Duck tales

One does not haveto bea
detective, or even a financial
expert, to spot financial
ingtitutions that may prove
insolvent, or worse, with the
passage of time. Asthe saying
goes, if it looks like a duck, if
it waddles like a duck and if
it quacks like a duck, it must
be a duck.
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The financia world has been in a state of
turmoil after the recent financia and invest-
ment scandals. The collapse of seemingly
rock-solid institutions, billion-dollar swindles
and hoaxes are everywhere. It seemsthereis
anew case every day.

The*“talking heads’ of theworld have natu-
rally taken up on this. Callsfor stricter regu-
lation are a constant, which is quite under-
standable. Nobody likes to see “innocent”
people suffer at the hands of unscrupulous
financiers.

But one hasto be arealist also. These rack-
ets and hustles are as old as humanity itself
and have been going on since Ug sold Og the
“magic stone” that made fire. Regardless of
how much effort is put into controlling or su-
pervising everything, there will ways be a
loophole somewhere that a rip-off artist can
wiggle himself through. Thereisaproverbin
Spanish “ Hecha laley, hechalatrampa’ (or
Italian“fattalalegge, trovato |’ inganno) which
issomethinglike“wherethere'salaw, there's
aloophole.” Scamswill continue regardless of
theregulatory hurdlesthrown at them. They' Il
morph or mutate, much as pathol ogical bacte-
riado when facing an antibiotic attack.

One must aso face up the fact that if you
are on this planet long enough, you will be-
comeadirect or indirect victim of one of these
frauds. Sooner or later, it will happen. It can
be from being confident, trusting, naive,
greedy or careless. Or simply stupid. But it
will happen. We've dl been“taken” at some
point. If not in a monetary deception, who
hasn’'t been deceived by a‘friend,” relative
or “significant other?’ It'shuman nature. Gall
will usudly trumpincredulity and skepticism.
When one thinks “he/she couldn’t have,”
well they could...and then some.

How can you protect yourself? How does
one avoid being the victim of the next
Madoff, DMG, La Vuelta, Gumi or Banco
Latino?
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First off, one must realize that nothing is
safe or sacred. Thereisarisk and margin of
error in everything, and in financial issues,
even more so. The rubber stamp of the CNV,
SEC, FDIC or an auditor or the “word” of a
friend or partner are al relative. Nothing is
safe or “sure.” Madoff duped the SEC, Enron
had itsway with “ Arthur Anderson,” and re-
cently Saytam, alarge I ndian company, tricked
the powerful auditing firm of
PriceWaterhouseCoopers.

Everything is relative and everything can
bealie. However, unlessyouwishtolivelike
ahermit thereisno modern life without risks.
Thegoal isto assume the risksthat you think
you can manage and do your best to keep
them under control. In business (and why
not?..inlove also!), if you don’t bet you can’'t
win and if you don’t play you can never win.

Another thing many can’'t grasp is why
these scams aren’'t uncovered. The truth is
that most of them are “found out” al by them-
selves or when the circumstances make it
obvious. Madoff could have continued for-
ever had he not faced fund redemptionswith
which he couldn’t comply. Pyramid schemes
collapse when they run out of marks. Andit’'s
not just because the participants are happy
while they are collecting profits. It’s that a
good scamisreally hard to detect and almost
impossible to uncover without inside help.

Being “almost sure” is usually “not
enough.” How do you blow the whistle when
you're “amost sure”? It’s preferable to not
get involved and the skeptic will keep it to
himself. Frankly, what does awhistle blower
have to gain? So normally he'll back away
from the suspicious dea and |eave things as
they were.

With financial institutions, it is twice as
touchy. A suspicion can be considered a“ de-
stabilizing rumor” and on certain occasions
(though less often than one thinks), an un-
founded rumor can turn into a self-fulfilling
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prophecy. Y ourstruly still recallswhen an extract from areport
about Banco M ercantil wastaken out of context and splattered
onthe front page of anewspaper, generating amini-run onthe
bank. The bank survived obviously (it was structurally
sound...afact also stated in the report), but the affair left abad
aftertaste. The analysiswas correct and the quote was word for
word, but athird party maliciously manipulatedit.

