
FINANCIAL INDIJSIRYREGULATORYAUTHORITY
LETTER OF ACCEPTANCE, WA?VER AND CONSENT

NO. 2008013990$-02

TO: Deparm?ent of Enforeement
Financial Indusey Regulatory Authority ?F[NRA")

RE: Merrill Lynch, Pierce, Fcnner & Smith lnc. Respondent
CRDNo. 7691

Pursuantto FINRA Rule 921 6 of F?NRA's Code of Pmcedur? Merrill Lynch, Pierce, Fenner &
Smith inc. ?Merrill Lynch" or thc "FirmD submits this Letter of Ac?cptance, Waiver and
Consent (?AWC") for the purpose of proposing a settlement of the alleged n?le violations
described below. This AWC is submitted on the condition that, if accepted, FiNRA will not
bring any future actions against Merrill Lynch alleging viola?ior?s based on the s*ne factual
findings described herein-

L

ACCEFTANCE AND CONSENT

A. Merrill Lynch hereby accepts and consents, without ddmitting or denying the
findings, and solely for the purposes ofthis proceeding and any other proceeding
brought by or on behalf of FrNRA, 0? to which FINRA is a party, prior to a
hearing and without an adjudication ofany issue oftawor ta?, to the mtiyof the
following findings by F?NRA:

BACKGROUND

Mernll Lynch is a fu?l scrvice brokerage firm and has been a member of FLNRA smce Jam?ary

26, 1937. The Firm is beadqu=tered in New York City and has approximately ?,300 active
branches ar?d approximately 24,000 registered representatives. In February 2011, Mcrrill Lynch
reported txoess net capital of approximately $8.9 billion and net capital of approximately
$9.7 bi?lien

RELEVANT DISCIPLINARY HISTORY

Thc Firm's relevant disciplinary history includes:

ln March 2011, Mmili Lynch consented to findings that it violated NASD Rules 3010 and 2010
by misrtpor?ing cer?ain historical delinquency data and by failmg to establish a system Do

reasonably supervise the maintenance and updating of information it used for subprime
r?sidcntial mortgage.backed securitiza?ions. The Firm was certsured and fined a t?a? of
$3 million. See Merrill Lvnch, CaseNo. 200?12808201,  AWC OV?arch 22,2011).
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Io December 2007, the Firm entered into a $*tlement, whereby it consentod ?o findings that it
viola?d NASD Rules 3010 mid 2110, by failing to establish, maintain and enforce supervisory
systems and procedures designed ?o ensure that eligible investors received the opportmity to
purchase mutual funds at Net Asset Value ('NAV') through available NAV Transfer Programs.
Me?rili Lynch ?onsented to a censurc, $250,000 fine and an undertaking. ? Merrill Lvnch.
Case No. EAF040?090003,  AWC (Dec. 2007).

In Fcbn?ary 2006, the Firm oonsented to findings that it violated NASD Rules governing mu?uai
fund sales conlests and regis?mtion of se???ities principals. The firm also consen?d to findings
that it violat?d NASD Rules 3010 and 21 tO by having deficient sup?visory systems and
procedures regarding mumal fund recommendations, required disclosures to customers, sales
contests and registration of s???rities principals. The Firm r?ceived a ccnsure, $5 million fine
md m undertaking. ?? MmilLLamg? Case No. ?982003042014,  AWC OFeh. 2006).

OVERVIEW

The Firm failed to have in p??ce a supenisory system to ensure that all employee and employee-
imerested accounts' were monitored mé reviewed for potentia) miscon?uct. The Employee
Activity Review System ("EARS") was the Firm's primary means of monitoring employee
acoount a?iv?ties. EARS automatica!Jy capmred accounts opmed by employees who were using
their social security numbers as the primary ?x identification number. However, if the
employee' s social security number or tax identification number was not the primary mtmber
associated with the account. EARS failexi to automatically capture the account i? its database.
In these instances the Firm relied solely on its employees to input tbeir accounzs into EARS. A
significan? number ofempioyws either did not report such accounts or did not do so in a timely
manner and as a result, a sig?ifi?ant number ofemploye?/employee-intaested a?counts failed to
be monitorod in EARS. At FINRA's request, the Firm conducted a review ofits EARS system
and found that approximately 40,000 cmployeakmployee-Lnteresud accounts were not reported

or not repor?ed for eertain time periods on EARS from January 2006 t0 June 20?0, Thus, these

accounts were not reviewed in EARS for all requiled periods, in violation ofNASD Rules 3010
and 2110 and FlNRA Ruk 2010: The Finn's failure to capture and monitor all
cmployee/employoc-interested  accounts had serious consequences.

