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The all— Out from the Financial -
Crisis: LIBOR, Bid-Rigging, and

Securities Lending

Robert R. Marcus, C. Bailey King, Jr., Timothy P. Lendino

ecent scandals in the financial mar-

Rl:ets have made global headlines
ver the last year, and some of the

biggest victims are likely U.S. cities, towns,
and other municipal agencies. In particu-
Jar, banks have been accused of manipulat-
ing the LIBOR rate, rigging bids on mu-
nicipal investment agreements, and taking
inappropriate risks on their clients’ behalf
in securities lending programs. As a result,
municipalities and other local governmen-
tal entities may have suffered significant
investment losses from the financial crisis,
sometimes without even realizing it.

. The LIBOR Rate-Fixing Scandal

On June 27, 2012, Barclays Bank PLC
made international headlines when it an-
nounced that it had entered into a $450
million settlement with government regula-
tors for its role in manipulating the Lon-
don Interbank Offered Rate (LIBOR)
LIBOR is the interest rate banks charge
each other to borrow overnight funds.
This rate is used as a benchmark for all
types of fixed-income investments, includ-
ing tax-exempt municipal bonds. LIBOR
is set and overseen by the British Bankers’
Association (BBA), an industry group in
London.! Each weekday, leading banks
around the world submit a figure to the
BBA based on the rate at which they esti-
mate they could borrow funds from other
banks. The BBA throws out the high and
low submissions and averages the remain-
ing submissions into one rate - this is
LIBOR.? Then, LIBOR is calculated for
10 different currencies and 15 borrowing
periods (maturity dates). After LIBOR is
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calculated, it is published on a daily basis by
¢ Thomson Reuters.

The magnitude of the LIBOR ratefixing

scandal is enormous, as more than $350 tril-
 lion in financial transactions, ranging from

: complex derivative swaps to simple consumer
: home loans, were tied to LIBOR during

: 20112 In the last year, government inves-

: tigations have commenced and a frenzy of

: private antitrust lawsuits have been filed on
i behalf of various institutional investors. To

. date, governmental investigators and private
 litigants have accused at least 12 internation-
: al banks of colluding to manipulate LIBOR.

LIBOR is an important number because it

is used by the financial industry to set inter-

: est rates in trillions of dollars worth of loans
¢ and investments. LIBOR is often used to

: price financial instruments such as interest

: rate swap transactions and futures contracts.
i As a consequence, if banks kept LIBOR arti-
 ficially low during the financial crisis and its
i immediate aftermath, investors would have

: been robbed of billions of dollars in returns

: on investments.

U.S. cities and other local governmental en-

tities are likely to be some of the biggest vic-
. tims of the LIBOR ratefixing scandal.* This
: is because the municipal bond market relies
i heavily on LIBOR. In addition, state and

: local governments are significantly exposed
: to investment losses through the purchase of

: interest rate swaps, which are oftentimes also -
: tied to LIBOR. State and local governments
: use swaps when they want to issue a bond at
: a floating interest rate but protect themselves
© from future swings in rates. In a standard

: swap, the investor exchanges the floating :
. interest rate promised to bond investors for a

© fixed rate, making future budgets more pre-

© dictable. The problem for many municipali

! ties is that while they paid fixed rates to their
© banks, the floating rates they received in

© return were tied to LIBOR. Thus, if LIBOR
: was suppressed by the banks, investment

: returns for these swap transactions would be
. diminished. Various institutional investors,

. including state and local governments, are

¢ still calculating the losses they suffered as a

© result of investments tied to LIBOR, which

: in many cases will be significant. For exam-

i ple, the North Carolina Department of State
i Treasurer, which oversees the state’s public

: pension plans, reportedly made two major

: swaps tied to $1.3 billion of bonds at a time

. LIBOR was suspected of being manipu-

: lated.5 By one calculation, that could have

: meant losses for North Carolina of around

: $10 million on those two swaps.