Back to how to protect yourself. The best scam antidote is
common sense or what is called the “ Duck Theory.” The Duck
Theory states quite simply that: if it “quacks’ like aduck, if it
walkslikeaduck andit hasabill likeaduck...IT"SA DUCK!

The only way to be 99.99% sure that it’'saduck isto extract
itsDNA and analyzeit and even thenthereismarginfor error. |
respect Heisenberg; there is no absol ute certainty.

So what does afinancial duck look like? Its traits are many
and varied, but here are afew:

1. It 3 too good (to be true)

| still recall that Gumi (a pyramid scheme in Bolivar in the
90s) would pay 20% monthly interest on deposits. DM G (Co-
lombia) offered to fully recharge members' prepaid cards after
six monthsfor free. Madoff didn’t make any claims, but he had
atrack record of producing returns that consistently outpaced
the market, without the volatility (risk) that usually goeswithiit.
Banco Latino’'s rates were far higher than the rest of the
banks'...and so on.

There’s usualy something very attractive or juicy being of-
fered or else no onewould get in. The catchisthat it can be too
attractive. The most successful schemes, such as Madoff’s,
straddle the “limit of reasonability,” and that alows them to
survivefor alongtime.

2. It can do what no one else can

Finance is alot simpler than most people are led to believe
(we analysts must appear to be important). M ost things can be
explained with simple arithmetic. When the numbers or the ex-
planations become too complex...beware!

What was Gumi doing that enabled it to pay 20% a month?
The whispered answer was that it was financing drug traffick-
ers.

Not true! Frankly, why woul d traffickers need to finance their
operations at those |oan shark rates? Drug lords had the oppo-
site problem, tons of cash to launder. It was all alie of course;
Gumi wasasimple pyramid scheme.

Enron, initsday, wasintoinnovative and “exotic’ businesses.
They even had supposedly established atrading market for “band-
width.” Their financia statementswere dmost impossibleto de-
cipher and there was good reason for that. They were alie.

M ore recently, M adoff’ s hedge fundswoul d rack up extremely
consistent monthly gains, which were far above the market
average. It didn’'t seem that strange; there are people who are
very good at the investing game. But they were abit too large

and too consistent. Everyone gets tripped up once in awhile.
Not Bernie. Quite afew people thought he operated with in-
sider information...and that’swhy they invested with him!

3. There are few people (or only one
person) overseeing everything

It is suspected that Madoff operated aone or with a small
group of collaborators. Hisauditor wasapersond firmthat worked
out of astorefront office in New York. His multi billion-dollar
hedge fund operated on a secret floor manned by only 19 people.

Inthe Barings scandd (1995), trader Nick Leeson managed to
be able to execute his trades and control how and when they
were booked. He lost a billion dollars and “broke the bank”
before anyone found out. A similar story emergedin 2008, when
Jerome Kurviel lost five million euros for Société Général. The
point isthat lies and secrets are best kept when few people are
involved.

4. Few incentives for whistle blowers

M adoff was aphilanthropist and aNASD director. Hisclient
list was a”“who'swho” of the rich and famous. His detractors
and those who suspected his activities weren't “kosher” were
considered envious of his success.

Who was going to uncover the mess? The SEC? Based on
what? M adoff sent al the information legally required of him
and signed by hisauditor. The SEC (not unlike the Venezuelan
CNV) doesn’t conduct auditsitself; it just makes sure that some-
body does.

At one point, 22,000 peopl e worked for Enron and they were
all really busy. But the company overvalued assets at offshore
affiliates (aside from other accounting tricks) and was one big
house of cards. Who was going to risk their job and career,
trying to discover and denounce the truth?

A case study

Thank you for bearing with me up until this point. Your pa-
tience is about to be rewarded. Here is a case study: a duck
“possibility” or better stated, something that could be a duck.

And a“live” one, to boot.

A friend contacted me recently to ask about an offshore bank
where he had deposited part of his savings. Not agreat amount
in the large scheme of things, but an important sum for him. |
promised | would take alook at the“animal.” Fortunately, there
was information about the bank on the Internet, along with its
audited financial statements.

This is a bank that operates on a small Caribbean island,
inhabited by less than 100,000 people. Roughly, a population
the size of Altagraciade Orituco.

