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Plaintiff Securities and Exchange Commission (“Commission”) alleges the
follbwing against defendants UBS Securities LLC and UBS Financial Services, Inc.
(coliectively “UBS” or “Defendants™): |

NATURE OF THE ACTION
L This is a case in which the Defendants misléd tens of thousands of its customers
regarding the fundamental nature and increasing risks associated with aﬁction'réte
securities (“ARS” or “ARC™)) that UBS undérwrote, marketed and sold. Through its
financial advisors (“FAs™), marketing materials, and account statements, UBS
misrepresented to its customers that ARS were safe, highly liquid investments thﬁt were
equivalent to cash or money-market funds. As a result, numerous customers invested
their savings in UBS’s ARS that they needed to have available on ﬁ short-term basis.
2. Inthelatter part of 2007 and earl)‘r 2008; UBS’s senior management was aware of
undisélosed risk factors associated with its ARS program, including concerns about its

ability and willingness to support the auctions. As evidence of the importance of this




type of information to investors, at the end of 2007 and in early 2008; sév_cral senior
executives sold ail or some of their personal ARS holdings after becoming aware of the
mounting institutional and market related problems facing the program

3. On February 13, 2008, UBS determined that it would not continue to support
auctions, as it had historically done, and that it would let its auctions fail. As a direct
result of auction failures, over forty thousand UBS customer accounts holding more than
$35 billion in auction rate securities had .their investments rendered virtually illiquid
overnight and, because of the illiquidity, many customers incurred mark to market losses
on the par value of their ARS investments held at UBS. Customers who did sell their
securities in the secondary market had to do so at a loss.

4. By engaging in the conduct described in the Complaint, the Defendants violated -
Section 15(c) of the Securities Exchange Act of 1934 [15 U.S.C. §780(c)]. Accordingly,
the Commission seeks: (a) entry of permanent injunctions prohibiting the Defendants
from further violations of thf: relevant provisions of the Exchange Act; (b) the imposition
of a civil penalty against each dcfénd‘an‘t_;_‘ and (c) any other relief this Court deems -
necessary and appropriate under the;_ clrcumsfaxfees . - :I.;- -k“ |

JURISDICTION AND VENUE

5. This Court has jurisdiction over this matter pursuant to Sections 21(d)(1), 2 lte),
21(f), and 27 of the Exchange Act {15 U.S.C. §§ 78u(d)(1), 78u(e), 78u(f), and 78aa].
6. UBS, directly or indirectly, used the mails and means and instrumentalities of

interstate commerce in connection with the acts, practices, and courses of business

alleged herein.













the security and is typically called the maximum rate or, in industry parlance, the “max
rate.” The max rate will apply until the next successfil auction, if any. The max rate

may be higher or lower than the pﬁor auction clearing rates or the rates available on other
securities of similar credit quality.

UBS Financial Advisors And Customer Account Statements Represented
That ARS Are Cash Alternatives .

18.  Through its FAs, UBS marketed ARS to its customérs as cash alternatives which
could be liquidated at the customer’s demand on the next auction date. As a result, many
customers placed money in these investments that they might need in the short-term, such
as for a down payment on a hoﬁse, medical expenses, college tuition, or taxes. In many
cases, UBS did not advise these customers that, under certain circumstances, the funds
invested for short-term needs could be tied up indefinitely, and that other products that it
marketed as cash alternatives did not carry this same risk.

| 19. The monthly account statements sent to UBS customers listed ARS under the
heading “cash alternatives” or “money market instruments.” These characterizations
caused customers reasonably, albeit erroneously, to believe that the safety and liquidity

| ~ features of their ARS investments were similar to those of other cash alternatives UBS
offered, such as United States Treasury securities, FDIC-insured certificates of deposit,
and commercial paper.

