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behalf of all others similarly situated,
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" RICHARD E. CAVANAGH, Director of the
BlackRock Credit Allocation Income Trust II,
Inc.; KAREN P. ROBARDS, Director of the
BlackRock Credit Allocation Income Trust II,
Inc.; FRANK J. FABOZZI, Director of the
BlackRock Credit Allocation Income Trust II,
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of the BlackRock Credit Allocation Income
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of the BlackRock Credit Allocation Income
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HUBBARD, Dlrector of the BlackRock
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Credit Allocation Income Trust I, Inc,;
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BlackRock Credit Allocation Income Trust II,
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BlackRock Credit Allocation Income Trust II,
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Former Director of the BlackRock Credit
Allocation Income Trust I, Inc.; KENT
DIXON, Former Director of the ‘BlackRock
Credit Allocatlon Income Trust II, Inc.;
ROBERT S. SALOMON, JR., Former
Director of the BlackRock Credit Allocation
Income Trust II, Inc.; BLACKROCK
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Corporation, MERRILL LYNCH & Co., Inc,,
a Delaware Corporation, BANK OF
AMERICA CORPORATION, a Delaware
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GROUP, INC.,, a Pennsylvania Corporation,

" Defendants,

" IN'THE CIRCUIT COURT FOR BALTIMORE CITY .
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Plaintiff, Hinda Wachtell (“Plaintiff”), by and through her attorneys, alleges on personal
knowledge as to ail facts related to herself and on information and belief as to a.ll other matters,
ao_foilows: o

L INTRODUCTION

1 ‘This lawsuit arises out of Defendants’ broach of their common law.fiduciary duty
to .treat different classes of shareholders  fairly. Defendants breached this' duty when they
redeemed the preferred shares (the ‘“Preferred Shares”) of the BlackRock Credit Allocation

Income Trust II, Inc. (the “Fund” or “PSY”) for the- amount they would have received on a

‘ ~ liquidation of the Fund (the “Liquidation Prefcrehcc"), which represented a premium over the

. mai_fke_t value of those shares at the time, while: not offering the same opportunity to the Fund’s

corﬁmon shores to be redéeined at a premium over their market .value. _The Fund had no
obligation to redo,em the Preferréd Shares, nor did the redemption provide ariy boneﬁt to the
Fund _or the comomon shareholders. Instead, the “Bank and Broker Defendants” (as defined
below) pressured the Fund’s tfustees to satisfyvthe Bank and Broker Defendants’ own obligations
to purchase the Preferred Silares. This course of self-dealing by the Defendants unfairly favored
the Fund’s Preferred Sharcholders over the Fund’s common sharcholders.

2. Plaintiff brings this class action lawsuit on behalf of herself and all other
individuals who were beneficial owners of common shares of the Fund at any time from June 5,
2008 through the present (the “Class Period”).

3. The Fund is a olosed-end investment company, incorporated on January 23, 2003
as a Maryland Corporation. The Fund raised money from the issuance of its common shares, and

invested that money in securities to earn a yield for its common shareholders.

-



4, - In adciition fo issﬁing the common stock held by Plaintiff and the members of the
putative class, the Fund issued Preferred Shares. The Preferred Shares bore a preferred dividend
right, with the dividend rate reset periodically through an auction mechanism, subject to a cap.
Auctions were held monthly, and prospective buyers submitted an interest rate at which they -
would pay $25,000 per share. The lowest clearing-rafé woulc; determine the dividend, unless the
lowest rate exceéded the cép (ifl which case the cap determined the rate).. At $25,QOO per share, _
the Preferi'ed Shares were marketed towards high net WOl'ﬂ"ll inveétors.

5. In effect, the Preferred Shares pro'\./ided the Funds with long-term financing at
short-term interest rates, Ordinarily, the auction ﬁe_chaniém was intended to and did pi'ovidé
liquidity to the holders of Preferred Shares, as the Preferred Shareholders were ablle 10 sell their
Preferred Shares at auctioh-;aithough signiﬁcantly ﬁeithef ﬁxe Defendapts nor the Fund wefe
under any obligation to provide liquidity to the holders of the Prcféned.Shares. The Preferred
Shares also provided certain benefits to the Fund and the common éhéreholders, including
flexibility, as under the Investment Company Act of 1940 (the “ICA” or the “40 Act;-’) the Fund
was ;cquircd to maintain less coverage collateral for Preferred Shares -than for debt; and as equity
sedurities, the Preferred Shares had no maturity and did not ever have to be repaid.

6. Like most closed-end funds, the Fund had no émployees of its own. Instead, the
sponsor of the Fund entered into an agreément with the Fund to serve as an investment advisor
with authority to manage its investments and all operation_s—-—services that the Fuﬁd sponsor
provided for a fee. PSY was advised by affiliates of BlackRock, Inc. (“BlackRock™), as
BlackRock was the Fund’s sponsor. As such, all of the Fund’s employees and officers wére

employees, officers, or directors of BlackRock. BlackRock provided similar services to the 98

other closed-end funds it sponsored.



7. Merrill Lynch & Co., Inc. (“Merrill Lynch” or “Merrill”), PNC Financial Services
Group, Inc. (“PNC”), and Bank of America Corporation (“Bank of America™) have owned
sul:stantial portions of BlackRock’s common stock and capital stock since 2006 (although Bank
of America did not own such an interest until it acquired Merrill Lynch on January 1, 2009).
:Merrill Lynch, Bank of America, and PNC all earned substantial fees by marketing auction rate
preferred shares (“- ARPS™) 1ssued by a vanety of funds to investors, The Preferred Shares of the
Fund are an example of the ARPS that were issued by numerous funds managed by many
different fund sponsors

.8. In February 2008 the market for ARPS collapsed and the auctions all froze The

. ARPS as well as the Fund’s Preferred Shares, became illiquid and lost a substant1al portion -of
'thelr value Smce then, Merrill Lynch, Bank of America, and PNC (or their wholly owned .
subsidiaries) have been requn'_ed in settlements with governmental authorities to buy -the illiquid
auction_-rate securilies frOrn.investol's who still held them and to reimburse the losses of any

investor whe sold ARPS on the secondary marketi.

