COUNCIL OF THE COUNTY OF MAUI

POLICY COMMITTEE
April 1, 2011

Committee
Report No.

Honorable Chair and Members
of the County Council
County of Maui
Wailuku, Maui, Hawaii
Chair and Members:
Your Policy Committee, having met on March 16, 2011, makes reference to
County Communication No. 11-30, from Council Chair Danny A. Mateo, regarding
litigation matters.
By correspondence dated March 9, 2011, the Department of the Corporation
Counsel requested an opportunity to discuss the status of The County of Maui v. Merrill
Lynch, Pierce, Fenner & Smith Incorporated; Financial Industry Regulatory Authority
Dispute Resolution Arbitration No. 10-00687. Attached to the request is a copy of the
First Amended Statement of Claim.
Your Committee notes that the claim alleges damages arising out of
Merrill Lynch's fraudulent scheme, fraudulent and/or negligent misrepresentations, and
breach of fiduciary obligations in connection with the sale of student loan auction rate
securities to the County.
Your Committee further notes that between August 2007 and February 2008, the
County purchased approximately $44.2 million of student loan auction rate securities
from Merrill Lynch. The complaint alleges that, in marketing these securities, Merrill
Lynch made false and misleading statements to the County concerning the liquidity of the
securities, to the County's detriment.
The Corporation Counsel provided a brief overview of the claim. He noted the
presence of Joachim Cox, Goodsill Anderson Quinn & Stifel LLP, special counsel
representing the County in this matter, and requested the opportunity to discuss the matter
in an executive meeting, closed to the public.
Your Committee voted to convene an executive meeting, closed to the public, to
consult with legal counsel pursuant to Section 92-5(a)(4), Hawaii Revised Statutes.
Following the executive meeting, your Committee reconvened in regular session.
Your Committee voted 8-0 to recommend filing of the correspondence from the
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Department of the Corporation Counsel. Committee Chair Hokama, Vice-Chair Carroll,
and members Baisa, Cochran, Couch, Mateo, Pontanilla, and White voted "aye".
Committee member Victorino was excused. Your Committee notes that filing of the
correspondence does not resolve the ongoing claim, but merely disposes of the matter
pending before your Committee.
Your Policy Committee RECOMMENDS that the correspondence dated
March 9, 2011, from the Department of the Corporation Counsel, attached hereto, be
FILED.
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This report is submitted in accordance with Rule 8 of the Rules of the Council.

KI HO MA, Chair
pol:cr:11001(7)aa:cmn

ALAN M. ARAKAWA

PATRICK K. WONG

Mayor

Corporation Counsel

DEPARTMENT OF THE CORPORATION COUNSEL
COUNTY OF MAUI
200 SOUTH HIGH STREET
WAILUKU, MAUI, HAWAII 96793
TELEPHONE: (808) 270-7740 FAX 270-7152

March 9, 2011
MEMORANDUM
TO:

G. Riki Hokama, Chair
Policy Committee

F R 0 M: Patrick K. Wong

Corporation Counsel
SUBJECT: LITIGATION MATTERS (POL-1)
COUNTY OF MAUI V. MERRILL LYNCH

Financial Industry Regulatory Authority ("FINRA") Dispute
Resolution Arbitration Number 10-00687
LITIGATION STATUS UPDATE
Our Department respectfully requests the opportunity to
discuss the status of the litigation of the above-referenced case.
Mediation is scheduled to begin in this matter the week of
March 28, 2011. We would ask that this matter be taken up prior to
the start of the mediation.
For your convenience, a copy of the complaint is attached
hereto.
It is anticipated that an executive session will be necessary
to discuss questions and issues pertaining to the powers, duties,
privileges, immunities, and liabilities of the County, the Council,
and the Committee.
Should you have any questions please feel free to contact me.

KBS/jcm/lak
Attachments
S:\ALL\KBS\Memo to Policy Committee.Merrill Lynch.wpd

GOODSILL ANDERSON QUINN & STIFEL
A LIMITED LIABILITY LAW PARTNERSHIP LLP
DAVID J. REBER
dreber@goodsill.com
JOACHIM P. COX
jcox@goodsill.com
CLAIRE E. GOLDBERG
cgoldberg@goodsill.com
Alii Place, Suite 1800
1099 Alakea Street
Honolulu, Hawaii 96813
Telephone: (808) 547-5600
Facsimile: (808) 547-5880
.

1642-0
7520-0
8786-0

Attorneys for Claimant
THE COUNTY OF MAUI
FINANCIAL INDUSTRY REGULATORY AUTHORITY
THE COUNTY OF MAUI,
Claimant,

NO. 10- 00687
FIRST AMENDED STATEMENT OF
CLAIM

VS.

MERRILL LYNCH, PIERCE, FENNER &
SMITH INCORPORATED
Respondent.

First Amended Statement of Claim
A.

2902018.8

The Parties
1.

Claimant, the County of Maui, is a political subdivision of the State of
Hawaii. Claimant's Primary Account number at ML is 20M-04A04. This
account was opened on or about July 2001.

2.

Respondent, Merrill Lynch, Pierce, Fenner & Smith, Incorporated ("ML")
is a Delaware corporation with its principal place of business in New York.

ML is registered with the SEC and the Financial Industry Regulatory
Authority ("FINRA") as a broker-dealer. ML does business through offices
it maintains in Honolulu, Hawaii.
B.

General Allegations

3.

This action arises out of ML's fraudulent scheme and ML's fraudulent
and/or negligent misrepresentations and breach of fiduciary obligations to
the County of Maui in connection with the sale of student loan auction rate
securities ("SLARS").

4.

Auction rate securities ("ARS") are interest-bearing debt instruments.
SLARS are ARS secured by pools of student loans guaranteed by
government agencies under the Federal Family Education Loan Program
("FFELP").

5.

The interest rates on SLARS periodically reset through auctions, typically
every 7, 14, 28, or 35 days, using a bidding process known as a Dutch
auction. The auctions are run by one or more broker-dealers (the "Auction
Manager"), usually one or more of the SLARS underwriters. ML acted as
Auction Manager for many SLARS auctions.

6.

ML operated its ARS program through four departments: an investment
bank to underwrite the securities; an auction rate desk ("auction desk") to
act as a remarketing agent for the securities; a sales force to sell ARS to
investors; and a research division to assist the auction desk in marketing the
securities.

7.

Between August 2007 and February 2008, the County of Maui purchased
approximately $44.2 million SLARS from ML. The County of Maui
purchased the SLARS using the County of Maui Treasury funds.

8.

Section 46-50 of the Hawaii Revised Statutes ("HRS") and the County of
Maui Investment Policy required the County of Maui to invest in highlyliquid short-term investments with a maturity not later than five years after
the date of investment. ML was aware that the County of Maui's
investments were subject to the Hawaii Revised Statutes and the County of
Maui Investment Policy.

9.

Through its sales force, ML marketed SLARS to the County of Maui as
"money market alternatives" and "liquid investments." Unbeknownst to
the County of Maui, at the time these statements were made, these
statements were false and misleading.
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10.

Starting in mid-2007, ML knew that the ARS market faced dislocation and
an increased risk of failure and failed to disclose this information to the
County of Maui. Moreover, ML engaged in a fraudulent scheme to protect
its own balance sheets by engaging in an aggressive marketing campaign to
sell SLARS to investor's, including the County of Maui, in an effort to
reduce ML's own inventory of SLARS.

11.

Beginning in or about August or September 2007, ML knew, but did not
disclose to the County of Maui, that the SLARS market saw a decrease in
demand that led ML to purchase more and more SLARS for its own
inventory in order to make the Dutch auctions successful. At the same
time, ML began internal discussions to prepare for potential widespread
market failure and to consider the possibility of ending its support for the
auctions, which it knew would result in SLARS becoming illiquid
securities.

12.

Instead of disclosing that the market for ARS was collapsing and the
demand for SLARS decreasing, its internal plans and discussions, and the
extent to which ML was supporting the auctions to prevent auction failure,
ML fraudulently sold SLARS to the County of Maui throughout the fall of
2007 and into early 2008 as liquid investments.

13.

On or about February 13, 2008, ML abandoned its practice of supporting
SLARS auctions. The ARS market collapsed. The County of Maui was
left stranded with $44,200,000.00 in SLABS that it purchased on and after
August 16, 2007 that it could no longer sell at par.

14.

Had ML honestly disclosed, among other things, the true nature of SLARS
and the growing risks associated with investing in SLARS and had ML
disclosed that SLARS may not in fact meet the requirements of HRS §4650 and the County of Maui Investment Policy, the County of Maui would
not have purchased SLARS at all and/or would not have maintained its
investments in SLARS.

15.

The County of Maui has a need for liquidity. Because the County of Maui
has not been able to liquidate its SLARS, the County of Maui has been
compelled to write down its SLARS investments.

16. ML's fraudulent scheme and the collapse of the ARS market resulted in
regulatory investigations of ML and other ARS broker-dealers by the
United States Securities and Exchange Commission ("SEC") and numerous
Page 3 of 39

state regulators. On or about August 21, 2008, ML announced a settlement
in principle with the SEC, the New York Attorney General (the "NYAG"),
and other state regulators (the "Settlement"). However, the County of Maui
continues to hold $32,000,000.00 in illiquid SLARS.
C.

Factual Background
1.

The Broker-Dealer Agreement

17.