What is being offered?

Thebank offered (still offers) highinterest rateson CDs. Up
until recently the rate was about 7.5% on a one-year deposit.
That compares quite favorably with 4-5% that U.S. bankswere
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paying in the best case scenario, and recently rates have fallen
below 3%. My friend told me that its rates had always been that
high.

This has been an extremely successful strategy for the bank,
at least as far as deposit growth is concerned. The bank’s de-
posits have grown from $624 millionin 1999 to over $8.4 hillion
at year-end 2008. That’s an average compound growth rate of
A%

Now, that isunusual. Very aggressive deposit growth is usu-
allya“redflag” for banks. It'sdifficult toinvest such adeluge
of money efficiently. It also indicates that something may be
“too attractive.”

Oops...I think | saw afeather!

How does the bank operate? What does it
do with the money?

The bank operates on aquite unique business model. It basi-
cally takesdepositsfrominvestorsal around the world mainly
inthe form of time deposits. But it doesn’t make | oans (techni-
cally, adepositor can take out aloan with his’her own CD as
collateral, but that'sall). It has practically no service revenue.

Only 75 people actua ly work for the bank on theisland, but
it captures deposits through a global network of independent
affiliated “advisors’ who receive acommission for delivering
depositsto the bank (ahigh one...1.5% per annum).

In order to make money, the bank investsin the capital mar-
kets. Stocks, Bonds, Hedge Funds, Precious Metas and cur-
rencies. Those are really fascinating things that go up and down
and deliver great profits sometimes, not so much on other occa
sions, and at times (not few, especially recently) go down in
vaueaswell.

You may be inclined to say: “lots of banks do that.” Not so.
The so-called “investment banks (of which there are few | eft),
have severa other businesses which generate revenue, such
as underwriting, mergers and acquisitions, brokerage and asset
management. Y es, they have trading divisions, but the fee-based
businesses generate a stable flow of income that (usually) al-
lows them to weather the ups and downs of the trading busi-
ness.

Commercid or retail bankswill aso“invest” money aspart of
their strategy. But these are usualy arbitrage situations. For
example, if abank can receive deposits from the public at 2%
and use them to buy government paper with a4% yield and a
similar maturity, it isalow risk strategy which bankswill execute
quitegladly.

But that’s not their main business. Normally bankswill pay
little, charge alot and still have ahard time making money on
the margin. They make their profitswith service charges.

Back to our bank, which accordingtoitsfinancial statements,
as of the end of 2007, was 42% invested in stocks, 20% in fixed
income (bonds), 25% in hedge funds and 13% in precious met-
als. That isarelatively typica allocation for this bank and over
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PORTFOLIO RETURNS

Year Overal_l Stocks Hedge Precious S&P
Portfolio Funds Metals Index
2003 14.4% N/A N/A N/A 26.4%
2004 11.5% 8.2% 16.9% 12.3% 9.0%
2005 10.3% 8.8% 21.6% 9.3% 3.0%
2006 11.0% 11.7% 25.1% 14.9% 12.8%
2007 11.4% 8.2% 25.0% 15.0% 3.8%
2008 6.0% N/A N/A N/A -38.4%

thelast few yearsit hasgone from alow of 27% in stocks (2004)
to ahigh of 60% in 2006. Nothing to see here, right?

How about this? The return on the portfolio over the last
years: 2003: 14.4%, 2004: 11.5%, 2005: 10.3%, 2006: 11.0%, 2007:
11.4%. Can you see a pattern emerging? One of consistency.

Considering only the stock portfolio, the returnswere: 2004:
8.2%, 2005: 8.8%, 2006: 11.7%, 2007: 8.2%. Nothing out of the
ordinary, right?

Consider the returns on the S& P 500 the same years: 2004:
9%, 2005: 3%, 2006: 12.8%, 2007: 3.8% (we'll talk about 2008
later). The bank did quite abit better than average.

As for other categories, they report a 22% average annua
profit on their hedge funds and 12% on precious metals. Not
bad at all.