9. l3ut starting m 2008, tlhe Individual Defendanls caused the Fund, acting through
its BlackRock-employed officers, to purchase the Preferred Shares and replace them with less
favorable debt financing. When the Fund purchased the Preferred Shares, it relieved Merrill
Lynch, PNC, and Bank of America of that otherwise burdensome expense. The Individual
Defendants took these actions lo further their own interests and those of the Fund’s investment
advisor and its affiliates, including Merrill Lynch, Bank of America, and PNC, to the detriment
of the common shar_eholders.. By causing the Fund to purchase the Preferred Shares for a
substantial premium over their market value, the Defendants unfairly favored the Preferred

Shareholders over the common shareholders, thereby breaching the fiduciary duties they owed
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directly to the Fund’s common shareholders. By this action, Plaintiff seeks to recover the
damages this coﬁduct caused them and the Class.

10.  Plaintiff does not assert by this action any claim arising from a..misstatement or
omission in cbnnection with the purchase or sale of a security, nor does Plaintiff allege that -

Defendants engaged in fraud in connection with the purchase or sale of a security.
IL. PARTIES

A. Plaintiff

11, Plaintiff Hinda Wachtel is a resident of the State of Florida. Plaintiff has owned

common shares in the Fund since at least February 2007 ‘
B. Ind'ividual Defendants |
12.  The Fund is managed by its Board of Directors. ‘The Trustées_,. are re;ponsible for
the overall management and supervision of the affairs of the Fund. The mémbers of the Bo&d of
Trustees during the Class Period include the folloﬁng “Indivi(iual Defendants™:
| - (a)  Defendant Richard E Cavanagh, diréctor of the BlackRock Credit
Allocation Income Trust IT, Inc.;
(b) Defendant Karen P. Robards, Airector of the BlackRock Credit
Allocation Income Trust II, Inc.; | _
(c) Defendant Frank J. Fabozzi, director of the. BlackRock Credit
Allocation Income Trust II, Inc.;

) Defendant Kathleen F. Feldstein, director of the BlackRock Credit

Allocation Income Trust I, Inc.;
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(e)- n Defendant James T. Flynn, director of the BlackRock Credit Allocation
Income Trust II, Inc.;

()  Defepdant Jerrold B. Harris, director of the BlackRock Credit
Allocation Income Trust II, Inc.; .
| ((5) Defendant R. Glenn Hubbard, director of the BlackRock Credit

Allocation Income Trust 11, Iné.;

(h):  Defendant W. Carl Kester, director of the BlackRock Credit Allocation

Income Trust I, Inc.;

(i)’ = Defendant Richard S. Davis, director of the BlackRock Credit Allocation

- Income Trust I, Inc.;

()] Defendant Henry Gabba);, director of the BlackRock Credit 'Ail'ocatioﬁ
Income Trust Ii, Inc.; |

(3] - Defendant G. Nicholas Beckwith, HI,r'former director of the BlackRock
Crc_dit Allocﬁtion income_Tmst .II., Inc.; -

d) Defen&ant Kent Dixon, former director of the BlackRock Credif
Allocation Income Trust II, Inc.; and

(m) Defendant Robert S. Salomon, Jr., former director of the BlackRock

Credit Allocation Income Trust II, Inc.

C. Bank and Broker Defendants

n) Defendant BlackRock Credit Allocation Income Trust II, Ine., a
Maryland corporation located at 351 West Camden Street, Baltimore, Maryland, 21201,

(o) Defendant BlackRock, Inc., an investment advisor and Delaware

corporation,



(i’) Defendant Merrill Lynch & Co., Inc., a Delaware corporation and
wholly owned subsidiary of Bank of America,

(ci) Defendant Bank of America Co_rpofatibn, a Delaware co_i'ppration, and

(9] Defendant PNC Financial Services» Group, Inc.,a Pennsylvania

corporation.k
III. JURISDICTION AND VENUE

13.  This Court has jurisdiction over the parties pursuant to Md.. Code Ann,, Courts.&
Jud. Proc. § 1-501. o o

14.  Venueis proper pursuant to Md. Code Ann, épurts & Juci. Proc. § 6-261 because
Defendant BlackRock Credit Allocation income Trus_i Ii, Inc. .i'esides and carries on regnlnr'
business in Baltimore City. |

- IV.  FACTS
A. Background
(i) The Fund and its Shareholders

15.  PSY isan investment company subject to the ICA. |

16. The Fund issued two classes of shares, common shaircs and Preferred Shares. The
Fund routinely declared dividends to both classes of shares. The Preferred Shares had a
preference in both cumulative dividends and distributions on liquidation of the Fund. If the Fund
were to liquidate, the Preferred Shareholders had a right to receive $25,000 for each share and all

accrued dividends; the remainder of the Fund’s assets would be distributed to the ‘common

shareholders.
17.  The dividend rate for the Preferred Shares was determined through weekly

auctions, but was subject to a cap if the results of the auction were too high relative to prevailing
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interest rates. Aeditiona;iiy,'the formula pfovided a rate in the event that the auetions failed. The
auctions were also designed to ﬁrovide a ready source of liquidity to the Preferred Shareholders,
as the Preferred Shares did not trade on a national exchange. Until February 2008, the auctions
functioned and the Preferred Shares remained liquid through the auction mechanism.

| 18.. In accordance with the ICA, the holders of the Preferred Shares were entitled

exclusively to vote for two of the 10 trustees of the Fund, and the holders of the common shares

were entitled to vote along with the Preferred Shares for the remafniﬁg trustees.

19.  As described in materials filed with the Securitics and Exchange Commission

o (“SEC”) or otherw1se pubhshed to the mvestmg public; a key piece of the Fund’s mtended return
* was to be attained. using ﬁnanc1a1 leverage For the Fund, financial leverage was the dlfference

| between the low rates paid by the Fund on its Preferred Shares and the retumns the Fund would

realize on its investment portfolio. The effect of this leverage was reflected in the Fund’s regular

.cash distributions to common, shareholders ahd described in the Fund’s regular reports to its

shar_eholders.'