The Eirm also failed to establish, maintain and enforcc writwn procedures tO adequately
supuvise its registered represenrativ? Bru¢e E. Hammonds ?HammondsD.' From April 2007

' Employee-inwrested  ac?unts are the? ?counts in which an ?mployce bas a fi?1an?ial inrerest or can exercise
con?o? *l?hough the a?count is wr in hli/h* nm?e.

? FINRA Ru[c 20 10 rwk effe? after D?ernb? 1 5. 2008 md *tper?ed?d NASD Ru? 21 10.

? On Deo?mber ? 1, 2009, Hammonds was pcrmanmdy harr?? after he cxecold an Ofr? of Seulem?? in whiGh he
c?nwa?? to findings that, ?hrough d,? t?sc of a Ponzi sch=ne, be viot*ed Section 10(b) of the Secwities Exclunge
Act of 1934 md Ruk ?Ob-5 Bereundet. NASD Rules 2?20, 2330 mid 21 ? 0.

On Ocrober 2, 2009, io ?he F?eal Di?ict Court for Ib? Wmern Disoicr of Tex?. Hammonds was sem?ced to a
57-momh term of impriso?inem and w?s o?de?ed to pa? $1.1 ? 1,323 in r?su?uzi?? ? ?veszm for his Zuti?y pi?a t?
two Dounis ofseeuritie? fraud.
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to June 2008, Hammonds used a business account hc opened at the Firm to implement a Ponzi
scheme. Hammonds fraudulemly induoc? 11 mdividuals to irvcst in excess of $ 1 million in a
fraudulent scheme he ran as B&.i Parmership CB&?7. Hammonds misrcpresenbed  to the
investors that B&.J invested in S?P tndcx futures, oil contrac?, BRIC
(Brazil/Russia/India/China)  investments and hedge funds, promising returns rmging from 30 to
100 percent Although the Pim never appmv?d of Hammonds' outside business aetiviries in the
B&J p?tnership, Merrill Lynch sup?-vi?ors approved Hammonds' request to open a business

aocount in name of B&J. Because the pnmary tax number associated with the account was
8&3's tax identification number, not Hammonds' ?W security number, EARS did not
automaucally capture the B&.? accoiwt on the system. Hammonds' fraudulent activities in the
a*count went undetected by the Firm for over 10 months. The Firm's failure to e*ablish.
maintain and cnforce procedures to adequately supervise Hammonds' activities enabled hiin to
wgage in the fraudulent scheme and thus the Firm violated NASD Rules 3010 and 21 10.

FACTS AND VIO?ATIVE CONDUCT

Z?he Firm 's Supervisory Sy?:em and Frview

EARS was the Firm's primary means ofmoni?ring employees' ao?olmr activities. Virtually all
employee account activity flowed into and was monitored through this system. EARS provided
intbmmtion similar to that contained on monthly account St??? including deposm
withdrawals, checking activity, payee information on diecks written against the account and wire
activity, The Firm reli?d on its supervisors to utilize EARS to conduct its supervisory and

compliance reviews of employeetemployee-?terested accounts. When an m?p?oyee open? an
account under the employee's social security number, the account was automatically reported on
EARS. However, if dw empioye?employee-ia?er?st?d acw?mt was opmed under a diger?t
social wcurity m?mber or tax identification number. such as with a business account, the Firm
did not automatically include the account in EARS and instead relied upon its employee to
disclose (he account io the Sys*m.

At FINRA Enforcm?eat's request, the Firm conducted a review of EARS and found that from
Janumy 2006 to June 2010 approximabeiy 40,000 employee/employoc-interested  accounts were
either not reported or not reported for certain time periods on EARS. Since the aocounts we?
notavailable on EARS. they were not subjectto the required review or monitoring by thc Firm.

In July 2010, in connecoon with the purchase of the Finn by Baak of America, the Finn began

transitioning from EARS Io tbc Associate Investment Monitoring ("AIMD system to monitor
and revicw all employre/employee-interested  accounts. The Firm also dcvclopod a new account
reconciliation tool that performs regular checks of the AIM system using the employ?s' social

security numbers and tax idemiflcatio? mmbers to ensure that al? appropriate accounts are in fact
report? in the system.
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Hc?mnonds' M,isconduc:

From April 2007 to ?rne 2008, Hammonds fraudulently induced ni?* Finn customers mid two
other individuals to invest in excess of $1 million in B&.r, a fraudulent scheme Hammonds
orcheseated Several Firm customers funded their invemnenrs in B&-? by Hquidatiog positions or
withdrawing funds fronn their Merrill Lynch accounts. Hammonds told his investors dmt B&J
was affiliated with the Firm. He misrepresented the type of products the parmership would
invest ia and promis?? remms of 30% to 100%. Rather than investing all the funds in the
promised securities, indexed funds, or futums contracts, Hammonds invested less than tO'/, of
the funds and misappropriated the rest. Hamrnonds perp?tuale? his fraudulent scheme by both
providing customers with fictitious accoimt statmnents and paying certain investors ?profit?.