Currently, antitrust class actions arising

© out of various investment losses are the

. leading type of lawsuit in LIBOR litiga-

© tion. According to the complaints filed in

: these actions, the banks participating in the
: LIBOR manipulation conspired together

: to suppress the LIBOR interest rate.” They

¢ did this by collectively submitting low rates
. to the BBA when they knew their own

: borrowing costs were higher during the fi-

¢ nancial crisis and immediate aftermath. For
¢ investors whose investments were based on
: LIBOR, the return on their investment was
¢ Jower than it would have been if the banks

¢ had not suppressed the LIBOR rate. A host
: of municipalities, pension funds, and other
: institutional investors have filed lawsuits for
: these losses, which have been consolidated
for multi-district litigation in the United
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States District Court, Southern District

of New York.® Charles Schwab and related
entities have filed a separate complaint,
alleging losses to their money market and
ultra-short term bond mutual funds, which
has also been consolidated.” A number of
community banks have also filed similar
suits, claiming they have been harmed by
‘the BBA-member banks that conspired to
suppress LIBOR; these cases were recently
consolidated.”

All of these lawsuits allege that the BBA
banks responsible for setting LIBOR en-
gaged in a pricefixing conspiracy under
Section 1 of the Sherman Act.!! Some
complaints also assert claims for violations
of the Racketeer Influenced and Corrupt
Organizations Act (RICO).”2 The defendant
banks are some of the largest financial
institutions in the world, including Bank
of America Corporation; Barclays Bank
PLC; Citibank, N.A.; JPMorgan Chase &
Co.; HSBC Holdings PLC; UBS AG; and
various other international banks that con-
tribute to set the LIBOR rates. The putative
classes include investors that (a) purchased
financial instruments from defendants that
were indexed to U.S. LIBOR, including
but not limited to interest rate swaps, or (b)

. owned a U.S. dollar-denominated debt secu-
: rity on which interest was payable based on

¢ the U.S. LIBOR rate.® The complaints allege
: a claim under Section 1 of the Sherman Act
© by asserting that the bank defendants joined
‘ina conspiracy to restrain competition in

© the marketplace by fixing the LIBOR rate at
. below-market levels. As a result, the investor-
: plaintiffs allege that they suffered a direct

© antitrust injury by receiving diminished

: returns on LIBOR-based financial instru-

: ments purchased, held, or traded from bank
¢ defendants.

: The bank defendants have filed motions

© to dismiss the antitrust claims, contending

: that: (a) there is no evidence of joint, as op-
posed to independent action; (b) there is no
: restraint on trade because the U.S. LIBOR

© is an index rate, not a price or product, and

: member banks remained free to negotiate in-
 terest rates and other pricing for their finan-
: cial instruments; (c) plaintiffs lack antitrust

: standing because many investors benefitted

¢ equally, or more, from lowered interest rates;
¢ and (d) to the extent that the class includes

: indirect purchasers, the claims are barred by
: the Illinois Brick doctrine. This latter point is
noteworthy because the Illinois Brick doctrine
© says that indirect purchasers of goods or ser-

: vices cannot assert antitrust claims.' Many
. claimants may have purchased financial in-
: struments from banks not associated with
: the LIBOR manipulation. Consequently,

¢ such claimants have no direct commercial
¢ relationship with the banks that were

¢ involved in the LIBOR manipulation and

: may, therefore, find it difficult to prevail

. on antitrust claims against them.

. LIBOR-related antitrust litigation is rapid-
¢ ly evolving and presents significant risk to

¢ the accused banks as governmental inves-
: tigations progress and continue to expose

¢ the scandal. In order to prevail, however,

¢ the putative class will need to overcome

- several significant obstacles. Most impor-

: tantly, damages will be extremely difficult

¢ to prove and will make class certification -
¢ difficult. Whether investors lost money on
: certain investments depends on whether

. they were on the winning or losing side

¢ of the specific transaction. For example,

i most investor-plaintiffs both paid interest

¢ and collected interest at rates determined

: by LIBOR. To further complicate matters,
¢ each investor likely has a unique, indi-

¢ vidualized loss, depending on how LIBOR
¢ manipulation might have affected various
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: transactions or securities held at different

: calculating a loss on one transaction for one
: plaintiff will be complex. Calculating a loss
City of Los Angeles, 50 Cal. 2d 438, 455 :

¢ for a class on a universe of transactions will
. be even more challenging.

Due to the difficulties associated with

¢ antitrust class actions, LIBOR-related litiga-
© tion is likely to grow as institutional inves-

: tors with potentially large claims decide to

: opt out of the classes and file individual

: claims. Those types of lawsuits may have

: a greater chance of success as compared to

© the class action antitrust litigation because

. it is easier to calculate damages arising from
© one or two large transactions for a single

. tutional investors who choose to opt out of
: the class actions and bring individual claims
© may also find it easier to allege claims

: for fraud and unfair and deceptive trade

: practices based on representations that the

. defendant banks may have made to the

¢ plaintiff as its client.