20, Tile Preferrea éhares issued by the f‘und represented quite favorable financing forv
the Fund’s common shareholdere for several reasons, including: the interest rate and other costs
were very favorable; the financing was perpetual; the constraints on the Fund associated with the
Preferred Shares were minimal; and the Preferred Shares represented committed financing at a
time when financing for almost -any business was unusually difficult and costly to obtein. By

issuing the Preferred Shares, the Fund’s common shareholders obtained long-term leverage

financing at short-term rates.
21. The Fund did not guarantee, however, that the market for the Preferred Shares

would remain liquid. Unlike the common shares, the Preferred Shares were not traded on a
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national index. | The Fund cautioned prospective purchasers of the Preferred Shares that auction
failures were possible. Nor did the Fund guarantee that the Preferred Shares would continue to
trade at $25,000—which was the Preferred Shares’ issuanéc price and liquidation preference.
Because the Preferred Shares of the Fund cannot be redeemed by the Fund at the option of the
Preferred Shareholders, the Preferred Shares could trade };elow thei,r liquidation value if the risks
associated with the s;ecurities s;n‘passed the dividend rate. Because the divideﬁd rate was capped,
that is precisély what happened to the Fund in the spring of 2008 when, as described Below, the
auction mecixanism ccased to function i
(ii) The Defendants’ Participation in the Augtiox{ Rate Sharé Marketplace
a BlaékRock and the Individual Defendants | |

2. Including PSY,'tl;e.Fund at issue here, -BléckRécik sponsors 99 closed-end funds,
many of which issued auétioﬁ rate securities similaf to ;che Préferred Shéres. In 2008, BléckRock
had nearly $1.307 trillion in assets under management; by 2010, thaf nuihB.er had grown to
$3.561 trillion. Each of the 99 closed-end funds managed.by BlackRock generates substantial
management fees; for instance, PSY paid _about 1'.02% of its annual as.scts to BlackRock ona
market capitalization of $473 million in the year ending October 31, 2010. As explained. in more
detail below, however, BlackRock was dependent on its Broker;Dealers to distribute not just its
closed-end funds, but virtually all of its retail fund business.”

23. In addition to serving as trustees of the Fund, the Individual Defendants served in
similar capacities on behalf of a large number of the other closed-end funds sponsored by
BlackRock, The follpwing table summarizes the number of closed-end funds on which each

Individual Defendant serves (or served) as trustee or director, and the most recent approximate
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aggregate annual compensation received by each Individual Defendant from all of the closed-end

funds as a whole:
. Most Recent
Aggregate Annual
Number of BlackRock | Compensation
: Closed-End Funds on | From Management
{ Defendant . which Defendant of the Closed-
- Served as a Trustee or | Funds
Director )
Richard E. Cavanagh 99 $370,448.00
Karen'P. Robards K 99 $350,000.00
Frank J, Fabozzi 99 $295,538.00
Kathleen F. Feldstein 99 $270,046.00
James T. Flynn ‘ - 99 ' $275,000.00
Jerrold B. Harris 99 $250,000.00
R. Glenn Hubbard 99 $263,824.00
W. Carl Kester = - 99 $275,000.00
Richard 8. Davis * *k
Henry Gabbay - * $140,625.00%**

* Defendants do not dlsclose specifically how many closed end funds for which Defendants chhard S. Davis and
Henry Gabbay serve as directors.

**Defendant Richard S. Davis is an employee of BlackRock and is not sepa.rately compensated for his board

. service.

*** Defendant Henry Gabbay is also an officer of BlackRock, but is separately compensated for his board service.

24.  BlackRock’s closed-end funds—and the management .fees each new fund .
generated, were and are a crucially important part of BlackR‘oqk's oveljall business.
Conseduently, BlackRock had a critical stake in its ability to continue to sponsor new funds, as
this was the lifeblood to grow its business. -The Individual Defendants shared BlackRock’s
interest in sponsoring new funds, .because each new fund sponsored by BlackRock provided the
opportunity for another remunerative board seat and management fees for the Individual
Defendants. This business model created an incentive for BlackRock and the Individual
Defendants to advance their own interests, even if those interests were in conflict with the

interests of the funds’ common stockholders.
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25, - On ir;ifonnéﬁon and belief, the Individual Defendants and BlackRock adopted a
management style that reflected their shared economic interests and blurred the distinctions
among the many separate investment funds, including the Funﬂ. While this approach enabled the
BlackRock to collect fees, and the Individual Défendants to collect additional compensation,
from each new fund .(as to each of which they owed disﬁn;ct fiduciary obligations) with little or
no in;:remental burden on their. time for each fuhd, it also underemphasized ‘their léggi duty to
protect the in&ividual intel_'ests of each distinct fund (fncluciing the Fund) and those funds’
common stockholders. . ) ,

b. Merrfill Lynch, Bank of Americi;, and PNC

26. Since 2008,' several financial institutio'ns; inclﬁding Merrill Lynch, I;NC, .and
Bank of Ameﬁ'ca (by virtue of it; January 1, 2009 aéquisitioﬁ of Merrill Lynch) have owned
substantial portions of B.la.cleock: ' _ |

()  On September29, 2006, Merrill Lynch acquired 52,395,082 shares of
BlackRock common stock and 12,604,918 shares of‘BlackRock'pref;erred. stock. .Imme-diately
following the closing, Merrill Lynch owned 45% of the voting comrmon stock and approximately
49.3% bf the fully-diluted capital stock of BlackRock. PNC, which owned approximately 69% of
the total capital stock of BlackRock immediately prior to this ‘acquisition by Merrill Lynch,
owned approximately 34% of the total qapital stock of BlackRock immediately after the
acquisition. | |

(b)  As of December 31, 2008, Merrill Lynch owned approximately 44.2% of
BlackRock’s voting common stock outstanding and held approximately 48.2% of BlackRock’s

capital stock on a fully diluted basis. PNC owned approximately 36.5% of BlackRock’s voting
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common stock oufstahding énd held approximately 32.1% of BlackRock’s capital stock on a
fully diluted basis.

| (¢)  As of December 31, 2009, Merrill Lynch owned approximately 3.7% of
BlackRock’s voting common stock outstanding and held approximately 34.2% of BlackRock’s
cap:ital stock. PNC owned approximately 35.2% of BlackRock’s voting common stock
out‘standing and held a;:;proximaeely 24.5% of the BlaekRock’.s capital stock. |

| (d - Asof Deeember 31, 2010, Bank of America oMed approximately 7.1%

-c.)f BlackRock’s capital stock. PNC held approximately 25.3% of BlackRock’s voting common
~ stock outstandmg and held apprommately 20.3% of BlackRock’s capital stock.