On May 14, 2007, the County of Maui and Merrill Lynch entered into a
Broker-Dealer Agreement ("Agreement") for the purpose of investing
County of Maui Treasury funds. A copy of this Agreement is attached as
Ex. "1."

18.

Under this Agreement, ML was charged with, among other things, placing
orders made by the County of Maui for the purchase or sale of securities.

19.

Under the Agreement, the prices/yields offered by ML to the County was
inclusive of any fee commissions.

20.

As part of the Agreement, the County of Maui enclosed as Exhibit "A" a
copy of Hawaii Revised Statutes §46-50 which set forth the statutory
requirements for the short-term investment of County moneys.

21.

In addition, the County of Maui enclosed its Investment Policy as
Exhibit "B" of the Agreement, which also set forth the requirements of
HRS §46-50.

22.

Paragraph 4 of the Agreement also expressly provides that "The
Broker/Dealer agrees to disclose potential conflicts or risks to public funds
that might arise out of the business transactions between the Broker/Dealer,
any investment firm/depository and the County of Maui."

2.

The ARS Market

23.

ARS allowed issuers to obtain long-term financing at less expensive, shortterm rates. ARS purchasers were willing to accept short-term rates because
they reasonably believed that ARS could be readily disposed of at par
through periodic auctions.

24.

The market for ARS experienced dramatic growth after the securities were
first introduced in 1984. At the end of 2005, approximately $263 billion of
ARS were outstanding. In the subsequent 26 months, the ARS market grew
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by nearly 25 percent. By February 2008, the market for ARS exceeded
$330 billion.
25.

Issuers of ARS select and pay firms, including ML, to act as a dealer
through which investors submitted orders at auctions for the issuers'
securities. A firm so selected was called an "auction agent, "auction
dealer," "broker dealer," or "auction manager," and was said to
"participate" in auctions. A firm that underwrote an issuance of ARS
generally served as auction dealer for those ARS.

26.

At Dutch auctions where ARS are marketed, potential investors submitted
buy bids that provided how many shares and at what minimum rate the
investor was willing to purchase. Current holders could submit hold bids
that provided the holder would continue to hold a certain quantity of shares
no matter what the rate. They could submit hold-at-rate bids that provided
the holder will hold a certain quantity of shares unless the rate falls below a
certain number. Or, they could submit sell bids that provided the holder
would sell a certain quantity at any rate. These bids were submitted by
brokers to an auction agent.

27.

Upon collecting the bids, the auction agent determined the amount of
securities available for sale and ranked the bids, from lowest to highest,
according to the minimum interest rate each bidder is willing to accept.
The lowest interest rate required to sell all of the ARS available at auction,
known as the "clearing rate," becomes the rate paid to all holders of that
particular security until the next auction. The process is then repeated,
typically every 7, 14, 28, or 35 days. In a successful auction, the number of
shares bid for purchase at a particular rate was equal to or greater than the
number of shares offered for sale at those rates.

28.

If the number of sell bids exceeded the number of buy bids, the auction was
deemed "failed" and the current holders continued holding the ARS and the
interest rate that applied was the pre-determined "maximum rate."

29. The maximum rate was intended to ensure that the ARS remained liquid if
the auction failed, by attracting new buyers or prompting the issuer to
refmance. If the maximum rate was insufficient to attract liquidity in the
event of an auction failure, however, the risk characteristics of an ARS
were fundamentally altered. An ARS that carried a low maximum rate was
entirely dependent on the auction dealer's intervention and "support" for
the periodic auctions to ensure liquidity, and in the absence of the auction
dealer's support, any auction failure would render the security illiquid, as
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the maximum rate could not be counted on to attract new buyers or prompt
the issuer to refinance.
3.

ML's Involvement In The ARS Market Was Extremely Lucrative

30.

As a leading underwriter of ARS, ML also acted as the managing brokerdealer for many issuers of ARS. When acting as a sole manager, ML was
the only firm that could submit bids into the auction on behalf of its clients
and/or other broker-dealers who wanted to buy and/or sell any ARS. When
acting as lead manager, ML was the primary firm that could submit bids
into the auction, while other broker-dealers were able to submit orders on
behalf of their clients as well.

31.

ML received revenue in connection with ARS, including an underwriting
fee, representing a percentage of the total amount of proceeds from the
ARS issuance and a fee for managing the auctions.

32.

As one of the largest underwriters and auction dealers of ARS, ML earned
substantial fees for its services from the issuers of those securities.

33.

To compensate ML for its underwriting services, issuers typically paid ML
one percent (1%) of the face value of the securities underwritten.

34.

Between 2001 and 2008, ML underwrote approximately $13 billion of
auction rate preferred securities and earned approximately $130 million in
underwriting fees on those securities alone.

35.

In addition, pursuant to agreements with the issuers, ML generally served
as an auction dealer for the ARS it had underwritten and was paid an
annualized auction dealer fee for managing auctions.

36.

Issuers typically paid ML auction dealer fees of 25 basis points per year on
the amount of ARS for which ML acted as an auction dealer.

37.

ML acted as lead manager on approximately $24.63 billion in auction rate
preferred securities. ML's annual auction dealer fees are estimated to
exceed $61 million for those securities alone. See email from Constable
dated January 30, 2008 attached as Ex "2."

38. By 2008, ML had underwritten billions of dollars of ARS, placing
additional supply in an already saturated market. To accommodate the
demands of issuers and obtain high credit ratings even as underwriting
standards deteriorated, ARS were issued with maximum rates that were
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capped at insufficient levels to attract liquidity in the event of auction
failure. Therefore, ML needed to suppress auction failures to prevent these
low maximum rates from becoming widely known to ARS investors.
4.

ML's Scheme To Defraud Purchasers (MARS

39. ML engaged in fraudulent and deceptive tactics directed at ARS investors
to create the appearance of a safe, liquid auction market when in fact the
auction market was collapsing and SLARS were becoming increasingly
risky investments. ML's fraudulent and deceptive tactics included the
following:
• making false and misleading statements and incomplete
disclosures about the liquidity of ARS and ML's role in propping up
the ARS market;
• causing its purportedly independent research analysts to publish
research reports extolling the benefits of investing in ARS at a time
when ARS were becoming increasingly risky investments and in
violation of ML's own internal policies;
• pressuring its financial advisors to sell ARS in an effort to move
inventory off ML's balance sheets and onto unsuspecting customers;
and
• providing extraordinary financial incentives to financial advisors
and research analysts to promote the sale of ARS as the market
showed signs of collapse.
40. ML's lucrative ARS business began to unravel as credit markets weakened
in the summer and fall of 2007. Many institutional investors began
liquidating their positions in ARS, and the overall deterioration of the credit
markets lead to further selling pressure from corporate and retail holders of
ARS. In response, ML engaged in a fraudulent scheme in an attempt to
prop up the remainder of the ARS market, conceal the liquidity
characteristics of ARS and protect its own balance sheets.
a.

ML's Misrepresentations To The County of Maui

41. At all relevant times, ML knew that the County of Maui was purchasing
investments pursuant to FIRS §46-50 and the County of Maui Investment
Policy. The County of Maui emphasized to ML that it needed short-term,
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highly-liquid, and very safe investments. ML knew or should have known
the requirements of HRS §46-50.
42.

At no time did ML inform the County of Maui that SLARS may not in fact
meet the requirements of HRS §46-50 or the County of Maui's Investment
Policy.

43.

In 2007 ML represented to the County of Maui that ARS were "money
market alternatives" and safe, liquid investments. ML did so in marketing
materials that were provided to the County of Maui and through ML's sales
force in Honolulu, Hawaii.

44.

Through early 2008, ML represented to the County of Maui that ARS were
"money market alternatives" and safe, liquid investments. ML did so in
marketing materials that were provided to the County of Maui and through
ML's sales force in Honolulu, Hawaii.

45.

During this time, ML also represented to the County of Maui that the
SLARS market never had a failed auction, implying that the market was
fully developed and liquid.

46.

ML's representations were misleading. ARS are in fact different from cash
and money market funds and are not the safe liquid investments they were
marketed to be. The liquidity of ARS rely on the successful operation of
the Dutch auction process. In the event of a failed auction, investors cannot
sell their ARS and are stuck holding long-term investments, not cash
management alternative investments.

47.

Starting in mid-2007, ML knew that the ARS market faced dislocation and
an increased risk of failure as a result of reduced demand.

48.

The County of Maui was not aware and ML did not disclose that as the
result of reduced demand, the ARS market was largely dependent on ML's
use of support bids for its successful operation.

49.

ML submitted support bids and purchase orders for the entirety of an ARS
issue for which it acted as the sole or lead broker. Support bids were ML's
proprietary order that would be filled, in whole or part, if there was
otherwise insufficient demand in an auction. When ML purchased ARS
through support bids, ARS were then owned by ML and the holdings
recorded on its balance sheet. For risk management purposes, ML imposed
limits on the amounts of ARS it could hold in its inventory.
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50.

While ML could track its own inventory as a measure of the supply and
demand for ARS, the County of Maui had no comparable ability to assess
the operation of the market. There was no way for the County of Maui to
monitor supply and demand in the market or to assess when broker-dealers
may decide to stop supporting the market, which could cause its collapse.

51.

At no time did ML give warning to the County of Maui that the demand for
SLARS was decreasing and the market was becoming increasingly risky
making any SLARS investments risky and potentially long-term.

52.

At no time did ML give warning to the County of Maui that, as the result of
reduced demand, ML was purchasing more and more SLARS for its own
inventory in order to keep the auctions from failing.

53.