Given the size of the market for invest-

: ments tied to LIBOR, the LIBOR scandal *
¢ could prove to be the most significant type
: of litigation arising out of the financial cri-
145 v. City of San Diego, 34 Cal. 3d 292 © sis. Many investors, however, may not even
: recognize the damages they have suffered as

¢ aresult.

Il. The Municipal Bond Big-Rigging

: Scandal

: Municipalities and other local governmental
: entities may have also lost money as a result
1 of an alleged bid-rigging scandal in the mu-
Pusadena Police Officers Assoc. v. City of Pasa- © nicipal bond market. Municipalities often
: raise capital to finance long-term projects

¢ through the issuance of tax-exempt bonds.
© When a city issues these tax-exempt bonds,
34, Int'l Assoc. of Firefighters, supra note 39,- © the bond proceeds are typically invested in

© various investment products sold by major

© financial institutions until the bond proceeds
: are needed to complete the project. These

: products, which are referred to generally as

© municipal derivatives, are tailored to meet

© the bond issuers’ specific collateral and

i spend-down needs, and include products

¢ such as guaranteed investment agreements

: (GICs), repurchase agreements (repos), and

: forward purchase agreements (FPAs). To

© ensure bond proceeds are invested at fair

. market value, most issuers submit their bond
© issuances to a competitive auction of at least
: three banks that compete to sell these invest-
© ment products. It appears, however, that

: some of the banks may have been rigging the
st e in order to pay municipali
ties a lower rate on these investments.

: times over different periods of time. In sum,

In these cases, banks allegedly bribed the

© auctioneers/brokers who arranged the auc-

. tion." In return, the middleman broker

¢ would tell the prearranged winner what the

¢ other bids were, allowing the bank to lower

: its offer and come in with an interest rate

© just high enough to “beat” the supposed

: competitors. The winning bank then pro-

. vided the middleman broker with a reward

: disguised as a fee. This process has been

¢ termed the “last look.” Similarly, in other

© cases, banks conspired to deliberately submit
: non-winning bids in order to allow other

: banks to win the bid. This practice is known
© asa “setup.” By shaving even fractions of a

: plaintiff, such as an interest rate swap. Insti-

percent off the winning bid, banks have al-

: legedly pocketed large sums of money over

: the lives of multimillion-dollar bond deals.®
: Meanwhile, bond issuers have incurred sig-
: nificant losses as a result of receiving lower

: returns on these municipal derivative invest
: ments than they would have received in a

: free market.

Several bank executives have already been

: convicted on fraud and conspiracy counts for
: their involvement in the bid-rigging scandal.
: For example, on May 11, 2012 three former
i GE Capital executives were found guilty on
: charges of participating in several rigged bids

Continued on page 34
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on municipal investment contracts.” Fur-
ther, on August 31, 2012 three former UBS
AG executives were found guilty on charges
arising from similar conduct.® Former ex-
ecutives from other major banks, including
Bank of America and Wachovia, have also
been implicated in the bid-rigging scandal.!®

The SEC (along with the Attorneys Gen-
eral of 25 states) has been prosecuting these
types of cases against financial institutions,
which have now paid in excess of $673 mil-
lion in settlements resulting from the ongo-
ing investigations. For example, ].P. Mor-
gan Securities LLC settled for $228 million
on July 7, 2011; UBS Financial Services Inc.
settled for $160 million on May 4, 2011;
Banc of America Securities LLC settled for .
$137 million on December 7, 2010; and Wa-
chovia Bank N.A. (now Wells Fargo), settled :
for $148 million on December 8, 2011.
Proceeds from these settlements are being
returned to affected municipalities.