In order to facilitate the fraud, Hammonds opened a business account at the Firm. Hammonds
misrepresentel  to at least one of his supenrisors that he was funding the account from proceeds

of his house-flipping busmess. Hammonds cemple:ed thc new account documentation and
submioted the B&J Parmership agreement to the Finn, as required by Firm policy. However, the

Firrngmedmfadom#mammsymkwofta.CBWP*wa#Mraalxw
to approval of the account. Contrary to Hammonds' misrepresmtations, the B&J Parmership
Agreement stated that the parmership was formed to (a) conduct a securities busmess,
(b) idenr?fied Hammonds as its President, (?) indicated that Hammonds was responsible for
investing B&.J assets, and (d) Hammonds would receive 55% of the par?ership's profits.
Despite the inconsistencies between tlw represen*aons made to the Firm and the contents ofthe
parmerslbip agreement, the Finn approved the opening of the business account. The Firm
assigned i "99" acoount number to Hammonds' business a?oount and designated the account as
an employee account bus faited to include ?hc acconnt in EARS: The Firm also never approved
Hammonds' engagement in the B? outside business activities.

From April 2007 to June 2008, Hammonds deposited over $1,000,000 from 11 investors into the
B&J account Deposits from nine Firm customers were made via checks payable to B?J drawn
against their Firm accounts or bank accounts in the custome?s' names. These checks were
deposited via deposit slips complet*1 and initiated by Hammonds. For example. one of
Hammonds' customers wrote ten checks drawn against her Firm account totaling $480,500.

Although the customer deposited checks were clearly identified on the Firm B&J account
starements, Hammonds deposit activity went unnotieed by the Firm. Additionally, the month?
statements for the B&?J Firm account issued between September 2007 and May 2008, disclosed
that Hammonds wrote 20 cbe?ks against tlie B&J business a?coun? toraimg over $70,000, made
payable to five Men-ill Lynch customers. This check writing activity was also undet??t?l by the
Firm.

?f the Firm were reviewing the B&J Firm account statemems, it would have further dcte?k? that

on eight occasions Hammonds wimd a total of over $93,DOD from tie B&J account to ABC bank
for deposit in an account entitled "PFG Inc. Customer Seg?ega*d Funds account" A Firm

' Not a?? a?oounts coded with the 99 dcsi?tati?n wt?c r?quirrd r? b? mpor?ed on EARS. For ?amp?? th? account
of former ?mployees of the Firm were nor required To be re?orred on EARS bur we coded as 99 in ordu for ?he

emp?oy??t? receive ?z??ai? bm*61? ??tat?d to ?bti? f?r?ner employment ??ch as I?wer trade c?mm?sions.
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supervisor approved a Letter c,f Auth(*ization dated February 20,200?, in whkh Hammonds
requested that SS,000 be wired from the B&J acwunt to the ?PFG Inc. Customer Se?egated
Funds acoount" at another bsnk. A!l of this activity was undet*cted by the Finn.

The Firm's Policies and Proeedure?

Merrill Lynch's written policies required that al! employee and employee-interested  accounts
opened at the Firm be approved by a supervisor. If the accozmt werc a business account and the
busimss involved a parmmhip, the Firm's policies called for production md maintenance of
documents that establish proofofthe par?nem?B such as the paitn???t?ip agreement.

Menill Lynch's policies and procedures also required that all its employees report on EARS any
Merrill Lynch actounr in which th: employee had an interest and any outsWe business activities
in which the employee was involved. The Finn's policies stated that employees wcm responsible
for ensuring that EARS contamed accurate and current reootds of all their accounts. The Firm's
p?licies and procedures also required branch level supervisors to review EARS on a monthly
basis and investigate any suspicious transactions.