At no time did ML give warning to the County of Maui that ML was
planning to cease supporting the market for ARS and was planning to
withdraw from the market altogether.

54.

At no time did ML give warning to the County of Maui that ML had
amassed its own excess inventory of ARS by supporting auctions for which
an insufficient number of buyers existed.

55.

At no time did ML give warning to the County of Maui that the liquidity of
ARS purchased by the County of Maui was becoming dependent on ML's
own financial condition and willingness to prop up the ARS market.

56.

Despite ML's knowledge of the County of Maui's limited investment
options and despite ML's knowledge of the potential for widespread failure
of the ARS market, ML actively marketed SLARS to the County of Maui
as suitable for its needs.

57.

On December 6, 2007, ML represented to the County of Maui that the ARS
market "offers extraordinary values for short-term yield-maximizing
investors, not just the ultra short-term cash investor." See email from
Knieriem dated December 6, 2007 attached as Ex. "3."

58.

In a Fixed Income Digest Special Edition dated December 6, 2007, ML
represented that "the auction preferred market offers excellent value for
investors looking for short-term instruments or money market alternatives."
See Ex. "3" at p.2.

59.

In the same digest, ML provided that "Mates on auction preferred securities
remain high while other rates are declining, creating what we think is
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extraordinary value for investors looking for short term instruments." See
Ex. "3" at p. 2.
60.

ML further expressed its belief that "auction market securities are safe
instruments" and that "worries of a failed auction are misplaced." See Ex.
"3" at pp.2, 5.

61.

ML made these representations in these research reports despite knowledge
that the market for ARS was collapsing. ML's auction desk supervisors
sent emails well before the publication of these December research reports
recognizing that the "market is collapsing" but nevertheless allowed
publication of these fraudulent research reports to induce investors looking
for safe, short-term investments to purchase these increasingly risky
securities. See email from Price dated November 19, 2007 attached as Ex.

62.

Furthermore, internal emails demonstrate that ML's auction desk was
"shoveling as fast as we can" to get SLARS off ML's balance sheets and
into ML's customers portfolios. See email from Constable dated
September 27, 2007 attached as Ex. "5."

63.

On December 13, 2007, even as ML knew the market was collapsing,
demand for SLARS was decreasing and such investments were becoming
increasingly risky, ML provided the County of Maui with a strategists
report which reiterated "the strong credit quality and attractive yields" of
SLARS and encouraged investors to invest in these securities that were
effectively described as "short-term securities." A copy of this report is
attached as Ex. "6." See Ex. "6" email from Knieriem dated December 13,
2007 and attached report at p.3.

64.

As late as February 12, 2008, ML provided reports to the County of Maui
to allay any concerns regarding the ARS markets.

65.

On February 12, 2008, ML provided an "Auction Market Securities
Report" to the County of Maui wherein ML reiterated that ARS has only a
"slightly lesser degree of liquidity" than money market funds and reminds
investors that auctions "hardly ever" fail. See "Auction Market Securities
Report" attached as Ex. "7" at p.3.

66. ML also provided a report to the County of Maui on February 12, 2008
called "Back to Basics in the Auction Market" wherein ML represented that
"[t]he reports of the imminent demise of the auction market seem to be
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greatly exaggerated, again." See "Back to Basics in the Auction Market
attached as Ex. "8" at p.5.
67.

In the same report, ML also touted the resiliency of the auction market and
represented that with regard to broker dealers ceasing support of auctions
that "[a] few failed auctions should certainly not be synonymous with
[broker dealers] leaving the business." Ex. "8" at pp.4, 5.

68.

ML represented its belief that the failed auction in the closed-end fund
auction market was an aberration and that ML considered these investments
as the "conservative's conservative auction security." See December 6,
2007 Report attached as Ex. "9"

69.

ML's statements were false and deliberately misleading.

70.

The very next day, on February 13, 2008, ML withdrew support for the
Dutch auctions and the market for ARS collapsed rendering all of the
County of Maui's SLARS investments illiquid.
b.

ML Used Its Purportedly Independent Research Group To Prop
Up The ARS Market And Sell ARS In Violation Of Its Internal
Policies

71.

Upon information and belief, ML's Policy and Procedures established a
"Chinese Wall" designed to restrict and monitor the flow of material nonpublic information between the various departments of ML in order to
avoid the misuse of such information and the appearance of impropriety as
well as to manage potential conflicts of interest.

72.

In violation of these internal policies, personnel from ML's investment
bank and ARS Trading Desk shared material non-public information about
ML's inventory of ARS with ML's purportedly independent research
analysts, and ML used those research analysts to make positive statements
about ARS while downplaying the associated risks.

73. ML's research analysts encouraged ML's financial advisors to sell ARS,
and touted the benefits of ARS in several research reports written at the
behest of and/or with input of the ARS Trading Desk. These research
reports were designed to sustain the facade of liquidity in the market for
ARS and to perpetuate the illusion that ARS were safe, short-term, liquid
investments.
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74.

After ML allowed a limited number of ARS auctions to fail in August
2007, the ARS Trading Desk asked the Research Department to publish
favorable research on ARS. In response to this request, analyst Martin
Mauro wrote a research report, published by ML on August 21, 2007,
entitled "The Fixed Income Digest: Liquidity features of short term
municipal securities," which "point[ed] out some differences between the
degree of liquidity and principal protection behind major types of shortterm municipal market securities." The research report explained that
Variable Rate Demand Obligations ("VRDOs") and Putable Floating-Rate
Option Tax-Exempt Receipts ("P-FLOATS") have a "hard put" obliging
the issuer to redeem the note at the demand of the investor, but that auction
rate securities have "no hard put." See August 21, 2007 Report attached as
Ex. "10."

75.

When Frances Constable ("Constable"), the Managing Director in charge of
ML's ARS Trading Desk, read the August 21, 2007 research report, she
demanded that the Research Department retract the report. When Mauro
refused, Constable turned to analyst Kevin Conery and John Price,
Constable's supervisor and the Head of Americas Sales Credit and Trading
at ML, to ensure that the report would be retracted.

76.

Constable emphasized her concerns about the research report in an August
22, 2007 email to members of ML's Financial Products Group: "I HAD
NOT SEEN THIS PIECE UNTIL JUST NOW AND IT MAY SINGLE
HANDEDLY UNDERMINE THE AUCTION MARKET. IF YOU ARE
GETTING ANY CALLS, PLEASE LET ME KNOW. I HAVE ASKED
FOR AN IMMEDIATE CLARIFICATION TO BE PUBLISHED AND A
RETRACTION OF THIS." (Upper-case lettering as in original.) See email
from Constable dated August 22, 2007 attached as Ex. ".11"

77.

The Research Department agreed to retract the report the following day.

78.

On August 23, 2007, ML published a replacement report, also written by
Mauro, entitled "The Fixed Income Digest: Liquidity features of money
market fund alternatives," that downplayed the risks of ARS, while
describing "the recent rise in yields on these instruments as being a buying
opportunity for investors who are 1 ooking for short-term securities." See
August 22, 2007 Report attached as Ex. "12."

79.

The retraction worked. After the close of business on August 23, 2007,
Constable described the favorable impact of Mauro's revised research
report on the market for ARS:
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Better tone to our market today on the heels of superb sales
efforts from some of our IAD stalwarts and investors, in
general, feeling confidant enough to dip their toes back into
our market. Incessant conference calls with GPC office
complexes, sales teams and their accounts are beginning to
pay off. Revised research from Marty Mauro promoting short
term alternatives to money market funds and the liquidity
features of auction and other municipal products, in
conjunction with Kevin Conery's research of last week have
been essential tools in our sales aresenal [sic].
See email from Constable dated August 23, 3007 attached as Ex. "13."
80.

The ARS Trading Desk continued to pressure ML's Research Department
to publish positive research reports on ARS in the fall of 2007 and early
2008 even as the market was collapsing.

81.

In response to a request from Constable for another positive research report
on ARS, on December 6, 2007, ML published a research report written by
Conery and. Mauro entitled, "Fixed Income Digest Special Edition:
Enduring value in auction securities." The report explained that "the
auction preferred market, offers excellent value for investors looking for
short-term instruments or money market alternatives"; that "individual
investors are largely shielded" from problems facing the financial markets;
that closed end fund preferred ARS were "a conservative's conservative
security"; that "[c]redit fears" were "largely misplaced in [the] auction
market"; that "the worries of a failed auction are misplaced: failed auctions
are extremely rare, and investors may have an exaggerated view of their
consequences"; that the "main risk" for investors in ARS was "lower
rates"; and that "auction securities still make sense for investors who need
ready access to their funds." Conery and Mauro knew that each of the
foregoing statements concerning ARS was false and misleading at the time
but published such reports at the behest of the ARS trading desk. See
December 6, 2007 Report attached as Ex. "9."

82.

In promoting ARS, Conery and other ML research analysts obtained
improper access to material non-public information about ML's inventory
and sales techniques for ARS in contravention of the "Chinese Wall" ML
had purportedly erected between its Research Department and sales and
trading groups.

83.

Conery and other research analysts used this information to assist ML's
efforts to prop up the remainder of the market and assist in ML's scheme to
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move inventory off ML's balance sheets and onto unsuspecting investors
through the publication of misleading research reports.
84.

Upon information and belief based upon the Massachusetts Securities
Division Investigation, Conery's own work notebooks confirm that he
communicated frequently with Price and Constable between at least July
2007 and the February 2008 collapse of the ARS market.

85.