. 2.7. To distribute and market its investment funds, BlackRock relied heav11y on the -
in\iesunenf banks-and b_rokers who sold the common shares and the ARPS to investors. Each of
Merrill, Bank of Amei‘ica? and PNC were also in the business of distributing seeux;ities, and each
marketed ARPS for ﬁlaekRock Indeed, Merrill Lynch led the marketmg syndicate for the

" placement of the Preferred Shares issued by PSY, and Banc of America Securities, LLC (a
wholly owned subsidiary of Bank of America) was a member of thc PSY syndicate.

28. - Merrill was a significant player in every aspect of the auction rate markets.
Merrill served as lead underwriter for the issuance of the Prefelfred Shares, and even conducted
the auctions themselves, acting as a broker-dealer for the Preferred shares. Merrill received
significant fees for these services. |

29,  Merrill was a crucial business partner for BlackRock. BlackRock ekplained to its .
own shareholders (i.e., the shareholders of BlackRoek the advisor, not the common shareholders

of the Fund) that “BlackRock sells products to retail clients in the U.S. through our longstanding
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relationship with the Mernll Lynch Global Wealth Management ﬁ-anchlse[ 1" BlackRock 2008

Annual Report, at 23. BlackRock also explained that:

Merrill Lynch is an important distributor of BlackRock’s products, and the
Company is therefore subject to risks associated with the business of Merrill
Lynch. Under a global distribution agreement entered into with Merrill Lynch,
Merrill Lynch provides distribution, portfolio administration and servicing for -
.certain BlackRock asset management products and servicés through its various
distribution channels. The Company may not be successful in distributing
products through Merrill Lynch or in distributing its products and services
through other third party distributors. If BlackRock is unable to distribute its
products and services successfully or if it experiences an increase in distribution-
related costs, BlackRock’s business, results of operduons or financial condition
' may be adversely affected. : '

Loss of market share with Merrill Lynch’s Global Private Client Group

could harm operating results. A significant portion of BlackRock’s revenue has . -

historically come from AUM [assets under management] generated by Merrill

“Lynch’s Global Private Client Group (“GPC”). BlackRock’s ability to maintain a -
strong relationship with GPC, or any successor group at Bank of America, is
material to the Company’s future performance. If one of the Company’s
competitors gains significant additional market share within the GPC retail -
channel at the expense of BlackRock, then BlackRock’s business, results of
operations or financial condition may be negatlvely impacted.

BlackRock 2008 Annual Report, at 47-48.

30.  Other companies besides BlackRock sponsored funds that issued auction rate
securities similar to the Preferred Stock issued by the Fund. Merrill Lynch, Bank of America,
and PNC each acted as broker-dealers for many of these funds, and as explained in more detail
below, each ended up owning a significant amount of the auction rate securities. In particular,

Merrill Lynch (and thus Bank of America) ended up owning many of the Fund’s Preferred

Shares.
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B. Defendants’ Miseond_uct
(i) The Collapse of the Auc tion Rate Securities Market

3_1. - Since mid-Fehruary 2008, auctions for the Preferred Shares—as well as the
auctions for the auction rate securities issued by other funds-have consnstently failed. These
fallures effectxvely rendered auction rate securities, including the Preferred Shares 1ssued by the
Fund, 1lhqu1d The auctions have contmued to fa11 and to date hquldlty has not retumed to the
auction rate secunhesmarketplace. This illiquidity caused the ARPS to trade below their issue
pnce and liquidation preference

32.‘. | The failure of the auction mechanism had llttle direct impact on the Fund or its
cOminon Shareholders The Fund -was not obllgated to redeem Preferred Shares, nor d1d the
auctlon faxlures materlally adversely affect the Fund’s rights and obhgatlons with respect to the
Preferred Shares. In fact,. the Fuhd xtself actually benefitted from the frozen auctions, as the
formula which set the dividend ;ate prodhced much lower interest rates than it would have had
the auctions:beeh suceeSSful—.—thus in an increasingly turbulent financial and credit environment
during 2008, the Fuhd had a perpetual sourcc of financing at relatively low interest rates. Had
the auctions cleared at rates higher than the default dividend rate, the Fund would have had to
pay more to the Preferred Shareholders, leaving less for the Fund’s common shareholders.

33.  This illiquidity has caused many holders of ARPS, including many‘holders of the
Preferred Shares issued by the F und, to become dissatisfied with their investment. Many ARPS
holders, along with various government agencies, complained to the investment banks and
brokers who had counseled them te invest in ARPS. Sevesal states, as well as the federal
government and the Financial Industry Regulatory Authority, conducted investigations of the

investment banks and brokers (including the Bank and Broker Defendants) who had counseled
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their ihvestor cliehts to buy‘AﬁPS. Many ARPS holders sought to hold the investment banks
and brokers (including Merrill, PNC, and Bank of America) responsible for the illiquidity of the
investment. | | " ,

34, ' U]timately; many of these investmeht banks and brokers, including Merrill, PNC,
and Bank of America, reached settlements' with these goVe;—nment agencies under which these
banks were required to purchase ARPS from their clients. In addmon, where chents had sold
their ARPS in the secondary market at a discount from i issuance price, the investment banks and
brokers were required to reimburse the clients for the discount _

