate Madoff's results using historical data
for the “split-strike” strategy. More specifically, they concluded that BMIS’ returns could only have been produced
if the volume of options transactions exceeded the outstanding options volume in the market.
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INVESTORS AND THEIR LOSSES

In addition to BMIS' market-making and investment advisory businesses, Madoff created Madoff Securities
International (“MSI”), a UK-based securities trading firm that used Mr. Madoff's family money to buy and sell
European stocks. MSI could have been simply a vehicle for shifting Madoff's assets to and from the US. The firm,
which holds approximately $160 million of Madoff family funds, is currently in the process of being sold, potentially
benefiting investors hurt by the fraud.

It is unclear what happened to the investors’ money and, more specifically, how much of new investors’ money
went into earlier clients’ redemptions. Investors apparently invested something on the order of $17 billion. The
complaint filed against Madoff specifies that investors lost $50 billion due to the scheme, although this number is
likely inflated because it includes non-existent profits that were reported to clients over the years. Some of it could
have gone to investors who redeemed funds over the years. Although BMIS filed a report with the SEC in 2008
stating that his investment advisory business only had approximately 25 clients with $17 billion in assets under
management, investors have so far reported $24 billion of investments with Madoff.

It is difficult to say with certainty what was going on inside Madoff's business, whether any trading was done at all,
and how much money could be recovered. Irving Picard, the court-appointed trustee, located $29 million in firm
assets and another $830 million in liquid securities, and is currently seeking to sell BMIS’ market-making business.
In addition to $160 million of Madoff's family money in MSI, investigators believe Madoff had an offshore account,
guarded by local privacy laws, containing some investors’ money, although it is not clear whether Madoff ever
drew on client money for personal use. It is possible most of the investors’ money went to other investors who
redeemed over the years. Bernard Madoff agreed to give an accounting of all his assets to regulators by the end
of 2008, although it is not clear if he has complied or if the information will be available. As a result, investors are
likely to remain in the dark until various investigative services independently trace and confirm the funds.

It is likely the trustee will require investors who redeemed in the past to return funds into a pool shared by all
investors on the basis that their redemption proceeds were based on overstated returns and assets. However, it is
unclear how much will be returned and how it will be distributed. Additionally, investors may have access to
insurance funds from SIPC (Securities Investor Protection Corporation), which provides up to $500,000 to
reimburse investors for cash or securities lost from accounts of failed brokerage firms.

INDUSTRY EFFECTS

The Madoff scandal has resulted in much negative press, especially regarding certain types of institutional
investors. Most of the institutional investors came through so-called feeder funds, in this case, funds that
invested solely in a single advisory account with BMIS. This is in contrast with independent funds of funds like
Alternative Investment Group that seek diversified returns through investments with multiple managers.

Implications

1. Through fraudulent reporting, Madoff effectively inflated results for the entire hedge fund industry. For
example, The Credit Suisse/Tremont index of hedge funds actually fell 4.15% in November 2008, a
significant change from an original 0.71% drop reported earlier in the month. Three of the funds exposed
to Madoff — Kingate Global Fund, Fairfield Sentry and Rye Select Broad Market — were written down to
zero. As a result, the Equity-Market-Neutral-Strategy group was down 40% for the month of November,
compared to the gain of 0.85%.
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2. Due to negative publicity and client losses from funds such as Fairfield Sentry, many hedge funds of
funds business are suffering client withdrawals. Funds of funds sell their due diligence skills. It is clear
that some funds of funds, and especially feeder funds, allocated money based on marketing and high fee
opportunities, rather than through quantitative and qualitative analysis.

3. Many investors hurt by the Madoff scandal must seek liquidity, which may force other asset classes (real
estate market, the art market) to decline.

4. The SEC missed a number of opportunities to perform adequate investigation of the complaints regarding
Madoff's operations. The scandal damaged the SEC’s credibility, especially its capability to oversee
investment advisors and broker-dealers. As a result, investors will likely see support for reform and more
regulation in the financial services industry to improve the SEC'’s effectiveness.

5. Due to the reportedly high turnover of Madoff's “split-strike” strategy, investors paid significant amounts in
taxes on fictional trading gains. These taxes can now be refunded, slightly offsetting investor losses but
putting significant strain on the IRS in a time of great financial crisis.

ALTERNATIVE INVESTMENT GROUP RISK MANAGEMENT

We are shocked by the Madoff scandal and, in particular, the magnitude of the losses, length of time the fraud
went on, and the number of due diligence red flags Madoff ignored by the intermediaries. Although we do not
utilize managers with “split-strike” and similar strategies, we believe the Alternative Investment Group due
diligence process is designed to reject Madoff as a manager on a number of grounds.