In violation of the "Chinese Wall," Price and Constable informed Conery
about the extent of ML's inventory of ARS, ML's specific plans to reduce
its inventory, ML's need to increase interest rates to counteract the lack of
liquidity, and the financial incentives that ML provided to its financial
advisors for selling ARS.

86.

Conery had access to ML's "axe sheets" or daily sales listings, which
contained material non-public information about ML's inventory of ARS
and its incentives for selling those securities. Conery also had frequent and
unsupervised contact with personnel at ML's ARS Trading Desk.

87.

Conery and others at ML's Research Department used this material nonpublic information to make false and misleading statements about ARS in
their research reports, while downplaying or avoiding frank discussions of
the risks associated with those securities. ML executives knew that ML's
financial advisors would use the information in those research reports and
conference calls to sell ARS yet allowed this improper practice to continue.
c.

ML Pressured Its Financial Advisors To Sell ARS To Investors

88.

When ML intervened to support an otherwise failing auction, it increased
the amount of ARS in its proprietary account, pressing against the ceiling
for ARS holdings set internally by ML's risk management policies. Those
policies allowed ML to hold not more than a specified amount of ARS at
any given time. As a result, starting in or about August 2007, ML was
under consistent pressure to reduce its inventory of ARS.

89.

ML engaged in concerted efforts to limit its increased exposure to ARS on
its own balance sheet, which Constable referred to as "inventory creep," by
pressuring its financial advisors to "encourage greater retail participation
and the attraction of new buyers in [the ARS] market," through conference
calls and other means. See email from Constable dated August 22, 2007
attached as Ex. "14."
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90.

As Constable explained in an email dated August 15, 2007, the conference
calls succeeded in prompting ML's financial advisors to sell ARS:
"Noteworthy: Didn't hear any failed auctions today. WHEW!! Retail
salesforce comforted with my brief call on GPC National sales call at noon
and in depth discussion and Q&A conference call on the auction markets. . ."
See email from Constable dated August 15, 2007 attached as Ex. "15."

91.

During the conference call on August 15, 2007, Conery encouraged ML's
financial advisors to view ARS as a selling opportunity. Constable directly
influenced analyst Conery's statements during the August 15, 2007
conference call. When one financial advisor asked Conery a question that
Constable did not like, she sent Conery a real-time electronic message
ordering him to "Shut this guy down. Suggest he call outside this call. He is
focusing attention away from your positive message." See email from
Constable dated August 15, 2007 attached as Ex. "16."

92.

ML used additional means to pressure its financial advisors. In a
November 30, 2007 email entitled "Money Market Opportunities," Thomas
Murray, ML's Director of Municipal Marketing, directed several analysts
and other managers to "keep Muni Money Market and Auction products
front and center in your conversations with all [financial advisors]."

93.

Murray also proposed that Municipal Marketing, the ARS Trading Desk,
and the Research Department collectively host a national sales conference
call to encourage ML's financial advisors to sell more ARS. Constable
responded:
I just dislocated my shoulder raising my arm to volunteer!!! . .
. We had such a national call back in August with Marty
[Mauro] and Mona [Payton] at the onset of the "crisis" and it
was backed up with fresh research and was well received.
We saw almost instantaneous improvement in our trading
levels and a commensurate reduction in inventory. It is
critical for the sales force to know that management is behind
these products as they represent the best products for bringing
new cash into the firm.
See email from Constable dated November 30, 2007 attached as Ex. "17."

94. On December 12, 2007, Constable, Murray, and analysts Conery and
Mauro, among others, participated in a national sales conference call with
ML's financial advisors to convince them to sell ARS. Upon information
and belief based upon the investigation by the Massachusetts Securities
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Division, during the call Murray said, "[T]here are some opportunities that
grow out of what have been some severe dislocations really-since August
and magnified by year end pressures." Murray continued, "[There's a real
opportunity here [to sell ARS]. Nothing is being suggested with the idea of
a fire-sale-type approach. The idea is because it's good for the customer."
95.

In describing "a couple of specific opportunities in the auction area,"
Constable said the following during the December 12, 2007 conference
call: "I just want to . . . reassure everyone that we are working in concert
with research to provide the best ideas and to give assurance as to the
solidity and ongoing endurance of some terrific markets." Constable
explained that a slide presentation about ARS provided to all participants
on the conference call should "give you some background and should help
you present to your sales force in the offices there of why these should be
considered a great cash management gathering tool." Constable further
said, "We have research supporting our recommendations and the value of
this marketplace, so you should feel very confident that this is a great place
to put your investors at this time."

96.

During the December 12, 2007 conference call, analyst Conery told ML's
financial advisors that pressure on the ARS market since August 2007 had
"made things that were already attractive even more attractive." Conery
reiterated that ML's Research Group endorsed ARS issued by closed-end
preferred funds as "the conservative's conservative investment in the
auction market."

97.

None of the speakers in the December 12, 2007 conference call explained
that auctions for ARS would fail en masse if ML ceased supporting the
market for ARS, that investors' ARS holdings would become illiquid as a
result of auction failures that ML was under continued pressure to reduce
its inventory of ARS, that ML was contemplating withdrawing from the
ARS market altogether to limit its exposure to ARS, and that ML believed
that anticipated failures by other auction managers could cause a "run" on
the market for ARS and result in the collapse of that market.
;

d.
98.

ML Provided Extraordinary Incentives To Its Financial
Advisors And Research Analysts For Promoting Sales Of ARS

ML provided extraordinary financial incentives for its personnel to promote
sales of ARS.

99. ML paid its financial advisors on an annualized basis for the aggregate
amount of ARS they sold to the County of Maui and other investors alike.
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100. Upon information and belief, ML financial advisors would not have earned
any commissions, or would have earned much smaller commissions, had
they sold money market funds to investors, including the County of Maui.
The revenue sharing paid by ML to its financial advisors provided a
disproportionate incentive for those financial advisors to sell ARS in
relation to other cash management products available to them.
101. As the ARS market tightened in the second half of 2007, ML offered
further incentives to its financial advisors to sell ARS by providing
"enhanced production credits" of up to 100 basis points for the aggregate
amount of ARS the financial advisors first sold at auction to their investor
clients.
102. ML adjusted the amount that it paid in enhanced production credits based
on the size of its ARS inventory and the urgency of its need to remove
those securities from its balance sheet. For instance, a November 21, 2007
email from Constable confirmed that ML would offer 25 basis points in
enhanced production credits to financial advisors for selling ARS to
counteract ML's "significant growth in inventory today." See email from
Constable dated November 21, 2007 attached as Ex. "18."
103. ML executives recognized the enhanced production credits were improper
and debated in the fall of 2007 whether to continue providing such
enhanced production credits to financial advisors for the sale of ARS.
Constable wrote in a September 27, 2007 email that she believed
discontinuing or limiting enhanced production credits would be the "death
knell" for ML's ARS business. See email from Constable dated September
27, 2007 at Ex. "5."
104. ML continued to provide enhanced production credits — which, according
to Constable, were "adjusted as we saw fit" — to reward financial advisors
for selling ARS.
105. In addition, ML improperly compensated its research analysts, including
Conery, for promoting the sale of ARS in research reports and conference
calls at the behest of the ARS Trading Desk.
106. Upon information and belief, Conery's endorsement of ARS was so critical
to ML's ARS business that ML awarded him a six-figure bonus for his job
performance in 2007.
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5.

ML's Misrepresentation Relardips The Market For ARS Was
Designed To Limit Its Own Exposure To ARS

,

107. ML's own internal documents show that ML engaged in deceptive conduct
to sell ARS in order to reduce its own inventory of those securities.
108. Recognizing the risk of having to hold ARS until maturity, ML imposed a
ceiling on the amount of ARS that ML could hold in its own inventory. As
ML's inventory increased after institutional investors began selling down
their holdings in the fall of 2007, ML came under increasing pressure to
reduce its ARS holdings.
109. In an email dated September 27, 2007, Constable explained that "[w]e are
shoveling as fast as we can" to reduce ML's inventory of ARS, which was
rapidly approaching the internally set $1 billion ceiling. See Ex. "5."
110. With ML's inventory of ARS exceeding $2.3 billion on November 19,
2007, Price directed Constable "to get smaller unfortunately — using any
means possible," including discounts and increased commissions to
financial advisors who sold ARS. Price concluded, "keep up the
outstanding efforts." See email from Price dated November 19, 2007
attached as Ex. "19."
111. On December 19, 2007, Price described the increased inventory of ARS in
an email to executive management at ML's Fixed Income Currency and
Commodities Group and ML's Market Risk Management Group, as
follows: "Please be aware that the contagion that has engulfed all has been
especially harsh on the AMPS [auction market preferred stock] product.
Previously it was a business that used very little Balance Sheet with a high
ROA....Inventory higher today. Fighting hard to get it down, Munis $1.3
bin[,] AMPS $1.8 bin." See email from Price dated December 19, 2007
attached as Ex. "20."
112. Upon information and belief, ML came under additional pressure to reduce
inventory in the fall of 2007, as lenders that had provided financing for
ML's inventory of ARS stopped accepting those securities as loan
collateral. Lenders recognized that ML had amassed an excess inventory of
ARS by supporting auctions for which no other buyers existed, and those
securities could not be sold at par if ML needed to liquidate its portfolio.
113. As a result, the liquidity of ARS purchased by investors became even more
dependent on ML's own fmancial condition and willingness to continue
propping up the ARS market.
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6.

