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Bernard Madoff’s name will forever be 
associated with the pain of financial loss 
and the shame of heartless fraud.
Yet something positive can come from

even the most egregious villainy. In this

case, the sad and bizarre story of Madoff’s

alleged $50 billion Ponzi scheme offers the

clearest education in the basics of investing

seen in a generation.
We’ve all heard the mantra: Investigate.

Diversify. Allocate. Many who lost millions

to Madoff ignored these basic tenets of

investing, especially those unfortunate

people who trusted the infamous New

York money manager with their entire

savings.
“If it’s too good to be true, it probably

isn’t real,” said Marc Austin, a certified financial

planner and investment advisor with Private Capital

Group LLC inWest Hartford. “Markets go

up and down, and Madoff was turning in

numbers with never a down year. It was

like belonging to the most prestigious

country club – people didn’t question it.”
But asking questions is one of the primary 
responsibilities of any investor, Austin said.

Robert Porter, an assistant professor of

finance at Quinnipiac University, agreed. “The 
steady returns that Madoff was able to give these

people should have set off alarms,” Porter

said. “They should have asked how he was

able to sustain such a steady rate of return

for his clients when everyone else’s portfolio

was going up and down.”
William Keep, a professor of marketing

at Quinnipiac University and an expert on 
financial scams, said the fact that Madoff 
would not reveal how he operated should 
have been a big red flag.
“Scammers always say, ‘We don’t want

everybody to know about our methods,’”

Keep said. “But when you look at a legitimate

investing company, they brag very

publicly about their positive returns and

how they got them.”
Here are some lessons investors

should take to heart in light of the Madoff

scheme:
Don’t depend on the SEC

Don’t rely on government regulators to

watch out for your best interests and save

you from scams or incompetence. You 

must depend on yourself and conduct your

own due diligence.
In the Madoff case, the Securities

& Exchange Commission repeatedly was

told exactly what Madoff was doing, but

failed to take any action. U.S. congressmen

blasted SEC officials at hearings held on

Capitol Hill in January and February, and

perhaps regulatory performance will

improve. But even if it does, government

watchdogs do not have the resources or

knowledge required to protect every

investor.
“There were people who saw that

Madoff’s returns were too good to be true,

but the guy was extremely well connected,

including with regulators,” said Osman

Kilic, a professor of finance at Quinnipiac.

Besides Madoff’s cozy relationship

with regulators, Kilic pointed out that the 
SEC has left a long trail of mistakes in 
recent years, having misjudged the consequences 
of complex new derivatives and 
funds on the mortgage market and the 
wider economy.
“You cannot trust anyone,” Kilic said.

“You work hard to earn your money, and

you have to work hard to find out where

your investment dollars are going.”
Porter said the answer is not more regulation

but better regulation: “The regulatory

environment that we have was developed

during the Great Depression. It’s broken

up into little pieces, and it simply is

not able to handle the very sophisticated

21st-century investment world.”
Although a well-functioning regulatory

system is important to restoring investor

confidence, Porter notes that no regulatory

system can prevent all fraud or risk. “The 
burden falls on government regulators

to do a much better job than they

did in the Bernie Madoff situation, but that

doesn’t mean there isn’t still risk. Even the

best regulatory system would not catch

some of these rogue traders,” Porter said.
Diversify your investments

The most heartbreaking cases among

Madoff’s thousands of victims are those

who lost their entire life savings. What

must it feel like to find out one day that

everything you worked for over many

decades has vanished?
Had these investors placed a significant

amount of funds in other investments,

they would have taken a hit but retained

most of their assets. “Never put all of your 
money with one person or institution,” Austin 
cautioned. “Make sure your investments are 
spread out and well positioned so that something

like this can’t happen to you.”
There are three problems with placing

all of your eggs into one basket, as the old

saying goes:

· It’s dangerous to trust anyone with

all that you have. Your exposure is too

great if they betray your trust.
· It’s foolish to place all of your money 
with one person because that person could fail

due to circumstances beyond his or her

control; even the most trustworthy

investment manager can make a wrong

call.

· You must ensure that your

assets are placed in diverse investments

to increase the likelihood that as one 
investment drops, another will

rise. That’s the long-term strategy

behind diversification, and if one person

controls all of your assets, you

must be certain they are properly diversifying

your portfolio.
Check out tips

Most of Madoff’s investors gave him their

money because they heard he was a fantastic

money manager. Perhaps these

investors heard about Madoff’s reputation

from a friend, a family member or another

money manager, but it doesn’t matter

where such information comes from; it’s

dangerous to invest based solely on what

others claim.
If you hear from someone you trust

that a certain investment manager is getting

good results, investigate the investment

manager carefully before placing any

funds with him or her. Never take anything

on faith, especially when it comes to

trusting someone else with your money.
“So-called ‘star managers’ might not be

there in two years,” Austin said. “You don’t

want to be chasing last year’s superstar

portfolio manager.”
Often when a money manager receives

a lot of publicity for delivering great

results in a given year, money starts pouring

in to that manager’s fund, making it

impossible to duplicate the strategy

employed in the stellar year, Austin said.