'35, These settlements’ 1mposed significant llabllmes on Merrill, PNC and Bank of
Amenca On information and behef Merrill, PNC, and Bank of Amenca did not w1sh to acquire
:or hold the ARPS on their own ba]ance sheets nor did they wish to permanently bear the costs
- associated with purchasmg the ARPS - '

36. However, had the issuing funds redeemed the ARPS themselves 1t ‘would greatlyf
' reduce the obligations of Merrill, PNC and Bank of America (as well as other mvestment banks

and brokers) to buy the illiquid ARPS. Morcover, if these banks (inchiding the Bank and. Broker

Defendants) had already purchased the illiquid ARPS, these entities would get their money back

if the issuing funds redeemed the ARPS. Causing the funds, including the Fund, to redeem the

ARPS would shift the burden of the ARPS from Merrill Lynch, Bank of America, and PNC to

the common shareholders of the funds,

37. Merrill launched a well-publicized ca_mpaighto pressure fund sponsors, including,
in particular, its subsidiary BlackRock, to cause its funds (including PSY) to redeem the ARPS
(including the Fund’s Preferred Shares). Merrill’s brokers threatened another fund advisor that

its representatives would “no longer be welcome in our offices” and warned BlackRock that,
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with “its leadership positioh w1thm our company”, it faced higher expectations from Merrill.
The officer in charge of Merrill’s activities in this arena was quoted by Bloomberg, aﬂe_r settling
with aufhorfties, ““We .fulAlyAexpect’ fund. managers to ‘work With us even more actively.””
Merrill Brokers Press Pimco, BlackRock to Buy Auction-Rate Debt, Bloomberg.com (August 20,
2008): Bloomberg reported, “Purchases of auction-rate securities by BlackRock.. . .would benefit
Merrill by reducing the ar-nount of .the investments _it ;nay have to repurchase.” Id. To eneourage
BI_ackRoci(’s funds‘to redeem the ARPS, the head of distribution at Meﬁill wrote tb BlackRock
Pfesident Rob Kapito that "[W]e fear that our financial advisors view BlackRock bas conspicuous
by its. absc'ﬁce” among those fundS' announcing redemptions in the summer of 2008, Id, 'Merrill
Lynch as both the owner and chlef distributor of BlackRock’s funds was in a unique posmon to
pressure BlackRock into causmg the funds to redeem the ARPS.
(ii) In Order to Benefit the Bank and Broker Defendants, The Fl-lln(i Bought
Back the Preferred Shares at a Substantial Premmm That Was Not Offered
 to the Fund’s Common Shareholders

38. On Junc 5, 200_8, B]ackRock and the 'Individual Defendants caused the Fund to
begin redeeming the Preferred Shares; by January of 201 1; the Fund had spent $550 million on
redeeming all of the outstanding Preferred Shares. The Individuai Defendants and the Fund were
under no 'obligation to the Preferred Shareholders to redeem their interests, and as explained
below, the redemptions came at material costs to the Fund’s comxﬁon shareholders.
Nonetheless, the Defendants caused the Fund to use cash that could otherwise have been

distributed to common shareholders to redeem the Preferred Shares.
39.  The Individual Defendants did not cause the Fund to redeem the Preferred Shares

at the market rate for the Preferred Shares. The frozen auctions and market turmoil had caused

the market value of the Preferred Shares to fall below their $25,000 issue price/liquidation
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preference. In.st"ead,j’,the Individual Defendants caused the Fund to pay the full $25,000
liquidation preference »for each Preferred Share, despite their substantially lower market value.

40.  In so doing, the Individual Deéfendants caused the_ Fund to redeem the Preferred
Shares at a substantial premium over the market value of the Preferred Shares, providing -a
benefit to the Preferred Sharcholdcrs to which they were not entrtled

| 4.1. The Individual Defendants did not provide a similar opportumty to the Fund’
common shareholders. Even though the Preferred Shareholders were given the opportunlty to
redeem their Shares for greater than their market value, the' common shareholders were not given
the opportunity to redeem their shares for a similar prem’iom (or any prcmiunl' whatsoever) over
their market value. Thus the Preferred Shareholders received a substantial beneﬁt-that wos not
rnade available io- the Fund’s comrnorr shareholde'rs', and lNhieh was provided at.the expense of
the common shareholders. “The redemptions'beneﬁted the holders of the l’referred Shares, but |
not the common shareholders, thereby favoring one class of shareholders ol/er another, in
" violation of the duties of the Individual Defendants toward the disadvanméed shareholders.

42.  On information and belief, when the Defendants caused the redemption ..-of the
Preferred Shares, they did not seek to further the interests of the Fund or of the holders of
Merrill, PNC, and Bank of America to purchase the ARPS, as they had agreed to do in the
Settlements. In many cases, by the time the funds redeemed the ARPS, Merrill, PNC, and Bank
of America had already purchased the ARPS and were holdin_g them. Thus the Fuhd’s
redemption of the Preferred Shares permitted Merrill, PNC, and Bank of America to recover the
amounts that they had agreed to pay in the Settlements. Of the $550 million the Fund spent
redeeming the preferred shares, more than $215 million was paid to Bank of America, which had

purchased the Preferred Shares after entering into a Remedial Settlement.
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43,  On information and belief, the Individual Defendants and BlackRock caused the
redemption not to further tﬁe interests of the Fund or its common shareholders. Instead, the

purpose of the redemption was to placate Merrill, PNC, and Bank of America, upon whom

BlackRock and the Individual Defendants relied to sell additional investment _funds—-Which in

turn gc;lcrate management fees for BlackRock and additional board service compensation for the
Individual Defendants | |

44, . PSY has spent $550 million redeeming the Preferred Sha:es at a substantlal
prefnium over their market value but has never offered to redeem the common shareholders for
any premiur';l much less the same Silbstahtial premvium'rcccived by the Preferred Sharehblders.
While the redemptlon furthered the business interests of all of the Defendants (except the Fund
1tself), it has prov1ded no benefit whatsoever to the common shareholders who have no matenal

economic interest as common shareholder_s of the Fund in any of the Defendants, nor have-the

“common shareholders benefitted from the ability .of BlackRock to continue to sponsor new

investment funds, As explained in more detail below, not only did the redemptions provide no '
benefit to the common shareholders, these redembtions have in fact caused substantial harm to
the Fund and the common shareholders.