ML Knew That The Market For ARS Was Unsustainable

114. Notwithstanding ML's efforts to intervene and sustain the ARS market, by
on or about August 2007, ML knew that the market was unsustainable.
115. Constable recognized that there was insufficient demand for the ARS
already on the market and opposed taking on the role of auction dealer for
further ARS, stating in an email dated November 6, 2007, that
"[n]onchalantly waiving in additional supply seems cavalier at best." See
email from Constable dated November 6, 2007 attached as Ex. "21."
116. Her supervisor, John Price, was more emphatic about the condition of the
ARS market when he wrote in an email dated November 19, 2007:
"Market is collapsing. No more $2k dinners at CRU!! The Financials are
being invicerated! [sic] More firings over at Citi . . . Inventory flooding the
street. Going to be a great '08 Trading environment. All we have to do is
live!!" See Ex. "4."
117. ML discussed the possibility of withdrawing support for all future auctions
in a confidential document dated January 8, 2008, prepared by Ming Lee
and John Lambert of ML's Global Risk Management Group and entitled,
"Auction market Preferred Stock (AMPS) — Business Risk Review." The
document identified certain "Options to Reduce the Risk" as follows:
n Option #3: Fail future auctions
✓ v Pros: ML balance sheet will be capped at levels today.
✓ Cons: ML cannot fail our own paper and may be forced
to take that back.
n Option #4: Sell wherever market allows in conjunction with Option 3
✓ Pros: ML can sell the securities to market at discounted
prices.
✓ Cons: Unless we are prepared to fail, inventory may
come back at next re-auction without continued
discounts.
See Business Risk Review dated January 8, 2008 attached as
Ex. "22."
118. Around the same time, ML anticipated that the credit ratings of the firms
that insured certain ARS would be downgraded, which would prompt
investors to sell those securities. In an email dated January 9, 2008, Jim
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Brewer, a senior trader at the ARS Trading Desk, explained that the ARS
market would collapse following these downgrades: "We anticipate that if
that happens there will be a wave of selling in these issues that we will be
unable to support causing the auctions to fail. If any of these issues fail one
can make the assumption that it will spread to the other sectors of our
market regardless of the insurer or ratings." See email from Brewer
January 9, 2008 attached as Ex. "23."
119. In an email dated January 23, 2008, Brewer explained to one of his
colleagues, "in my opinion, we have to let [one of ML's issuer clients] .. .
know that we feel the auction market is going to get worse not better and
they would be best served [by] exiting the market." See email from Brewer
dated January 23, 2008 attached as Ex. "24."
120. ML did not disclose its internal discussions over its withdrawal of support
for ARS or its knowledge of the weakening and possible collapse of the
ARS market. Instead, ML continued to encourage its financial advisors to
sell ARS through the first half of February 2008.
121. As Constable explained to several trading colleagues in an email dated
January 18, 2008, "[W]e are about to get shellacked from terrified investors
and we HAVE TO SELL INVENTORY." (Emphasis original.). See email
from Constable dated January 18, 2008 attached as Ex. "25."
122. Beginning in January 2008, auction dealers Lehman Brothers, Piper Jaffray,
Stifel Nicolaus, and Goldman Sachs allowed their auctions to fail. ML
knew that the auction failures were cause for alarm. In an email dated
January 23, 2008, Conery called the auction failures a "new crisis" and
wrote, "We've had 3 parties confum that Lehman is dropping out of the
auction business. Nothing like adding further illiquidity to an already
illiquid market." See email from Conery dated January 23, 2008 attached
as Ex. "26."
123. Constable recognized that failures by other auction dealers would make
ML's efforts to unload its own inventory of ARS even more difficult. On
January 29, 2008, she sent a copy of a negative story about a recent auction
failure to Price with the following note: "Itrjs like the Sorcerer's
Apprentice...cannt someone make these people stop bucketing us with
water...." (Emphasis added.). See email from Constable dated January 29,
2008 attached as Ex. "27."
124. Despite these auction failures, ML told its fmancial advisors and investor
clients, including the County of Maui, directly and through several
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published reports between January 28, 2008 and February 8, 2008, that:
ML had no intention of allowing its auctions to fail; ML did "not believe
this failed auction is cause for alarm"; ARS continued to be "the best
value" for "funds that investors need to keep liquid"; ML considered ARS
to be "the conservative's conservative security"; failed auctions were "an
aberration" for which ML did not expect to see multiple recurrences";
"there has been no official confirmation" of auction dealers exiting the ARS
market; and that rumors of auction dealers exiting the market were not "a
sign of something more ominous to come."
125. Similarly, upon information and belief, in a February 7, 2008 conference
call with ML's financial advisors, Conery disputed the possibility that all
closed-end funds auctions were likely to fail, saying:
I will tell you Merrill Lynch, certainly by all indications, is
committed to this product. I would have to let the [auction]
desk people speak for themselves, but given the fact that
through all this turmoil they continue to plod away, I think
that shows that the firm is committed to it.

*

*

*

[fls it an area we think represents a good, conservative,
reasonable investment? Yes, it is. We are quite comfortable
with buying Aaa one week closed-end paper. We are quite
comfortable buying Aaa one month closed-end fund paper,
whether it is taxable or tax exempt we feel pretty good about
it.

*

*

*

I don't think this [recent closed-end fund auction failure] is
any sort of contagion market-wide disaster scenario.
126. These statements by ML's research analysts, made at the same time that
ML knew the ARS market was on the verge of collapse, demonstrate ML's
intent to defraud investors by continuing to convince its investor clients and
its financial advisors, as ML had done between August 2007 and February
2008, of the safety and liquidity of ARS.
7.

The County Of Maui's Investments In SLARS

127. As set forth above, between August 2007 and January 2008, in reliance on
ML's representations regarding the liquidity and soundness of SLARS, the
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County of Maui purchased SLARS in various transactions amounting to
$44,200,000.00.
128. On or about August 16, 2007, the County of Maui invested $2,000,000.00
in SLARS. This investment was identified by CUSIP #78442GEUH6. See
SLARS investment summary attached as Ex. "28."
.

129. On or about August 29, 2007, the County of Maui invested an additional
$4,000,000.00 in SLARS. This investment was identified by CUSIP
#78842GHZ2.
130. On or about September 27, 2007, the County of Maui invested
$7,000,000.00 in SLARS. This investment was identified by CUSIP
#78443CAJ3.
131. On or about November 7, 2007, the County of Maui invested $8,200,000.00
in SLARS. This investment was identified by CUSIP #78442GJA5.
132. On or about January 10, 2008, the County of Maui invested $3,000,000.00
in SLARS. This investment was identified by CUSIP #7844CBC7.
133. On or about January 15, 2008, the County of Maui invested $14,000,000.00
in SLARS. This investment was identified by CUSIP #7844CAP9.
134. Finally, on or about January 16, 2008, the County of Maui invested
$6,000,000.00 in SLARS. This investment was identified by CUSIP
#78443CBB9.
135. On February 13, 2008, ML abandoned its practice of supporting SLARS
auctions. The same day, the first of the County of Maui's SLARS
investments (CUSIP #78443CAJ3) became illiquid as the result of a failed
auction.
136. Subsequently every SLARS investment identified above failed on the
following dates: February 21, 2008 (CUSIP #78442GJA5), February 26,
2008 (CUSIP #78443CBB9), February 28, 2008 (CUSIP #78443CAP9),
February 29, 2008 (CUSIP #78442GEU6), March 6, 2008 (CUSIP
#78443CBC7) and March 12, 2008 (CUSIP #78842GHZ2).
8.