Our due diligence process involves extensive analysis of risk measures including drawdown and downside
volatility, performance during periods of negative equity market returns, and portfolio risk management. The
extraordinarily consistent — indeed, impossibly consistent — returns, with essentially no monthly losses over many
years, would have been one of the first warning signs.

In addition to assessing various qualitative factors pertaining to the business strategy and management, we
assess the manager’s alignment of interest with investors, as evidenced by the incentive fee structure, significant
capital invested in the fund, and willingness to share key portfolio information with investors. We make no
investments in funds whose managers are unwilling to share information about their strategy, the current portfolio
and major strategy bets in the portfolio. We believe Madoff's unwillingness to provide transparency would have led
to a rejection. In addition, the fact that BMIS charged neither an incentive nor a management fee would have
raised serious reservations regarding Madoff's alignment of interest with investors.

Moreover, AIG performs reference checks assessing the manager's integrity, reputation, and historical
investment achievement. We believe the contacts we have in the investment community are invaluable in this
process. Through them, we are confident we would have been alerted to the widespread and serious concerns
about both front-running and very consistent returns which would have caused us to pass on Madoff, as we have
on other managers where ethical concerns were raised.

Before initially investing with a manager, we pursue a separate risk management review, which includes an
evaluation of operational controls, valuation procedures, and an assessment of the hedge fund’'s key providers
including audit firm, prime broker and administrator. We believe Madoff would have proved to be ineligible for our
fund investments by the lack of willingness to provide access to operational procedures and by the conflict of
interest of handling all its own brokerage and custody of assets.
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One of the most obvious operational red flags was Madoff's auditor, Friehling & Horowitz, a three-person team
consisting of one CPA with a small 13’-18’ office in Westchester County, New York. Such an auditor was hardly
adequate or appropriate for a firm that allegedly traded a large volume of NYSE and Nasdaq stocks. In addition,
Friehling & Horowitz reported in writing to the American Institute of Certified Public Accountants that it does not
conduct audits. Alternative Investment Group requires that our managers use competent and well-known auditors,
and we scrutinize those we don’t know.

Another warning sign to our due diligence process would have been that BMIS’ entire set of operations occupied
only three floors in the NYC'’s “Lipstick Building”, located at 885 Third Avenue in New York City. While its market-
making business operated two floors, the investment advisory business, supposedly supervising $50 billion of
investments, had only 20-25 employees who sat on a separate, secured floor. Given the administrative and
operational work involved, a red flag would have been that a handful of people controlled billions of funds flowing
into and deployed by Madoff's investment advisory business.

An additional red flag is associated with BMIS’ last 13F filing with the SEC, which disclosed his U.S.-listed, equity
holdings as of September 30, 2008. The filing showed an equity portfolio worth only $237 million. Although the
13F filing confirmed BMIS’ ownership of shares of S&P 100 companies, such as Intel Corp., AT&T Inc., and IBM
Corp., the $237 million in U.S.-listed stocks looked much too small compared to the $17 billion in overall assets
Madoff's firm reported to the SEC at the end of October 2007. Although Madoff claimed to have been 100%
invested in cash at the end of most quarters, such claims seem implausible given that option contracts required for
“split-strike” strategy do not expire at the end of the month. Furthermore, the 13F filing shows BMIS investing in a
number of “blank check” companies, which are very small development-stage companies with no specific business
plan or purpose. Such investments would be inconsistent with the “split-strike” strategy Madoff claimed he used
for clients’ portfolios. Alternative Investment Group’s investment risk control procedures would have identified
Madoff's slim 13F filing as a major red flag. We perform quantitative analysis of managers’ 13F filings as part of
initial and on-going due diligence in combination with other risk control measures.

We seek to mitigate investment risk, organizational risk, operational risk, and risk of fraud. We continually monitor
and analyze performance and risk statistics, including concentration, consistency of execution and exposures, and
liquidity. We analyze fund operations and procedures, including a review of valuation procedures, and reputation
and quality of the manager's service providers (prime brokers, administrators, auditors, legal counsel). In
summary, the Madoff risks and inconsistencies would have been addressed through our review of all marketing,
offering, legal and financial materials, as well as the verification of the role of service providers. Additional flags,
including control positions, affiliations with broker/dealers, and lack of segregations of duties, would have been
identified with site visits and an operational walk-through.

While we are glad we never invested in any of the Madoff funds and cannot guarantee we can avoid all fraudulent
managers, we are confident our due diligence and risk management procedures are designed to protect our
investors from this self-confessed criminal. We would be pleased to talk further with our investors and consultants
about the Madoff scandal or our investment and risk management process at any time.