In addition, several state and local gov-
ernmental entities, including the State of
Mississippi and Fairfax County, Virginia,
have filed a nationwide class action lawsuit
against more than 40 leading banks, insur-
ance companies, and brokers allegedly in-
volved in-the bid-rigging of municipal deriv-
atives. Among other things, the lawsuits al-
lege that all the defendants conspired to rig :
bids, limit competition, and fix prices in the
municipal derivatives market in violation
of Section 1 of the Sherman Antitrust Act,
15 U.S.C. § 1.2 The lawsuits have been
consolidated for multi-district litigation in
the United States District Court, Southern
District of New York. While certain bank
defendants have agreed to settle (JPMorgan
Chase & Co. has settled for $44.6 million),
the multidistrict litigation is currently pend-
ing against the remaining defendants.

In the last year, municipalities in the
multi-district litigation have faced a difficult
choice of opting to receive proceeds from
the above-mentioned regulatory settlements,
pursuing their claims in the multi-district
litigation, or bringing an individual lawsuit.
As a condition of opting to receive the regu- :
latory settlement funds, plaintiffs are re-
quired to waive and relinquish their claims
in both the multi-district litigation and any
individual lawsuit.

For municipalities with significant and
identifiable losses tied to the bid-rigging
scandal, it may be beneficial to opt out of

==
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© both the multi-district litigation and the
""""""""""""""""""""""""""""""""""""""""""""""""""" : regulatory settlements and instead pursue ~ :
 individual claims. The statute of limitations
© on these types of claims may be an issue be- :
© cause this scandal was exposed in national

© media around 2008 and 2009. Institutions
¢ with potentially large losses as a result of
tax-exempt bond issuances, however, should
: consult with counsel before deciding wheth- :
D erto opt out of the multidistrict litigation
or any regulatory settlement.

- Il Securities Lending Litigation

¢ Securities lending is a service that is of-

: fered by financial institutions to their large
© custodial clients, which oftentimes includes _
municipalities and other local governmental
 entities and their pension funds. In asecu- :
: rities lending program, the financial institu-

tion lends its client’s securities (i.e., stocks,
bonds, and other investments) to broker/

¢ dealers (such as hedge funds) in order to :
cover short sales and other trading activities.
i In exchange, the borrower of the security
provides collateral, usually in the form of

¢ cash. The financial institution then invests
¢ the cash collateral on its client’s behalf,

i When the borrower returns the security, .
: the financial institution sells the investment, :
: returns the cash collateral to the borrower,
: and any return on the investment is split

: between the financial institution and its

¢ client.

In the past, securities lending programs

i were typically sold as “low-risk” programs :
: where the client could make a small amount
¢ of additional return on investments that

: were otherwise simply being held in a cus-
¢ todial account in order to offset the bank’s
: custodial fees. The primary objectives for :
: most securities lending programs were safety !
: of principal and liquidity. During the finan-
: cial crisis of 2008, though, it became ap-

: parent that many financial institutions had
: made risky investments in highly complex

. and risky financial products such as “struc-
: tured investment vehicles.” When investors
. attempted to get out of their securities

: lending programs, they were unable to do

: 5o because these investments were illiquid.

Ultimately, many clients lost millions of

dollars.

Since the financial crisis of 2008, at least a

¢ dozen lawsuits have been filed on behalf of
i local governmental entities, hospitals, pen-
¢ sion plans, and other institutional investors
: against their custodial banks arising out of
 losses suffered in their securities lending |,

the City of St. Petersburg, Florida approxi-

programs. The banks that have been sued
include some of the largest financial institu-
tions in the world, such as Wells Fargo, Wa-
chovia, JPMorgan Chase, BNY Mellon, and
Northern Trust.

To date, two of these cases have tried. In
Workers” Compensation Reinsurance Associa-
tion v. Wells Fargo Bank, N.A., four non-
profit institutions in Minnesota obtained a
$41 million verdict against Wells Fargo for
securities lending losses suffered in invest-
ments in Lehman Brothers and in struc-
tured investment vehicles Cheyne Finance
and Stanfield Victoria, which was upheld
by the Minnesota Court of Appeals.
Similarly, on April 3, 2012, a jury awarded

mately $10.4 million for losses it suffered
in its securities lending portfolio as a result
of an investment that Wachovia made on
its behalf in Lehman Brothers.2 The case
is currently on appeal. Finally, several of
these cases have been settled. In particular,
Sarasota County recently settled its claims
against Wachovia arising out of losses in
Lehman Brothers and an investment ve-
hicle called Altius for $24 million.23

The securities lending lawsuits generally as-
sert claims for breach of contract, breach of
fiduciary duty, and other various securities
law violations. Because these claims arise
out of the relationship between banks and
their institutional customers, the viability of
each potential claim is highly fact-specific.
Most securities lending programs are gov-
erned by a set of investment guidelines that
set out the obligations of the bank and the
client. Municipalities and other govern-
mental entities that participated in securi-
ties lending programs should review these
investment guidelines to determine whether
the investments made on their behalf were
appropriate.