This could seem quite “normal” for someone who is not in
the investment world, but these performance figures are very,
very good. Thelast few years have been incredibly challenging
for investing in most of these categories. In the “80s or “90s,
returns of this magnitude could be considered “normal.” Since
2000, however, they are on the “limit of the credible universe.”

| realy would like to know which stocks, bonds, funds and
metal s these folks have invested in to achieve such returns.

Unfortunately, that is something they don't reveal. As an
investor, | love to “toot my own horn” when | get something
right. The bank doesn’t. One could argue that their portfoliois
made up of private companies, not publicly traded ones. There
is some of that in the group of companies mentioned to be
associated with the bank, but it’s not clear if those positions
are in this portfolio. Anyway, that private equity portfolio in-
cludes stock in aresort devel oper, three motion pictures, agolf
club manufacturer, a golf course, an auction house and ares-
taurant in Memphis. These are small companies which could
not represent alarge portion of the bank’s assets and frankly
looking at their nature, look more to be amillionaire’s “toys”
than investments.

Back to our case study. Even if everything that thisinstitu-
tion publishesand statesis 100% true (apol ogiesto Heisenberg),
a“depositor” at thisbank iseffectively lendingit money so the
bank can then go out and play the markets with that money (the
bank has $16 in deposits for each dollar of equity). That fact
alone is somewhat unsettling. Fortunately, the bank has con-
sistently achieved above-average resultsin al its investment
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categories.
That is, they have done what few (or no) others can.
What’sthat?1 think | heard a" quack.”

Who manages and controls this animal?

As stated above, the bank has 75 employees on the island.
But asmall group manages it. There is mention of an invest-
ment committee, but the members of the committee are not
named. A few years ago there was an actual investment man-
ager or VP; now the position appearsto be vacant. Thereisone
board member, an 85-year-old cattle rancher and used car deal -
ership owner who has the title of “Investments,” so one can
presume that he advises some about that.

The management team and board has basi cally been the same
for many years. There isno mention of any special investment
technology or strategy that can account for the results ob-
tained so far. That is, unless you count “long-term, hands-on
and globally diversified” as a strategy and not just a catch
phrase. An $8 billion portfolio is not easy to manage, at least
not efficiently (to which the Barings and Société Général trad-
ers can attest).

Without further information, we must assume that the admin-
istrators are extraordinary beings.

What about the stockholders? Thereis only one. He has the
title of Chairman of the Board and doesn’t appear to have man-
agement responsibilities at the bank.

Auditors? Well, yes, the financial statements of the bank are
audited. Theauditor isaloca (idand) firm. The principa isa72-
year-old gentleman who has been auditing the bank for many
years (at least ten). PriceWaterhouseCoopers and KPM G have
officesontheisland, and it isagood internal control practiceto
change auditors every few years, but the bank prefers to stick
withitstrusted firm.

The banking authorities which supervise the bank are those
fromtheisland. The sameisland with the population similar to
Altagracia de Orituco. The bank does not take institutional
deposits or deposits from other banks. Thisisnot necessarily a
bad thing, but corporate depositors would be expected to do
some due diligence on the bank before committing their money.

Hmm. Thisanima waksinavery peculiar way. Likeawaddle.

So why hasn’t anyone noticed or said anything?

Thereisn't realy aninterest in drawing attention to this case.
The depositors are not likely to suspect and much less say
anything. Does anyone really read those financia statements
that are lying around in bank offices? The local authorities
prefer to leave these people aone. If the bank goes el sewhere,
who is going to build school s and maintain the roads and gar-
dens? The bank plays animportant socia role on theisland.

The depositors are people from around the world, but per-
haps not enough from one place in particular to arouse the
interest of a regulatory agency. It is out of their jurisdiction
anyway.

The owner isapowerful man. A “Forbes’ list billionaire. Any
unsubstantiated suspicion could have legal consequences for
the denouncer. Perhapsthe nature of thisbeast isa* well-known
secret.” Many think it’s strange, but no one wants to say any-
thing.

Hey...the animal haswebbed feet!

IT"SA DUCK! (I presume.)

| amost forgot. The bank’s name. It’s the Stanford Interna-
tiona Bank, located inthe paradisiacal island of Antiguainthe
Eastern Caribbean.