The Firrn failed to establish, main?lin and enforos written policies and procedures requiring its
supe-visors to review EARS after approving the opening of an employee/employee-intemsred
account to ensure that the employee had reported the account on EARS. Moreover, the Firm's
existing written policies and proc?dur,? were ina?equate in that they failed to require its
supenrisois to: (a) review documents establishing prvof of a business (such as the parmership
agreement) prior to appro?ring an employee's request 10 open a busmess account; md (b) verify
that an employee was approved to engage in the outside busincss activity before authorizing the
opening of an awount in the name of dhat particular business. Hammonds used the Firm's
excessim reliance on employee self-reporting on EARS and the Firm's inadequate procedures to
1his benefit md to the de?iment ofhis custome??.

Supen'i?oo' Defeie.ncie?

NASD Rule 3010 requires members to, among other things,??establish and mainmin a system to
supenrise the activities of ca?h registered rep?tscntati?e, registered principal, and otbcr
as?ociatcd person ttwt is reasooably designed to achieve compliance with *ppticabk *curities
lzws and regulation? and with applkable NASD Rules. Final responsibility for supervision shall
rest with the membm" The nile further provides that "[e]ach member shall establish, maintain,
and enforoe writrm procedures to supervise the types of business in which it engages and to
supervise the activities of the register?d reprtsentatives, registered principals, and other
asso?i?ed persoris thaz are reasonably designed to achieve oomplian?e with applicable ?ouritics
laws andmgulatiens, and with the applicable ruies ofNASD."

NASD Role 21 10 and FWRA Rule 2010 provide that"[a] member in the conduct ofits business,
sha? obser,e high *andards of commercial honor and just and equitable principles of trade.-
Violations of NASD/FiNRA Rules are viewed as violations of Rules 21 10/10?0 because
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members ofthe socurities industy are expected and required to abide by the applicable rules and
regulations.

Merrill Lynch failed to have in place an adequate supervisory system that was designed to ensure
tha? ali employc?employec?nterest?d acceun? were appropriately monitored and reviewed for
potential misconduct in violation of NASD Rules 30 i 0 (a) and 2? t 0 and FINRA Rule 2010.
Although EARS auromati??jly capmmd accounts opened by employees using their social
security numMit fail?d to automaticaliy capt??e emptoyec/employee.interested aooo,unts that
were opened using a tax identific*ion number or social secunty number that was different from
the employee's social security mnnber- Given that EARS was the Firm's primary sysrem to
monitor and ?*view the activities in empioy??/employ??in?erested accounts, tbe Firm should not
have mlied solely on its employees to repon such accounts on EARS. As a result, a large
number of employee/employee-intereted accounts wcm not re*ewed by the Firm. The Firm
failed to bave a system in plaoe to ens?e thar al! required employe?emptoyee-interested

accounts were in fact repo?d in EARS, Merrill Lynch's faulty system result?d in its t?ilum to
monitor and review approximately 40,000 empioyec'employee-iniercs?d  accounts for certain
time p?iods from January 2006 to June 2010. This deficiency also contributed to the Finn's
failure to detect the fraudulent activides by Hammonds and his use of the B&J account at the
Firm to facilitale his fraudulent scheme.

The Firm also failed to estab!ish, mamtzin and enforce written procedures to adequately
supervise Hammonds. The Firm failed to require its supenisors ?o review EARS after approving
the opening ofan account to ensure that the employee in fact reported the account on the system.
Additionally, while the Finn's pmcedures required the production of the parmership agroement,
the Firm failed to establish and maintain written procedures that required its Supeivisors to
review the parmership agreement as part of the account approval process. The Firm also failed
to have written pmcedm?s that required a supen,isor to vetify the approval Df an outside
busir,?ss activity before authorizing the opening ofm account by an m?ploycc for that particular
business. Had the Firm established Koch a procedure, it would have discovered that Hammonds

never obtained Firm approval for his outside business activities involving B&.I. MerriU Lynch's
failure to establish, maintain and enforce written procedures to adequately supervise and prevent
Hammonds' fraudulentactivines violated NASD Rules 3010 (b) and 2110.

OTHER FACTORS

In determining the appropriate sanction in this mauer, F[NRA took into consideration die Firm's
discovery of Hammonds' misconduct and the remedial steps Merril? Lynch bok to address it,
including its repayment in filll ro the investors who were harmed by the mis¢ondud and the
tn?nsition ofa(*ounts to the AIM system.
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B. The Firm also co?smits to the imposition ofthe following sanctions:

a. A cmsure: and

b, A fine in thc amount of$1,060,000.

The Firm agrees to pay the monemy sanction upon notice that this AWC
has been accepted and ?het such payment is due and payable. The Firm
has submrtled an Electi on of Payment form showing thc method by which
it proposes to pay the fine imposed.

The Firm specifically and voluntarily waives any righ? to claim that it is
unable to pay. now or at any time hereafter, the monetary sanction
imposed in ?his mat?er.