ﬁ_ij)The Redemption of the Preferred Shares Did Not Benefit the Fund or the
Common Shareholders

45.  The redemption of the Preferred Shares was not in the interest of the Fund or the
common shareholders, for at least three reasons: (1) the Fund paid greater than the market value
for the Preferred Shares; (2) the “Repla.lcernent Financing” implemented by the Fund in the place
of the Preferred Shares was much less favorable for a number of reasons; and (3) as the

Replacement Financing was paid off, the redemptions were ultimately paid for through sale of
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the Fund’s assets, gre.avily: reducing the amounts available for distribution to the Fund’s common
shareholders. | |

(3)  Greater Than Market Value Paid. As noted above, when tl_ie, Fund
.redeemed the Preferred Shares, it paid greater than the market value for these securities. Paying
a lower price would have saved ﬁoney for the Fund. | "

(b) Replacement Financing Less Favorable. To raise cash for the redemptxons

of the Preferred Shares the Ind1v1dual Defendants caused the Fund through the Fund’s officers
employed by BlackRock, to enter into Replacemem Fmancmg as a subsutute for the Preferred
Shares This Replacement financing pnmanly took the form of reverse repurchase agreements o
(“Reverse Repos™), through which it sold securities to counterpartles in exchange for cash (with
a .small fee) and an agreement to rebe); the securities aftef seme ﬁefiod of 'time.' To generate
proceeds with a Reverse Repe, fhe,Fund was and-is required to sell securities -to a dealer for-cesh _ |
and enter into a repurchase agreement that requires,the\ Fund to buy back the secui‘-iti'es ata later
date. This sale is in some respects similar to providing collateral for the ioan.‘ These.Rever-—se
Repos were less advantageous and carried materially more riskvfor the Fund &an the Pref;erred
Shares, for e. number of reasons, including: the effective costs of the Reverse Repos are higher;
the term is finite; and the constraints are greater, as detailed below. ‘
i, Replacement Financing as a substitute for the Preferred Shares. This
Replacement financing primarily took the form of financing is typicaﬂy
extremely short, often overnight and rarely more than a week. This short
term leaves the borrower at recurring risk that credit will disappear or that
rates will spike when the borrower needs to perform on the repurchase. In

other words, the refinancing risk is dramatically higher. Moreover, there
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v'vasrnib‘éa‘p on interest rates when it came time t6 refinance the Reverse
Repos, like the cap on the dividend rate on the Preferred Shéres. Thus
because tk!e_‘vaerse Repos were not pexpetﬁal, as the Preferred Shares had
been, there was a risk that when the time to refinance the Reverse Repos
came, whatever new financing might be available to the Fund at that.time
would.be even.léss favorable to the Fund than the Reversé Repos. This
risk was exaceri)ated by the circumstances pfevailing in the credit market
at the time the Preferred Shares were replaced by the Reverse R;pos, as
PS?’S letter to' shareholders descﬁb’ed tfle “unraveling” of the credit
market énd “reiated_ liquidity freeze.” Yet the Individual Defendanté )
decided to give up permanént ﬁna’n:cing and make a bet instead on béiﬁg
éble to fund its needs in the repo ma:ket.

The Reverse Repos carried higher counterparty risk than the Preferred

-Sha1-'es, as it wéuld be, by definition, impossible for a Preferred _

Sharcholder to default, while a Reverse Repo counterparty could default,
thus jeopardizing 'the ability of the Fund to réacquire the securities it had
sold (of effectively lent) under the Reverse Repos. Similarly, the Reverse
Repos carry unique and complex bankruptcy risks. The Fund explained
theﬁ its “use of the proceeds of the [Reverse Repos] may be restrictedA
while the other party, or its trustee or receiver, determines whether or not
to enforce the Fimd[’s] obligation to repurchase the securities.” PSY

Annual Report dated October 31, 2010, at 47.
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iii; ‘ Undéi' the ICA, the Fund is required to maintain more assets to covér its
obligétibns undér the Reverse Repos than it was required to maintain for
the Preferred Shares. That is, the Reverse Repos are debt, which réqgﬁre a
coverage ratio under the ICA of 300%, while .the Preferred Shares are
equity and require only a coverage ratio‘:,of 200%, In other words, for
exarﬁp]e, if the .Fund had $100 in assets, the amount of fxﬁanéing that can

. be obtained through Reverse Repos is $33.33, whereas, the amounf of
financing that can bc obtained t&ough Prcferreq Shares is $50.
Moreover, based on the: risks associa‘tedAwitH Reverse Repos, the SEC
requires that the Fund segregate liquid assets equal to its obligations un.dcr ‘
Reverse Repos, v'vh.ich severelyvlimits the Aﬂexibi.lity of the Fund to invest
its assets. The - higher cbverage reéuirément, _asset' segr_;.gation, and
collateral requirements means that the Fund’s managers 'ilave less
flexibility in investing the Fuﬁd's assets, apd are aBle to generate less
leverage under the Reversg Repos, as opposcd to the i‘refcrrcd Shércs.
The reduced leverage conespondingly reduced{ both the potential ar;d'
actual returns to the Fund and the common shareholders.