The Aftermath

137. Following the collapse of the ARS market in February 2008, ML has been
subject of several investigations and proceedings by state and federal
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securities regulators and law enforcement officials for its involvement in
the ARS market.
138. As described in a press release issued on August 22, 2008 by the SEC,
entitled, "SEC Enforcement Division Announces Preliminary Settlement
With Merrill Lynch to Help Auction Rate Securities Investors," the SEC's
investigation involved alleged misrepresentations by ML to its clients that
ARS "were safe, highly liquid investments equivalent to money market
instruments and cash." According to the press release, the SEC contended
that ML "did not make adequate disclosures that the liquidity of these
securities was based on Merrill Lynch supporting the auctions it managed
when there was not enough demand. . . . Furthermore, Merrill Lynch
continued to tout the purported liquidity of ARS to customers despite its
awareness of the escalating liquidity risks in the weeks and months
preceding the collapse of the ARS market." See SEC Press Release
attached as Ex. "29."
139. The SEC made a determination that ML misled their customers. On
September 18, 2008, Linda Chatman Thomsen, the SEC's Director of the
Division of Enforcement, testified before Congress that ML and other
"broker-dealer firms that underwrote, marketed and sold auction rate
securities (ARS) misled their customers." Thomsen continued:
Through their sales forces, marketing materials, and
account statements, firms misrepresented to their
customers that ARS were safe, highly liquid
investments that were equivalent to cash or money
market funds. As a result, numerous customers
invested in ARS their savings and other funds they
needed to have available on a short-term basis. These
firms failed to disclose the increasing risks associated
with ARS, including their reduced ability to support
the auctions. By engaging in this conduct, those firms
violated the Federal securities laws, Including the
broker-dealer antifraud provisions. [Emphasis
added.)
See SEC Testimony attached as Ex. "30."
140. The August 22, 2008 SEC press release also announced that ML had agreed
to a settlement in principle with federal and state regulators that
permanently enjoins ML "from violating the provisions of Section 15(c) of
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the Securities Exchange Act of 1934, and Rule 15c1-2 thereunder, which
prohibit the use of manipulative or deceptive devices by broker-dealers."
141. The proposed regulatory settlement involved the repurchase of ARS only
from certain eligible investors including individuals, not-for-profit
organizations and small business investors. Under this settlement, ML was
obligated to repurchase the County of Maui's remaining SLARS
investments.
142. On July 28, 2008, the County of Maui sent a letter to ML notifying ML that
it was temporarily suspended from participating in any new investments
with the County of Maui until the liquidity of its SLARS investments was
restored. See Letter dated July 28, 2008 attached as Ex. "31."
143. The County of Maui did not receive a response to this letter.
144. On September 11, 2008, the County of Maui again sent a letter to ML
requesting confirmation that the County of Maui's SLARS investments
would be repurchased at par. See Letter from Doodan dated September 11,
2008, attached as Ex. "32."
145. On September 16, 2008, the County of Maui filed a Complaint against ML
at the State of Hawaii Securities Enforcement Branch of the Department of
Commerce & Consumer Affairs.
146. On November 7, 2008, ML declined the County of Maui's request to have
ML repurchase its illiquid SLARS investments. See Letter from Brennan
dated November 7, 2008, attached as Ex. "33."
147. On or about December 18, 2009, ML sent the County of Maui a Notice and
Offer to Purchase the County of Maui's remaining SLARS investments for
cash at par value. See Notice and Offer to Purchase dated December 17,
2008 attached as Ex. "34."
148. On or about December 22, 2008, ML sent a letter to the County of Maui
claiming that the County of Maui was not eligible for the repurchase offer
under the regulatory settlements. See Letter from Brennan dated December
22, 2008 attached as Ex. "35."
149. Subsequently, on September 23, 2009, ML offered to holders of SLM
Student Loan Trust Series 2003-10A Class AlE ARS (78442GJA5) to
repurchase $9.3 million of 1 tranche for 99.25% of par. The County of

Page 24 of 39

Maui accepted this offer. See Offer to Repurchase dated September 23,
2009, attached as Ex. "36."
150. On September 23, 2009, ML offered to holders of SLM Student Loan Trust
Series 2002-7 Class A8 ARS (78442GEU6) to repurchase $5.55 million of
tranche 1 at 94.125% of par. The County of Maui declined this offer. See
Offer to Repurchase dated September 23, 2009, attached as Ex. "37."
151. On September 24, 2009, ML offered to holders of SLM Student loan Trust
2003-10 AID ARS (78442GHZ2) to repurchase $61.5 million of 1 tranche
for 99.65625% of par. The County of Maui accepted this offer. See Offer
to Repurchase dated September 24, 2009, attached as Ex. "38."
152. On January 21, 2010 ML offered to holders of SLM Private. Credit Student
Loan Trust 2003-A Class A3 ARS (78443CAJ3) to repurchase $7 million
of tranche 1 at 7325% of par. The County of Maui declined this offer. See
Offer to Repurchase dated January 21, 2010, attached as Ex. "39."
153. As of April 9, 2010, the County of Maui has $32,000,000 par value in
illiquid SLARS remaining in its investment portfolio at ML.
D. Basis Of The Coultv Of Maui's Claims
154. The County of Maui's claims are based on ML's fraudulent and/or
negligent misrepresentations, ML's violation of the Exchange Act and Rule
10(b)-5, ML's breach of fiduciary duties, ML's breach of settlement
agreement with state regulators and ML's violation of Hawaii's blue sky
laws, in particular HRS §485-25.
COUNT I: VIOL TI

FEsN1

XCHANG A AND

RULE 10(1114 PROMULGATED THEREUNDER
155. As set forth herein, in order to have the County of Maui purchase SLARS,
ML intentionally and/or recklessly: (a) employed a device, scheme and
artifice to defraud the County of Maui with respect to the sale of SLABS;
(b)made untrue statements of material fact or omitted to state material facts
necessary in order to make the statements made not misleading; and/or
(c) engaged in acts, practices or courses of business which operated as a
fraud and deceit upon the County of Maui in connection with the sale and
purchase of SLARS, in violation of Section 10(b) of the Exchange Act (15
U.S.C. §78j(b)), and Rule 10b-5 promulgated thereunder.
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156. Between August 2007 and February 2008, ML employed deceptive
devices, in contravention of Rule 10(b)-5, which were intended to and did;
(i) deceive the County of Maui; (ii) enable ML to underwrite and serve as
an auction dealer for billions of dollars of ARS, and on which ML made
substantial underwriting and auction dealer fees; (iii) enable ML to sustain
an artificial market for ARS and conceal the risks of investing in ARS; and
(iv) cause the County of Maui to purchase risky ARS to move such ARS
off ML's balance sheets.
157. ML employed deceptive devices or contrivances, schemes and artifices to
defraud, and engaged in acts, practices, and a course of conduct as alleged
herein in an effort to deceive the County of Maui as to the liquidity, safety
and nature of ARS by, among other things, misleading the County of Maui
to believe that ARS were safe, short-term investments.
158. ML's scheme was furthered by the use, means, or instrumentalities of
interstate commerce and/or the mails, including but not limited to use of the
wires, by among other thing, ML personnel to plan and transmit to the
County of Maui and ML's financial advisors the research reports
concerning ARS described herein.
159. ML had actual knowledge of the devices, schemes, and artifices to defraud
and acts, practices, and course of business which operated as a fraud and
deceit upon the County of Maui, as set forth herein, or acted with deliberate
disregard of the fraudulent or deceitful nature of said conduct.
160. ML employed the devices, schemes, and artifices to defraud and engaged in
the acts, practices, and course of business described herein, knowingly or
deliberately and for the purpose and effect of (a) concealing the truth about
the value, liquidity, and risks of ARS from the County of Maui and (b)
supporting and maintaining the failing market for ARS.
161. If ML did not have actual knowledge of the devices, schemes, and artifices
to defraud and acts, practices, and course of business which operated as a
fraud and deceit on the County of Maui, it was deliberately reckless in
failing to obtain such knowledge by refraining from taking those steps
necessary to discover the purpose, nature, and effect of their conduct.
162. As a result of ML's devices, schemes, and artifices to defraud and acts,
practices, and course of business, the County of Maui purchased SLARS
between August 2007 and January 2008.
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163. In ignorance of the fact that the ARS were increasingly risky investments,
and relying on the representation that ARS were short-term liquid
investments, the County of Maui acquired SLARS and was damaged
thereby.
164. At the time ML employed the devices, schemes, and artifices to defraud
and engaged in the acts, practices, and course of business described herein,
the County of Maui was ignorant of ML's conduct, and believed ARS were
safe, short-term investments.
165. Had the County of Maui known the truth regarding the value, liquidity, and
risks of ARS, including the extent to which the market for ARS was
sustained by ML, the County of Maui would not have purchased ARS at
all.
166. By virtue of the foregoing, ML has violated Section 10(b) of the Exchange
Act and Rule 10(b)-5 promulgated thereunder.
167. As a direct and proximate result of ML's wrongful conduct, the County of
Maui suffered damages in connection with its purchase of ARS between
August 2007 and January 2008.
168. In addition to the foregoing, in order to have the County of Maui purchase
SLARS, ML engaged in a series of fraudulent and deceitful acts or
practices, including knowingly and/or recklessly making, among other
representations and omissions, the following representations and omissions
of material facts to the County of Maui:
(a) ML affirmatively marketed and sold SLARS to the County of Maui as
highly liquid investments at a time when ML knew that such SLARS were
increasingly at risk to become illiquid. ML misrepresented the nature of
SLARS in several reports emailed to the County of Maui by Kenan
Knieriem.
• On December 6, 2007, Kenan Knieriem emailed a report to the
County of Maui prepared by ML strategists entitled "Enduring value
in auction securities" dated December 6, 2007 wherein ML
explained that "the auction preferred market, offers excellent value
for investors looking for short-term instruments or money market
alternatives"; that "individual investors are largely shielded" from
problems facing the financial markets; that closed end fund preferred
auction rate securities were "a conservative's conservative auction
security"; that "[c]redit fears" were "largely misplaced in [the]
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auction market"; that "the worries of a failed auction are misplaced:
failed auctions are extremely rare, and investors may have an
exaggerated view of their consequences"; that the "main risk" for
investors in ARS was "lower rates"; and that "auction securities still
make sense for investors who need ready access to their funds."
• This December 6, 2007 report noted that ARS offered "extraordinary
values" for both the short-term investor and the "cash investor."
• On December 13, 2007, Kenan Knieriem emailed a report to the
County of Maui prepared by ML strategists entitled "Overview and
Update of Student Loan Auction Notes" dated December 13, 2007.
In this report, ML marketed SLARS citing "strong credit quality and
attractive yields" and reminding investors that "no failed auctions
have occurred in the student loan ARS market."
• On February 8, 2008, ML released for use by its sales force and the
public a research report entitled "Back to Basics in the Auction
Market" which, on the front page, touted the auction market's
"resiliency" and referred to "greater liquidity." The report
minimized the recent failures and encouraged customers to invest in
its securities.
• On February 12, 2008, Kenan Knieriem emailed the County of Maui
the report entitled "Back to Basics in the Auction Market" wherein
ML reiterated that ARS has only a "slightly lesser degree of
liquidity" than money market funds and reminds investors that
auctions "hardly ever" fail. ML further expressed that "Mlle reports
of the imminent demise of the auction market seem to be greatly
exaggerated, again."
(b) ML failed to disclose to the County of Maui, among other things, that:
(i) SLARS may not in fact meet the requirements of the County of
Maui's Investment Policy and/or the requirements for short-term
investments set forth in FIRS §46-50;
(ii) Beginning in August 2007 there was a substantial decrease in
market demand for SLARS;
(iii) ML as Auction Manager was increasingly purchasing SLARS
for its own account to conceal the decrease in market demand;
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(iv) ML was contemplating ending its decades-old practice of
supporting the ARS auctions, which it knew would cause the market
to collapse and render SLARS illiquid;
(v) Sellers and supply of ARS outstripped buyers and demand for
ARS; that this imbalance in supply and demand for ARS would lead
to auction failures; and
(vi) To avoid losses on its own balance sheets, ML needed to
intervene to create and perpetuate the illusion of ARS as safe, liquid,
short-term investments suitable for the County of Maui so it could
get ARS off its own balance sheet.
169. As ML intended, the County of Maui reasonably relied upon the
representations and omissions of ML in deciding on and after August 2007
to purchase SLARS from ML.
170. Through these research reports provided by Kenan Knieriem and similar
statements made within these reports and by email and telephone, ML
encouraged the County of Maui to believe that SLARS were a safe, shortterm investment, that sufficient market demand existed for SLARS and that
SLARS was a suitable investment for the County of Maui. The County of
Maui specifically relied on these reports, emails and verbal assurances in
buying SLARS.
171. Had ML honestly disclosed the growing risks associated with investing in
SLARS or had ML not engaged in a fraudulent scheme to unload its
inventory of SLARS on unsuspecting investors, the County of Maui would
not have purchased SLARS at all and/or would not have maintained its
investments in SLARS.
172. In addition, Rule 10b-5 prohibits a broker from purchasing securities
unsuited to the buyer's needs, where the broker knows or reasonably
believes that the securities are unsuited for the buyer, and the broker makes
material misrepresentations or fails to disclose material information relating
to the suitability of securities.
173. The County of Maui disclosed its Investment Policy to ML, which included
purchasing only short-term highly-liquid securities. ML also knew that the
County of Maui was limited in its investment options by Hawaii State law
and knew the limitations thereof. ML knew the County of Maui was
limited to short-term investments with a maturity less than five years from
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the date of investment. At all relevant times, ML was aware of the County
of Maui's investment objectives and limitations.
174. ML recommended that the County of Maui purchase SLARS from ML,
without reasonable grounds for believing that those investments were
suitable for the County of Maui. In fact, SLARS were not suitable,
particularly starting August 2007, and grew increasingly risky into 2008.
Yet, ML continued to sell SLARS to the County of Maui to reduce ML's
own inventory of SLARS and without regard to the suitability of such
investments for the County of Maui.
175. For these reasons, ML must repurchase the SLARS it sold to the County of
Maui at par and pay all damages arising from the illiquidity of the SLARS
in an amount to be determined at arbitration.
COUNT II: VIOLATION OF HAWAII'S BLUE SKY LAWS, HRS 4485-25