Conclusion

In the aftermath of the financial crisis of
2008, all municipalities and other local
governmental entities should make an inde-
pendent assessment to determine the cause
of their investment losses. In light of the LI
BOR rate-ixing scandal, the municipal bond
bid-rigging scandal, and the numerous securi-
ties lending lawsuits, it seems apparent that
more than just a decline in the market may
be responsible for some of these losses.
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: groups. But this is often not the case. Many
© state oil and gas oversight entities are seen

© as overly accommodating to industry. In

: some cases, the regulatory groups subsist in

: large part on fees and other income derived

: from the very companies they are charged

© with overseeing. Their mission becomes the
. “regulation” of drilling but almost never its

¢ limitation or prohibition.

In Colorado, the responsible entity is

. the Colorado Oil and Gas Conservation

. Commission (COGCC). In a textbook

. example of the regulatory vacuum which

: angers local residents, COGCC requires

: only a 3504oot setback for fracking activities.
: In other words, the state’s own watchdog

: agency has thus far deemed it acceptable to

© site hydraulic fracturing operations, with

¢ their attendant air pollution, water-chemical
¢ flowback remediation, truck traffic, noise and
: other externalities—only one football field

: away from homes, schools and parks.® It was
© this inadequate setback that most energized

: the Longmont voters to override the state’s

regulatory agency.
A similar revolt has emerged in California,

¢ where new fracking regulations are being pro-
: posed by the State’s Division of Oil, Gas and
. Geothermal Resources. Eco-activists argue

¢ that the proposed rules allow a “trade secret”

¢ loophole, meaning that the industry need

: not disclose which chemicals and additives it
¢ is pumping into the earth. They also assert

: that the new regulations do little to protect

. water and air quality and actually eliminate

: fracking from existing statutory restrictions.’

Guerilla tactics by local property owners

¢ and politicians is a problem for the oil and

: gas producers. Given that industry would

¢ often prefer to woo (or coerce) a single entity
: in the state house rather than confronting

: dozens of energized individual citizens’

: groups around a state, this can result in odd

. bedfellows.

The Longmont situation is a case in point.

: When the Longmont City Council passed
© initial restrictions on oil and gas activity

early in 2012, Colorado Governor John

. Hickenlooper directed state attorneys to sue

: the city, challenging its authority. In Novem-
: ber 2012, as Longmont voters adopted the

: outright ban on fracking, Hickenlooper

¢ said the State of Colorado would not sue

¢ Longmont—but would support any lawsuit

: brought by the oil and gas industry. That

: has occurred, as the Colorado Oil and Gas

: Association promptly sued Longmont. The

(S.D.N.Y., Charles Schwab Amended Com-

suit not only alleges an unconstitutional

: taking of property but the illegal expansion
¢ of municipal power into an area which is
. already superseded by state statutes.

It is unclear how the Colorado court battle

: will end, but it is certain to proliferate: Other
© cities in Colorado, including Greeley and

¢ Colorado Springs have now passed Long-

. montlike bans.
i New York and Pennsylvania, which abut the
: massive Marcellus shale field in the Eastern
: United States, may provide some insights.

Litigation in two states,

. In New York, a home rule jurisdiction with
: more than 150 fracking bans already in ef-
¢ fect, a pair of 2012 cases have held in favor
: of the municipalities, finding that the state’s
: oil and gas regulatory scheme does not fore-
¢ close reasonable local zoning limitations."

Admittedly, these suits are in their infancy

¢ and await several layers of appellate battle.

¢ Other New York suits are already underway:

¢ in November, natural gas developer Lenape

¢ Resources sued the Town of Avon, challeng-

© ing its moratorium against expansion of

¢ fracking. ™' Lenape also sued the New York

. Department of Environmental Conservation
¢ (DEQC), requiring DEC to invalidate the local
: moratorium and assert state dominance of

: the political landscape. But for the moment,
¢ the Empire State is hospitable to local restric-

Continued on page 36
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