The name has nothing to do with Stanford University, awell-
known U.S. learninginstitution. It takesits name from owner Sir
Allen Stanford, aTexan billionaire and cricket aficionado. Sir
Allen has organized cricket matches on the island with $20
million prizesfor the players. The Antiguan authoritiesknighted
him, not her majesty Queen Elizabeth I1. He was recently named
World'sFinance’s* Man of the Year” for 2008.

A little update on things a so. For those who may not know,
2008 was an awful year for investing. The S& P had its worst
performance since the great depression, falling 38%. Few in-
vestment categories weathered the storm. For stocks, corpo-
rate bonds, commodities, currenciesand/or hedge funds, it was
all pretty bad.

InaNov. 28 notetoitsdepositors, the Stanford I nternational
Bank acknowledged that it had performed poorly. But just “a
little” poorly. They acknowledge a$110 million loss up until
that date (a quarter of the equity). Doing a little math, that
doesn’'t mean that the bank’s investment portfolio lost money
(like dmost everyone). It meansthat they didn’t profit enough
to get back to break even. Since the bank invests the money of
its depositors and has to pay them interest plus the commis-
sionstoitsaffiliated advisors, it must earn at least 8-9% oniits
investments in order to compensate these costs. The bank is
recognizing that in 2008, the year of the great crash inthe mar-
kets, it “only” made a5-6% return onits portfolio. Quite an act
of contrition. The bank a so affirmsthat it had no positionsin
Bernie Madoff’sfunds. What arelief!

Additionally, to improve the bank’s financia standing, the
bank hasissued $541 millionin new capital, presumably out of
Sir Allen’s bank account. Thiswasfor the peace of mind of the
bank’s over 30,000 clients. But then, the 2007 audited state-
ments affirm that bank had over 50,000 clients. Well, if it'smore
than 50,000, it’s more than 30,000 al so, right? Or maybe afew
clients got lost.

Another little tidbit extracted from the I nternet. Health Sys-
tems Solutions (HSSO) isasma | ($8 million market cgp) hedth
technol ogy company inwhich SIB reportedly has a20% stake.
I'n October 2008, HSSO offered to buy another company inthe
industry: Emageon Inc (EMAG) for $62 million. Emageon ac-
cepted and the deal was to close in December after EMAG's
stockholders approved it. SIB was supposed to fund the dea
(we' re assuming taking an equity stake, since they do not pro-
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vide loans by definition). SIB did not send the money when
agreed and EMAG filed acomplaint in Federa Court. The two
parties (HSSO and EMAG) later reaffirmed their merger intent
and agreed (on Dec. 29) to extend the closing deadline to Feb.
11. Because of SIB’sinitial failureto fund, HSSO was required
to put up additional escrow amounts and faces additional pen-
altiesif it failstodeliver again.

SIB’sfailureto deliver those $62 millionisabit perplexing.
According to its financial statements, the bank is extremely
liquid. Evenif the 2007 statements are abit dated, at that time
there was $627 million in cash and of the $7 billion portfolio,
about 90% of the portfolio waslisted at aterm or one month or
less. Such liquidity isaconstant in SIB’sfinancial statements
over the years, so we must presume that this time the dea
should close. We'll be keeping an eye on it.

All dongthistaxonomical discussion, we have been saying
that the anima certainly lookslike aduck. Trueto Heisenberg,
we must be willing to admit that it may not be aduck, if better
evidence indicates that it is not. What would be better evi-
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dence in this case? How about a complete audit by a more
familiar name such as KPMG? Or maybe a statement by the
bank’s global custodian, a Credit Suisse or aMorgan Stanley,
affirming..."yeah these guys have $8 hillion worth of securities
in custody with us.” That would be nice. A DNA test very
difficult to refute, if you will. But if it were only the animal
sayingit’snot aduck...that would sound like abunch of quack.

Summing it up, be careful. But in particul ar, be careful with
animals that ook like ducks that say that they re something
else. Because they could be that other something, althoughit’s
very likely that they are just ducks.

Disclaimer: The Stanford Group operatesacommercia bank
inVenezuela | have not anayzed this bank and am unaware of
itsrelationship with Stanford I nternational Bank. Please, do not
accuse me of destabilizingthe financial system.

Alex Dalmady
(comments@oneupper.com)
The author is a financia analyst.
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