20.  Further, although UBS also used the term “money market instruments™ to
dc_mcribe ARS to some customers in these account statements, UBS knew or was reckless
in not knowing that this characterization was inaccurate and misleadiﬁg, since it

understood that money market funds generally did not hold ARS because of the potential-







knowing that the vast majority of its ARS customefs had not received any offering
documents, which in any event did not disclose all material Liquidity risks of ARS,

UBS’s Online ARS Marketing Materials Were Misleading

23. © Many UBS customers had participated in the ARS market for several years prior
to the marl;ct collapse in early 2008. During most of this time, UBS made no formal
disclosures to the majority of its customers concéming the investment risks associated
ﬁth ARS purchases. Further, UBS knew or was reckless in not knowing that most of |
these customers had not received an offering document such as a prospectus, because the
ﬁrxﬁ_ was only required to provide the. prospectus to the initial purchasérs of a security,
"and not to the subsequent purchaser of the security.
24.  Starting in October 2007, UBS created and placed information on its intemet
website concerning ARS purchases that reinforced the “cash alternative” characterization | _
found on its customers’ account statements. For instance, one such internet document
entitled “Cash & Cash Alternatives: Addrqssing your short term needs,” indicated that
liquidity refers “to the ability to quickly convert investments into cash when you need it”
and listed ARS among those types of products that “are highly liquid, short-term
investments.” This document made no rgfergnce to any liquidity risks associated with
holding ARS. Further, the document contained no hyper-link or reference to other UBS
publications that might contain more detailed information about ARS. While the
document stated that a “UBS financial adviser can provide you with more information
about the features, credit quality and risks of these instruments,” a customer viewing.this
document would have no reason té know of or inquire about the liquidity risks associated

with ARS.




25.  Other inqunation availéble on UBS’s internet website in October 2007 provided
more detailed information concerning the liquidity risk involved in holding ARS.
Specifically, the section of the website entitled “Putting Liquidity to Work: A Guide to
Cash Alternatives,” disclosed, among other things, that UBS éupported au;:tions which
would otherwise fail without UBS support, but that UBS was not obligated to do so in the
future, and that the firm bids in a large percentage of auctions and believed a significant
number_ of auctions would fail if it did not do so. | |

26.  Notwithstanding this disclosure on the website, UBS had 0 requirement that its
FAs provide this recently posted information to existing or new customers before, at the
time of, or after a purchase of ARS, or to otherwise direct the customer to the website for
addiﬁonal information concerning risks associated with ARS. Moreover, many UBS FAs
were not even aware of this infonpation'. As a result, many UBS customers also were not
informed about the availability of this information, which in any event did not disclose all

material liquidity risks of ARS.

UBS Knew Or Was Reckless In Not Knowing That The Structure Of ARS
Led To Increased Liquidity Risks In Latter Half of 2007

27. By September 2007, the head of the municipal securities group acknowledged in |

an email that auction failure is “a major issue” and that “auctions really could fail.” _

28.  On December 20, 2007, the chief financial ofﬁqer for the UBS parent wrote to the
iaighest level executives at the company to express his thoughts about the firm’s
rhunicipal securities business, including the ARS segment, and stated that with respect to
a fundamental feature of ARS, “funding long term assets w1th short-term money is
fundamentally flawed.” The chief executive officer for UBS’s entire Americas

operations, responded, “I fully understand and agree with your vieWs...This_type of






1980s, UBS made both issuers and customers aware of this record bf successful auction
support when questions arose as to the safety and liquidity of ARS. During this time
period, UBS had no significant capital constraints limiting its ability to make the
necessary 'sﬁpporting bids at auctions. However, it continued to cite this record of
success right up to the day of auction failure, even though its prior capitél position and
fiexibility had been significantly diminished by that point.