176. As set forth more fully herein, ML directly or indirectly: (a) employed a
device, scheme or artifice to defraud; (b) made untrue statements of a
material fact or omitted to state a material fact necessary in order to make
the statements made, in light of the circumstances under which they were
made, not misleading; and/or (c) engaged in transactions, practices, and a
course of business which operated as a fraud or deceit upon the County of
Maui in connection with the offer, sale and purchase of SLARS in the State
of Hawaii in violation of HRS §485-25.
177. As set forth herein, between 2007 and early 2008, the County of Maui
reasonably relied upon the fraudulent representations and omissions of ML
in deciding to purchase SLARS from ML. ML fraudulently and/or
recklessly made representations and/or omissions including but not limited
to the following:
(a) ML affirmatively marketed and sold SLARS to the County of Maui as
highly liquid investments at a time when ML knew that such SLARS were
increasingly at risk to become illiquid. ML misrepresented the nature of
SLARS in several reports emailed to the County of Maui by financial
advisors in ML's Honolulu office including Kenan Knieriem.
• On December 6, 2007, Kenan Knieriem emailed a report to the
County of Maui prepared by ML strategists entitled "Enduring value
in auction securities" dated December 6, 2007 wherein ML
explained that "the auction preferred market, offers excellent value
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for investors looking for short-term instruments or money market
alternatives"; that "individual investors are largely shielded" from
problems facing the financial markets; that closed end fund preferred
auction rate securities were "a conservative's conservative auction
security"; that "[c]redit fears" were "largely misplaced in [the]
auction market"; that "the worries of a failed auction are misplaced:
failed auctions are extremely rare, and investors may have an
exaggerated view of their consequences"; that the "main risk" for
investors in ARS was "lower rates"; and that "auction securities still
make sense for investors who need ready access to their funds."
• This December 6, 2007 report noted that ARS offered "extraordinary
values" for both the short-term investor and the "cash investor."
• On December 13, 2007, Kenan Knieriem emailed a report to the
County of Maui prepared by ML strategists entitled "Overview and
Update of Student Loan Auction Notes" dated December 13, 2007.
In this report, ML marketed SLARS citing "strong credit quality and
attractive yields" and reminding investors that "no failed auctions
have occurred in the student loan ARS market."
• On February 8, 2008, ML released for use by its sales force and the
public a research report entitled "Back to Basics in the Auction
Market" which, on the front page, touted the auction market's
"resiliency" and referred to "greater liquidity." The report
minimized the recent failures and encouraged customers to invest in
its securities.
• On February 12, 2008, Kenan Knieriem emailed the County of Maui
the report entitled "Back to Basics in the Auction Market" wherein
ML reiterated that ARS has only a "slightly lesser degree of
liquidity" than money market funds and reminds investors that
auctions "hardly ever" fail. ML further expressed that "[t]he reports
of the imminent demise of the auction market seem to be greatly
exaggerated, again."
(b) ML failed to disclose to the County of Maui, among other things, that:
(i) SLARS may not, in fact have meet the requirements of the
County of Maui's Investment Policy and/or the requirements for
short-term investments set forth in HRS §46-50;
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(ii) Beginning in August 2007 there was a substantial decrease in
market demand for SLARS;
(iii) ML as Auction Manager was increasingly purchasing SLARS
for its own account to conceal the decrease in market demand;
(iv) ML was contemplating ending its decades-old practice of
supporting the ARS auctions, which it knew would cause the market
to collapse and render SLARS illiquid;
(v) Sellers and supply of ARS outstripped buyers and demand for
ARS; that this imbalance in supply and demand for ARS would lead
to auction failures; and
(vi) To avoid losses on its own balance sheets, ML needed to
intervene to create and perpetuate the illusion of ARS as safe, liquid,
short-term investments suitable for the County of Maui so it could
get ARS off its own balance sheet.
178. Through the research reports provided by Kenan Knieriem and similar
statements made within the reports and by email and telephone, ML
encouraged the County of Maui to believe that SLARS were a safe, shortterm investment, that sufficient market demand existed for SLARS and that
SLARS was a suitable investment for the County of Maui. The County of
Maui specifically relied on these reports, emails and verbal assurances in
buying SLARS.
179. Had ML honestly disclosed the growing risks associated with investing in
SLARS or had ML not engaged in a fraudulent scheme to unload its
inventory of SLARS on unsuspecting investors, the County of Maui would
not have purchased SLARS at all and/or would not have maintained its
investments in SLARS.
180. For these reasons, ML must repurchase the SLARS it sold to the County of
Maui at par and pay all damages arising from the illiquidity of the SLARS
in an amount to be determined at arbitration.
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COUNT III:

FRAUD

181. As set forth herein, in order to have the County of Maui purchase SLARS,
ML knowingly and/or recklessly made misrepresentations and omissions of
material facts to the County of Maui.
182. Between August 2007 and February 2008, in order to have the County of
Maui purchase SLARS, ML knowingly and/or recklessly made
misrepresentations and omissions of material facts to the County of Maui
including, but not limited to, the following:
(a) Affirmatively marketing and selling SLARS to the County of Maui as
highly liquid investments at a time when ML knew that such SLARS were
increasingly at risk to become illiquid. ML misrepresented the nature of
SLARS in several reports emailed to the County of Maui by financial
advisors in ML's Honolulu office including Kenan Knieriem.
• On December 6, 2007, Kenan Knieriem emailed a report to the
County of Maui prepared by ML strategists entitled "Enduring value
in auction securities" dated December 6, 2007 wherein ML
explained that "the auction preferred market, offers excellent value
for investors looking for short-term instruments or money market
alternatives"; that "individual investors are largely shielded" from
problems facing the financial markets; that closed end fund preferred
auction rate securities were "a conservative's conservative auction
security"; that "[c]redit fears" were "largely misplaced in [the]
auction market"; that "the worries of a failed auction are misplaced:
failed auctions are extremely rare, and investors may have an
exaggerated view of their consequences"; that the "main risk" for
investors in ARS was "lower rates"; and that "auction securities still
make sense for investors who need ready access to their funds."
• This December 6, 2007 report noted that ARS offered "extraordinary
values" for both the short-term investor and the "cash investor."
• On December 13, 2007, Kenan Knieriem emailed a report to the
County of Maui prepared by ML strategists entitled "Overview and
Update of Student Loan Auction Notes" dated December 13, 2007.
In this report, ML marketed SLARS citing "strong credit quality and
attractive yields" and reminding investors that "no failed auctions
have occurred in the student loan ARS market."
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• On February 8, 2008, ML released for use by its sales force and the
public a research report entitled "Back to Basics in the Auction
Market" which, on the front page, touted the auction market's
"resiliency" and referred to "greater liquidity." The report
minimized the recent failures and encouraged customers to invest in
its securities.
• On February 12, 2008, Kenan Knieriem emailed the County of Maui
the report entitled "Back to Basics in the Auction Market" wherein
ML reiterated that ARS has only a "slightly lesser degree of
liquidity" than money market funds and reminds investors that
auctions "hardly ever" fail. ML further expressed that "[t]he reports
of the imminent demise of the auction market seem to be greatly
exaggerated, again."
(b) Failing to disclose to the County of Maui, among other things, that:
(i) SLARS may not in fact meet the requirements of the County of
Maui's Investment Policy and/or the requirements for short-term
investments set forth in FIRS §46-50;
(ii) Beginning in August 2007 there was a substantial decrease in
market demand for SLARS;
(iii) ML as Auction Manager was increasingly purchasing SLARS
for its own account to conceal the decrease in market demand;
(iv) ML was contemplating ending its decades-old practice of
supporting the ARS auctions, which it knew would cause the market
to collapse and render all SLARS illiquid.
(v) Sellers and supply of ARS outstripped buyers and demand for
ARS; that this imbalance in supply and demand for ARS would lead
to auction failures; and
(vi) To avoid losses on its own balance sheets, ML needed to
intervene to create and perpetuate the illusion of ARS as safe, liquid,
short-term investments suitable for the County of Maui so it could
get ARS off its own balance sheet.
183. ML made these false statements and fraudulent omissions to the County of
Maui with the intention of inducing them to continue to participate in the
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SLARS market, and to avoid ML from becoming unable to sell its SLARS
inventory.
184. Iii justifiable reliance upon ML's misrepresentations and omissions, and
without knowledge of the truth, the County of Maui purchased SLABS
from ML. Had the County of Maui known the truth, the County of Maui
would not have invested in SLARS at all and/or would not have maintained
its holdings of SLABS.
185. As a result of these false and fraudulent misrepresentations, when ML
abandoned the auctions, the County of Maui ended up holding illiquid
SLARS. Had ML acted honestly, the County of Maui would not have
purchased and/or would have sold its SLABS and ML would hold the
illiquid securities, not the County of Maui.
186. ML must repurchase the SLARS it sold to the County of Maui at par and
pay all damages arising from the illiquidity of SLARS, in amounts to be
determined at trial, plus punitive damages.
COUNT IV: NEGLIGENT MISREPRESENTATION

187. As set forth herein, ML made false and misleading statements of material
fact regarding the advisability of investing in SLARS and the nature and
liquidity of SLARS.
188. ML failed to exercise due care in providing information to the County of
Maui regarding the advisability of investing in SLABS and the nature and
liquidity of SLARS.
189. The County of Maui reasonably relied on the material misrepresentations
made by ML regarding the advisability of investing in SLABS and the
nature and liquidity of SLARS.
190. As a direct and proximate result of ML's failure to exercise due care in
making these representations regarding SLARS, the County of Maui has
suffered damages in an amount to be determined at arbitration.
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COUNT V: CONSTRUCTIVE FRAUD
191. MI. owed fiduciary duties to the County of Maui because of its superior
knowledge, skill, judgment and expertise in the ARS markets, including,
but not limited to, whether ARS auctions were failing, the extent to which
ML increasingly had to support the auctions, ML's intent (or lack thereof)
to continue to support the auctions, and the extent to which the liquidity of
the ARS were based on ML's support of the auctions.
192. ML owed fiduciary duties to the County of Maui to not engage in
deceptive, dishonest, or unfair practices in relation to the sale of ARS to the
County of Maui and to consider the County of Maui's need for liquidity in
recommending SLARS to the County of Maui.
193. Between August 2007 and February 2008, ML made misrepresentations
and omissions of material facts to the County of Maui regarding, among
other things, the advisability of investing in ARS, the nature of the ARS
market including ML's involvement in the market, and the liquidity of
ARS.
194. The County of Maui was entitled to rely on ML's misrepresentations and
on the assumption that all material facts which ML was obligated to
disclose to it had been disclosed.
195. The County of Maui did rely, to its detriment, on ML's misrepresentations
and on the assumption that all material facts had been disclosed when it
purchased and maintained its inventory of ARS.
196. ML's constructive fraud was intentional, deliberate and in willful violation
of the duties which ML owed the County of Maui.
197. ML's constructive fraud directly and proximately caused the County of
Maui damages in an amount to be proven at arbitration.
198. ML's constructive fraud had a detrimental effect upon public interests and
public or private confidence.
COUNT VI: FRAUDULENT CONCEALMENT
199. ML intentionally concealed or suppressed material facts including, but not
limited to, whether ARS auctions were failing, the extent to which ML
increasingly had to support the auctions, ML's intent (or lack thereof) to
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continue to support the auctions, and the extent to which the liquidity of the
ARS were based on ML's support of the auctions.
200. ML made these false statements and fraudulent omissions to the County of
Maui with the intention of inducing it to continue to participate in the ARS
market, and to avoid ML from becoming unable to sell its ARS inventory.
201. As a result of its superior knowledge, skill, judgment and expertise in the
ARS markets and its contractual relationship with the County of Maui, ML
had a duty to disclose such facts to the County of Maui.
202. The County of Maui was unaware of the facts that the ARS auctions were
failing, the extent to which ML increasingly had to support the auctions,
ML's intent (or lack thereof) to continue to support the auctions, and the
extent to which the liquidity of the ARS were based on ML's support of the
auctions.
203. Had the County of Maui known the truth, the County of Maui would not
have invested in ARS at all and/or would have sold its ARS.
204. As a result of the concealment and suppression, when ML abandoned the
auctions, the County of Maui ended up holding illiquid SLARS. Had ML
acted honestly, the County of Maui would not have bought or would have
sold its SLARS.
205. As a result of ML's conduct, the County of Maui has suffered substantial
damages in an amount to be determined at arbitration.
COUNT VII:

BREACH OF FIDUCIARY DUTY

206. Pursuant to its duties owed to the County of Maui and as a result of its
superior knowledge, skill, judgment and expertise of the ARS markets, ML
owed fiduciary duties to the County of Maui.
207. ML breached its fiduciary duties to the County of Maui in and after August
2007 by not disclosing to the County of Maui that SLARS was not a
suitable investment for the County of Maui and by not disclosing its
superior knowledge of the ARS markets including the nature and risk of
investing in SLARS, whether the ARS market was facing dislocation, the
extent to which ML increasingly had to support the auctions, and ML's
intent (or lack thereof) to continue to support the auctions.
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208. As a result of ML's breach of fiduciary duties, the County of Maui
purchased SLARS from ML and/or maintained its investments in SLARS
even as ML knew the market was collapsing.
209. For these reasons, ML must purchase the SLARS it sold to the County of
Maui at par and pay all damages arising from the illiquidity of the SLARS,
in an amount to be determined at arbitration.
COUNT VIII: BREACH OF SETTLEMENT AGREEMENTS WITH STATE
REGULATORS
210. On or about August 21, 2008, ML entered into a Settlement with various
state and federal regulators.
211. As part of this Settlement, ML agreed to repurchase illiquid ARS from
individuals, not-for-profit organizations and small businesses. ML further
agreed to use its "best efforts" to provide liquidity solutions to institutional
investors.
212. On or about June 29, 2009, ML entered into an Assurance of
Discontinuance Pursuant to [NY] Executive Law §63(15) ("Assurance")
with the New York Attorney General wherein ML promised to
"expeditiously provide liquidity solutions for institutional investors."
213. The Settlement and the Assurance are enforceable contracts.
214. The County of Maui is an intended third-party beneficiary of the Settlement.
215. Despite repeated demands by the County of Maui, ML breached the
Settlement by not repurchasing the County of Maui's SLARS in cash at par
value or in the alternative by not using its best efforts to provide liquidity
solutions to the County of Maui.
216. ML must provide the promised liquidity by repurchasing the SLARS it sold
to the County of Maui at par and compensate the County of Maui for all
damages incurred as a consequence of the illiquidity of the SLARS ML
sold to the County of Maui.
E.

Relief Requested
The County of Maui seeks the following relief:
A.

For judgment hi the County of Maui's favor against ML;
.
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F.

B.

For judgment directing ML to repurchase all remaining SLARS held
by the County of Maui that it purchased from ML;

C.

For an award of general and special damages in the amount of
$32,000,000.00 against ML or in an amount to be determined at
Arbitration;

D.

For damages and/or costs resulting from the filing of the FINRA
Arbitration;

E.

For punitive damages against ML in the amount of $32,000,000.00
or an amount to be determined at Arbitration;

F.

For an award of attorneys' fees and costs against ML; and

G.

For such other and further relief as the Arbitrators deems
appropriate.

Request for Hearing

Claimant is a political subdivision of the State of Hawaii. Claimant respectfully
requests that the arbitration hearing take place in Honolulu, Hawaii, the closest
hearing location to the Claimant.

Dated: April 9, 2010

Respectfully Submitted,
GOODS1LL, ANDERSON, QUINN & STIFEL
A Limited Liability Law Partnership LLP

B

avid J. Reber
oachim P. Cox
Claire E. Goldberg
Attorneys for Claimant
The County of Maui
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