He suggests looking for a manager who

may not be perfect, but has a consistent

track record.
Another part of Madoff’s allure was the

constant reminder that he was selective – 

that his performance was so outstanding 
that he needed to turn away people

clamoring to give him their money.

It became clear this was part of the

deception when a bankruptcy court

released a list of Madoff’s clients in early

February, and there were 13,567 customer

Accounts – not exactly a small, select

pool of lucky investors.
“Obviously he had a great reputation,”

Porter said. “It seems like everyone

lost their way based on his name and

reputation.”
Do your own homework

In a similar vein, once you place your

assets with a money manager, never take

that person’s word for what he or she is

doing with your money. Read the reports

closely, scrutinize every statement and

study the specific investments involved.

Ask him or her to clarify things you don’t

understand.
In the Madoff case, some clients

received reports that he had invested in

stocks that no longer existed.
“Investors should demand transparency,”

Kilic said. “When it comes to

due diligence, you cannot completely

trust anyone else. Do your own research

to figure out whether your investment is

going to the right place and if they have

the right diversification.”
Austin pointed out that Madoff consistently

refused to reveal how his investments

were structured. “You need to be an

educated investor,” Austin said. “Ask questions

and challenge. A good client knows

we can go through tough times, and he

or she will not get a 12 percent return

that year.”
Porter said the most basic due

diligence would have revealed to investors

that Madoff was using an audit firm that

few people were familiar with. Most large

investment managers use well-known

firms to audit their books, such as Ernst &

Young or KPMG.
“No one could possibly have done true

due diligence and not come up with some

surprising red flags,” Porter said. “It is just

beyond my imagination that anybody with

any degree of sophistication in the financial

world would accept financial reports

that were not properly audited by a known

auditing firm.”
Use common sense

One reason Madoff succeeded so 
spectacularly is that he fed investors a

steady return of about 12 percent a year,

rather than promising outlandish returns

of 50 percent or 100 percent, a more

common refrain among those operating

financial scams. Yet the steady nature of

his returns should have been the biggest

red flag of all.
“Madoff wasn’t promising people the

stars, but he was promising people something

they couldn’t get anywhere else,”

Keep said.
People can’t obtain steady 12 percent

returns year after year because the market

doesn’t work that way. Every money manager

is going to experience down years, so

common sense should tell you that any

money manager who claims never to

experience a down year may not be playing

by the rules.
“People should never forget the fundamentals

of prudent investment management,”

Porter said. “Some things are just

inviolate, and you violate them at your

own risk.” He added that past results are not

an indication of what the future is going to

hold, and if things look too good to be true,

they usually are.
“Fundamental strategies are based

on rational decision making, but people

don’t always make rational decisions. In

this case people clearly abandoned the

tried and true financial techniques and

principals that should guide investors at

all times,” Porter said.
SIDEBAR
Subtle Pitch Drew Sophisticated Investors
Ponzi schemes have been around for

a long time, but the Bernard Madoff

case has taken these destructive swindles

to a new level.
If it’s true that Madoff’s operation

reached $50 billion, it’s the largest

fraud in business history, according to

William Keep, a professor of marketing

at Quinnipiac University who has

testified as an expert witness in many

similar fraud cases.
More significantly, Madoff set a

new standard of subtlety for pulling

off financial cons, Keep said.
“People weren’t joining Madoff’s

scheme to make 25 percent or 30

percent in a year from their investments,”

Keep said. “They were joining

to make 10 percent and 12 percent – 

every year.”
That differs from most scams,

in which con men promise gullible

people an outlandish rate of return. 
Madoff went after a more sophisticated

class of investors, which

required a more subtle pitch.
Ponzi schemes, named after

a 1920s-era swindler, differ from

pyramid schemes. A Ponzi scheme

operator attracts new investors

by showing phenomenal early

returns on investments, while

pyramid schemes involve buying

into the sale of a product or

service.
Ponzi schemes operate by

distributing returns to early investors

using money taken from the investment

funds of later investors, rather

than from actual investments. Pyramid

schemes offer rewards to participants

who bring new people into the sales

circle, but the rewards are taken

from the money the new recruits pay

for the product or service they agree

to sell.
In both cases early entrants

can make large amounts of money,

but later entrants are left with financial

losses once the supply of new

investors or sales recruits dries up. 
Typically, 90 percent of participants

in either scheme lose money.
“What is common to both schemes 
is that the people who join believe

there are opportunities out there

that allow people to make lots of

money relatively quickly,” Keep

said.
He estimated that scores of

Ponzi and pyramid schemes currently

operate in the United States, noting

that several cases have emerged since

Madoff’s operation came to light.
“It’s serving as a wakeup call

that hopefully will cause individuals

and overworked regulatory bodies

to be more aggressive in fighting

fraud,” Keep said.