32.  Inthe latter part of 2007, losses in capital related to its investments.in the sub-
ptime mortgage industry and other areas created significant balance sheet stress for UBS.
On December 11, 2007 the chief risk officer sent an email to the head of the municipal

| sécurities group which noted that the ARS inventory had exceeded UBS’s internal limits,
and stated: “I am very nervous about getting long a bunch of paper... We can’t afford to
have another blow up at the [Investment Bank]...[you] must keep a lid on inventory.
You must get below yc;ur limit also.” The head of the municipal securities group

~ responded that “I understand the need completely to move this paper down,” and am
“pﬁshing every angle here to move product.” |

33.  The financial stress that UBS experienced as a result of subprime mortgage
losses, and in other areas, restricted its ability to acquire additional assets, inéluding ARS,
becaﬁse every additional dollar in purchased assets also required some commitment of
UBS’s strained capital resources to fund the purchase.

34.  This rising inventory was caused by ARS that UBS acquired as a direct result of
having placed supporting bids for auctions that would have otherwise failed because of .
lack of customer demand. Unless customer demand increased in subsequent auctions, or

UBS could sell this inventory to an investor outside of the auction process, this inventory
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above market rates for instruments of éimilar credit quality — the latter class, the student

loan ARS, generally had a low max rate reset, in some cases well below market rates for

instruments of similar credit quality.

37.  The total amount of outstanding student loan ARS handled by all Wall Street

. firms at the end of 2007 Was a little over $80 billion. UBS was the leader among all
-firms, being the underwriter and remarketing agent for nearly a thmd of those ARS, or

“about $26 billion. _Studen£ loan ARS comprised the largest class of ARS in UBS’s
program, and thus the most common type of ARS that its customers could purchase.
Thus, the very auctions in which UBS was experiencing an increasing need for auction
éuppon were the very ones that would bring potentially below market securities onto its
own capital constrained books, creating additional balance sheet stress and a further
business impediment to it supporting auctions.

38.  Due to the numerous and growing problems associated with its ARS program, in
mid-December 2007 certain senior managers within the ‘municipal securities group
expressed a desire to restructure the entire $26 billion Student Loan ARS book of
business into a different type of product which was known as a Variable Rate Demand
Oﬁligation, or VRDO. This type of instrument would have a liquidity backstop provided
by a letter of credit ﬁ'om a financial institution that the issuers, with UBS’s assistance,
would have to obtain. These managers believed that w'ith this liquidity backstop it could
successfully sell VRDOs to money market funds. In a December 12, 2007 email, a senior
manager in the municipal securities group stated, “[t]he Entire book needs to be
restructured out of Auctions...we need to be in the B’s [billions] to be meaningful...prior

. to hitting max rates.” With regard to the ability to find a liquidity backstop for failed
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ARS customer] because an owner of the high caps will do very well, an owner of the
formulaic caps will do.less well.”

43.  Notwithstanding its importance to customers, UBS provided misleading
information to the inveﬁting public concerning max rate resets on student lqan. ARS in the
form of a UBS research analyst report made public and dated February.6, 2008. This
i‘éport provided analysis highlighting several current liquidity risks assqciated with UBS
ARS. In describing what happens in the event of auction failure, the report stated:
“Though the maximum rate varies by deal structure, it is typically punitive to the issuer.
Thus, in many cases, it is in the best interests of the iséucr to ﬁlakc investors whole and
restructure the bonds...” While this understanding would indeed be of comfort to a
customer that owned ARS that had such & max rate reset, the report provided no
information about what happens when an auction fails in student loan ARS, which in
many cases actually leads to a maximum rate that is non-punitive to the issuer, and
which was a primary reason that certain UBS executives were concerned about owning
these ARS in UBS’s own inventory. 'I'his was an important omission because while the
report said the max rate was “typically” punitive to the issuer, in the case of UBS’s
clients, where student loan ARS dompﬂsed the most commonly held ARS, the max rate
- was typically punitive to the customer.. o

44.  The next day senior management conducted a conference call attended by over.

- 2000 wealth management group FAs devoted pﬁmarily to the issﬁe of addressing
concerns regarding ARS and how to communicate with the firm’s customers about those

issues. The host of the call stated, “our primary objective is to be able to convey factual
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