(c)  Sale of Assets to Péy Down Repos. The Fund used Reverse Repos as the
immediate source of cash for the rederription of the Preferred Shares, but much of the Reverse
Repo obligations were quickly paid off by selling assets and using the proceeds to pay off the
Reverse Repos. During the two years after the initial redemptions, all or the vast majority of the
purchase price of the Preferred Shares was funded by diverting moneys otherwise payable to the

common shareholders or that could have been reinvested in the Fund.
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i, The asset sales took place during 2008 and 2009, at the same time, the

CEO of BlackRock indicated that he had “never witnessed more hostile
markets,” and ,BlackRock itself reported that “[i]lliquid capital markets,

lack of financing and forced deleveraging have resulted in extreme price

- declines across many asset classes.” On information and belief, the forced

sale of 'the Func_l"s assets under those circu:hstances'causedv the Fund‘ to
receive less forl these assets than they were worth under more stable
market conditions. | |

The asset sales have led to steadily décreasing di’stn'butions to the Fund’s
common shareh.olders. For example, on April 30, 2009, the FundA
decreasgd the distribution on the c(;mmon shares frbm 11.46 cents "pc.:r'
month to _9.46 cents per moﬁth, a decrease of 17.46%. On O‘ctb:be.r 30,

2009, the Fund again decreased the monthly distribution, this time to 7.5

cent§ per month. - In October 2010, the fund decreased the monthly

distribution to the comunon sharcholders a third time, to 6.4 cents per
month. In December of 2010, the distribution fo the common shareholders
fell to 5.3 cents per month. Between June of 2008 and December 2010,

the Fund had redeemed over $380 million worth of Preferred Shares.

Thus the Defendants caused the Fund to redeem the investment of the Preferred
Shareholders for a substantial premium over the value of those shares without offering a similar
opportunity to the Fund’s common sharéholders, and did so to advance their own self-interest.
Moreover, the redemptions themselves were not in the best interest of the Fund or its common

shareholders and have in fact had deleterious effects on the Fund., This conduct amounts to an
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indefensible breach of the,Ihdividual Defendant’s fiduciary duty to treat the different classes of
shareholders fairly, 'a breacix the Bank and Broker Defendants participated in, encouraged,vand A

profited from.

V.  CLASS ACTION ALLEGATIONS

© 47. - Plaintiff brings this diréct class action pursuant to Maryland Rule 2-231, on behalf
of herself and all other individuals who were the beneficial owners of common shares of the
Fund at any time from June 5, 2008 through the present (the “Class Period”).

- 48.  The Class is so numerous that joinder of all members is.? impracticable. While the
exact number of Class members is unknown to Plgintiff at this; time ahd can only be ascertained
through appropriate discovery, upon information and belief, there ar.é well oyef.ﬁve hundreci
unrelated and geographically dispersed members of the proposed class.

49.  There are questions 6f law or fact common to thé claés that exislts .as to all
'me_r'nbers of the Class. Among the questions of law a.t;d fact c.on.lmon to the Cla.ss arc;

(@  Whether the Individual Defendants denied the common shareholders thev
opportunity to participate in a transaction offered to the Preferred Shareholders by failing to offer’
to purchase the common shares for a similar premium above their market.value in vioiation of
their fiduciary duties to the common shareholders;

(b)  whether the Individual Defendants breached their fiduciary duties;

(c)  whether the Bank and Broker Defendants aided and abetted the Individual
Defendants’ breaches of fiduciary duty; .

(d) whether the Bank and Broker Defendants were unjustly enriched; and

(e) whether the members of the Class have suffered losses, and/or continue to

suffer losses, and if so, the proper nature and measure of a remedy.
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50.  Plaintiffs claims ‘a‘lre typical of the claims of the remaining members of the Class,
as the conduct of Defendants giving rise to &e ciaims is identical as to all members of the Class,
and the damaécs suffered by caoh r_hcmber,of the Class arise out of the same set of operative

' . facts. '

| 51. Plamtlff wﬂl falrly and adequately protect the interests of the members of the
Class and has retained counsel competent and expenenced in complex class action htlgatlon
Plamtlff has no interests that are adverse to or Wthh irreconcilably conflict with the other :
members; of the Class.

5-_2. ' Tiie >question'rl of law or fé_tct common to the olembors of the Class predominate
over any Questions_ affecting soiely inoividual members of the Class, and a class action is
sﬁperior vto 'otherfa\l)ailable methods for the fair and efﬁcient'odjudication of the controversy.
A S w CAUSES OF ACTION

Count I — Breach of F ;'ducigy‘ Duty (Individual Defendants)

53, Plaintiff incorporates herein the allegations set forth above.

54, At all times alleged herein, the Individual Defendants, as trustees to the Fund,
owed Plaintiff and the Class fiduciary dutios, which duties include:
o the duty not to unfairly favor the interest of one class of shareholders over another
class of shareholders,
e the duty not to cause one class of shareholders to receive a benefit greater thau that to
which they are entitled ét the expense of another class of shareholders.

55.  In contravention of these duties, the Individual Defendants unfairly favored the

4T OUA] SVBLASWAL T4 e e th mseseseoae— oo

Preferred Shareholders over the common shareholders by enabling the former to redeem their

shares in the Fund at their Liquidation Preference, at the expense of the common shareholders.
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56. . As adlrectand peoximate result of these breaches of fiduciary duties by the
Defendants, Plaintiff and the Class have suffered millions of dollars in damages. -

57.  Plaintiff and tﬁe Class are entitled to monetary relief, ihcluding punitive damages
to the extent authorized by law, in an amount to be proven at trial based on Plaintiff’s losses
alleged herein. o , | , | :

Count M- Aiding and Abeuiog a Breaeh of Fiduciary Duty (The Bank and Broker Defendants} '

58? Plamtlff incorporates herem the allegations set forth above _

59. At all times alleged herein, the Bank and Broker Defendants, through their roles
as eifher investment advisers or through their contractue'l _relatfonships aod " extensive
communications with the Individual Defenoants, knew or reasonably should have known -that the -
Indivi:dual Defendants .wer.e fiduciaries to ﬁe Plaintiff and the Class.',i' aﬁd that the Individual .
Defendants had fiduciary duties to ect in the best interests of the i’laintiff and the Class

60. The Bank and Broker Defendants nonetheless w111fully and knowmgly
encouraged and participated in the Individual Defendants’ breaches of ﬁduc1ary duty, as set forth '.
above. ‘

61. In perticular, the Bank and Broker Defendants aided and abetted the Individual |
Defendants’ fiduciary breaches by encouraging the Individual Defendants to engage in the
conduct complained of herein;

62. As a direct and proximate result of the Bank and Broker Defendants’ aiding and A
abetting the Individual Defendants’ breaches of fiduciary duty, Plaintiff and the Class suffered
damages of multiple millions of dollars.