The sanctions imposed herein shall be effective on a date set by FINRA
staff.

IL

WAIVER OF PROCEDURAL RIGHTS

The Firm specifically and voluntarily waives 1* following rights gramed under FINRA's Code

of Procedure:

A. To have a Complaint issued sp?ifying the allegations against it?

B. To be notified of the Complaint and have the opportunity to answer the
allega?ons in writing;

C. To defend a?ainst the ellegatioas in a dis?iplinmy hearing before a hearing panel,

*, have a written r?eord ofthe hearing made and to have a writtm decision issued;
and

D. To appeal any such dtsisioo to the National Adjudicatory Council ("NACD and
?hen to the U.S. Securities and Exchange Commission and a U.S Court of
Appeals.

Further, the Firm specifically and vo?ntarily waivts any right to claim bias or prejudgmt?t of
the General Counsel, the NAC, or any member ofthe NAC in connection with such person's or
body's particip?tion in discussions regarding the Imns and conditions of this AWC. or other
ccnsidmtion of rhis AWC, including acceptance cr rejection ofthis AWC.

The Firm further spc?itically and voluntarily waives any right to claim that a p?son violated the

ex parre prohibitions of FrNRA Ruk 9143 or the separation of functions prohibitions ofF[NRA
Rule 9144. in connection with such person's or body's participation in discussions regarding the
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?rms and co?ditions of O?is AWC. or other consideration of this AWC, including its acceptance

or rejection.

IIL

OTHER MArrERS

The Firm undecs?nrl? that:

A. Submission ofthis AWC is voltmtary and will not resolve this matter unless and
until ii has been reviewed and accepted by the NAC, a Rmiew Subcommittee of
the NAC, or the Offioe ofDisciplinary Affairs (?ODA"), pursuant to FINRA Rule
9216:

B. Ifthis AWC is not accepted, its submission will not be used as evidence to prove
any of the allegations against the Firm; and

C. If accepted:

1. this AWC will become part of the Firm's pem?anent disciplinary record
and may be considered in any future actions brought by FINRA or any
other regula??r agamst i?

2 this AWC will be made available d?rough FfNRA's public disclosure

program in response to public inquiries about the Firm's disciplinary
record;

3. FINRA may make a public announccment concerning this agreement and
the subject maner thereofin accordance with FJNRA Rule ?3 }3: and

4. The Firm may not take any action or make or permit to be made any
public st??ment, inc?uding in regulatory Bings or otherwise, denying,
directly or indirectly, any finding in this AWC or crcate the impression
that the AWC is without fhcnial basis. The Firm may not take any
position in any proceeding brought by or on behalf of FINRA, or to which
FrNRA is a party, that is inconsistent with any part ofthis AWC. Nothmg
in this provision afTects the Firm's right to take legal or factual positions
in ritigation or other legal proocedings in which FfNRA is not a party.

D. The Finn may atmch a Corr??ive Action Stawmmt to this AWC ???t iS a
statem?nt of demonstrable corrective steps taken to prevent future miscondwt-
The Firm understmds that it may not deny the charges or make any statement that
is inconsistent with the AWC in this Statement, This Statement does not
constitute facmal or legal findings by FNRA, nor does it reflea the vi?ws of
FR?IRA or its ?aff.

-8-



The undersigned, on betmlf ofthe Firm. wrtifies zhat aperson duly muioriz?d to ?t qn itsbeh?lf
has n?ad and unders?mds a!l of the provisions of this AWC and has bem giv? a full opport?mity

? ask ????ns *bout it tba? the Firm has a?reed 10 its pm?isions vohintari?y; and th?t no off?r,
threa?, indu?eme?t, or premise of any kind, orher than the temls set forth herein and the prospect
of avoiding the issuance of a Complaint, has been made to induce the Firm to submit it.

-
cz/.NZDu -R-GDMLJ

Datt (mm?dd4?/yY) \. Jo?uil? Sena
-l?sociatc General Counsel

Merrill Lynch. Pierce, Fenner & Smith, inc.

RAI,???EELU 

-Neal Sullivan, ???,
Counsel ** Respondent
Bingham MeCutchen LLP
2020 K Street NW
Washington, DC 20006- 1 ?06
202373.6159

Accepted by FINRA:

Odum 3+2011

D? Signed on behalfofthe
Director ofODA. by dete?at?? authority

2???'
Senior vice President & Chief Counsel

FrNRA Depar?nent ofEnforcement
14 Wal? Sg?et. 14? Floor
New York, NY 10005
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