63.  Plaintiff and the Class are entitled to declaiatory relief and preliminary and

permanent injunctive relief requiring the Bank and Broker Defendants to cease aiding and
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abetting the fndividual Defenvdan‘tsﬁbreaches of ﬁduciafy duty, to cease serving as adviser to the

Fund, and to cease serving as administrative agent of the Fund, and awarding monetary relief,

including punitive damages to the extent authorized by law, in an amount to be proven at tnal
Count I — Unjust Enrichment (The Bank and Broker Defendants)

64. : Plaiqtiff incorporates herein the allegations set forth above. |

65.  Plaintiff and the Class asgeft a claim for unjusf enrichment against the  Bank and
Broker Defendaﬁts under the common lav-v of Maryland. |

66 By means of the wrongful conduct allcggd herein, the Bank and Bl'.oker
Defendéﬁ,ts have geén unjusti'y‘ enriched to the unjust detrimehf of thej Plaintiff and the Class.

67.  The Bank and .Broker Deféndan_ts’ unjust enrichment is traceable to, and resulted
directly a;nd.proiirr.iately from, the conduct alleged herein. épeciﬁcally, the énrichment_ of the -
Bank and Broker Defend@ts has come in the forin of fees and other revenues received. by them .
from the Fund and from other funds spbnsorcd‘by BlackRock as the result of the inequitable
conduct compl'ained of | hercin, inclgding their encouragemént of the Individual Defendants’
' bfeaches of fiduciary duty .owed to Plaintiff and the Class. The Bank and Broker Defendants
have realized significant revenues. from tﬁe continued operation of their fund business model
described above, which was facilitated by the Individual Defendants’ breaches of fiduciary duty
described hefein.

68. Thevun.just detriment suffered by Plaintiff and the Class takes the form of the
damages d_escribed herein, including, without limitation, the denial of the opportunity to redeem
their shares for a similar premium above market value, a result of Defendants’ conduct

complained of herein,
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69. - Under the cen:ivmon' iaw doctrine of unjust enrichment, it is inéquitable for the
Bank and Broker Deféndants to be perrr‘litted to retain the benefits they received, and are still
receiving, unfairly and without justiﬁcation; ,
' 70.  The financial benefits derived by the Bank and Broker Defendants rightfully
belong to Plaintiff and the Class members. The Bank and Broker Defendants should be
compelled to disgerge toa co@on fund and for the benefit of Plaintiff aﬁd the Cless .membe'rs '
all monetary. benefits received by the Bank and Broker Defendgnts from Plainiiff and the Clase
as alleged herem (hereinafier “Ill-golten Gains™). -
' 71.  Plaintiff and the Class are entltled to declaratory rehef and prelumnary and
permanent injunctive relief requiring the Bank and Broker Defendants to disgorge its Ill-gotten o

Gains as alleged herein.
VIL. ' PRAYER FOR RELIEF

WHEREFORE, Plaintiff prays for a judgment:

A. Declaring that the Individual Defendants have breached their fiduciary duties '
owed to Plaintiff and the Class;

B. Declaring that the Bank and Broker Defendants aided and abetted the Individual
Defendants’ breaches of fiduciary duty;

C. Declaring that the Bank and Broker Defendants have been unjustly enriched by its
actions alleged herein;

D. Enjoining the Bank and Broker Defendants from serving as advisor or otherwise '
earning fees for services to the Fund,;
E. Enjoining the Individual Defendants from breaching their fiduciary duties owed to

Plaintiff and the Class in the future;
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F.  Awarding monétvéryr relief against the Defendants, jointly and sevéraily, iﬁ the full
amount of all losses éuffered by Plé.intitf and thé Class as a result of the breaches of ﬁduciary
duties by the Individual Defendants and the Bank and Broker Defendants’ aiding and abetting of
the Individual Defendants’ breaches of fiduciary duty,.together with pre-judgment and post-
judgment -co;;lpouncl_.ed intergst at the maximum possible rates, whether at law or in equity and
punitive damages; |

G._ Awarding attorneys’ fees a.ﬁd expenses pursuant to the common fund doctrine and
other appllcable law; and |

H. Grantmg all such othcr and further relief, general or SpCClal legal or equltable,

: mcludmg pumtlve damages ta which Plamtlff and the Class are entitled.
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Phoenix, Arizona 85012

t: (602) 248-0088

f: (602) 248-2822

- ggotto@krplc.com
jbloom@krplc.com

-29.



SKADDEN, ARPS, SLATE, MEAGHER & FLOM LLP
FOUR TIMES SQUARE

FIRM/AFFILIATE OFFICES

NEW YORK I0036-6522 BOSTON
— CHICAGO
TEL: (212) 735-3000 SEC | Houston
FAX: (212) 735-2000 Mail Processing PALO ALTO
. i AN FR
et oL www.skadden.com Saction Breibeii el
212.735.2913 ) ¢ '§ WILMi?TON
EMAIL ADDRESS JU 5 o fﬁ% BEIJING
LESLIE.LOWENERAUN@SKADDEN.COM BRUSSELS
- on. DG HONG KONG
et
June 15: 2011 . SINF(":ARI;gRE
SYDNEY
TOKYQO
TORONTO
VIENNA
BY HAND DELIVERY , M p
L JUR 17 20m
Securities and Exchange Commission . — |
€s OFFICE.OF THE SECRETARY.
Attn: Filing Desk ‘ ETAR
100 F Street, N.E.

Washington, D.C. 20549

RE:  Hinda Wachtel v. Richard E. Cavanagh, et al
Case: 24-C-11-004037
(Baltimore City Cir. Ct., June 3, 2011)

Dear Sir or Madam:

Pursuant to Section 33 of the Investment Company Act of 1940, as
amended, enclosed for filing on behalf of defendant BlackRock Credit Allocation
Income Trust II, Inc. (File No. 811-21286) is the "Complaint" filed with the Circuit
Court for Baltimore City in the above-referenced matter.

Very truly yours,

Airhic Lotwon 141/

Leslie Lowenbraun

Enclosure

921453.02-New York Server 4A - MSW



