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The market for auction-rate securities
remains largely frozen. Investors are unable
to withdraw funds they thought would be
available. The ongoing auction failures not
only make the investments illiquid, but
increase the risks that issuers may default.

This article describes the auction-rate
securities market, recounts events leading to
the current crisis, and identifies some of the
conflicts of interest by issuers, broker-
dealers, and auction managers that have put
ordinary investors at so much risk. Actions
being taken by regulators are described and
options for investors are outlined.
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What are Auction-Rate Securitie®

Auction-rate securities were created by Wall
Street investment banks in 1984 to help
municipalities issue long-term debt paying

interest rates closer to the rates for short-
term debt. Soon, mutual funds and
corporations adopted this model. By the end
of 2007, some $330 billion worth of auction-

rate securities were outstanding.

It was a great idea, so long as the economy
acted the way Wall Street predicted it
would. The credit crisis, however, revealed
serious flaws in the design and operation of
the auction market.

Types of Auction-Rate Securitieg\uction-
rate securities are commonly bonds or
preferred stock. These securities may be
called by other names, depending on who is
issuing the auction-rate securities and how
the auctions are structured. Other names
are:

Auction Rate Preferred Stock
Auction Market Preferred Stock
Variable Rate Preferred Securities
Money Market Preferred Securities
Periodic Auction Rate Securities
Auction Rate Bonds

Variable Rate Demand Notes.

The Auction Rate Issuers Four types of
issuers  sell auction-rate  securities:
municipalities (making up about half the
market), student loan funds (about 25%),
closed-end mutual funds (about 20%), and
corporations (about 5%). The municipal and
student loan bonds have maturity dates
ranging from 5 to 40 years. The preferred
shares issued by mutual funds and
corporations have no maturity dates.

Ordinarily, issuers wanting to sell long-term
debt or preferred stock must offer high
interest rates to investors. The novel feature



of auction-rate securities was that the
securities could be resold at auctions held on
a regular basis, generally every 7, 28, or 35
days. Investors buying 40-year bonds could
resell them at par (full value) at the next
auction. Because investors had the ability to
resell their bonds and preferred stock at the
next auction, the investors were willing to
accept lower interest rates.

Municipalities (cities and towns) could now
issue 40-year bonds to pay for the
construction of roads, bridges, and sewer
systems more cheaply than before. Mutual
funds could borrow money cheaply to
increase the size of their investment
portfolios. Investors liked the favorable
rates obtainable on auction-rate securities.

Credit Enhancement, Ratings Feature$o
increase the attractiveness of auction-rate
securities, many issuers got insurance
companies to guarantee payment if the
government agency or mutual fund failed to
make payments owed on the bonds or
preferred stock. With this insurance in
place, many of the auction-rate securities
received investment-grade ratings from
Standard & Poor’s or Moody'’s.

Different Effects While all auction-rate
securities share some common elements, the
differences between them can be significant.
For example, municipal and student loan
securities represent debt of the issuers. The
preferred stock issued by mutual funds and
corporations represents equity in those
issuers. The various products also vary in
the penalty interest rates they will pay, the
likelihood the securities will be redeemed,
and their attractiveness in a resale market
(i.e., how much discount investors might be
required to accept to sell the securities in a

’As noted below, these credit enhancements
guaranteed the creditworthiness of the issuer; they
did not guarantee that investors would be ablestio s
their securities at auction when they wanted cash.

secondary market). Some, such as variable
rate demand notes, have a “put” or “tender”

feature that allows holders to force issuer to

repurchase their securities at par.

Who are the Buye?s Originally, auction-
rate securities were sold only to institutional
buyers. The minimum purchase size was
$250,000. In recent years, the minimum
purchase size has been reduced to $25,000,
making them available to individual
investors. The extent of the shift from
institutional buyers to ordinary investors has
been dramatic. At the end of 2006,
institutional investors owned 80% of the
value of auction-rate securities. A year
later, institutional investors owned only
30%, the remaining 70% was held by
individual investors.

Claimed Benefits Investors were eager to
buy auction-rate securities because their
brokers hyped the supposed benefits.
Broker-dealers told investors the securities
paid higher interest rates than money market
funds or bank certificates of deposit, but
were highly liquid, equivalent to cash or
money market funds, and safe investments
for the short term. Broker-dealers said these
securities were suitable for investors with as
little as $25,000 and a time horizon as short
as one week.

The Auction Process

How They Are Created A municipality,

mutual fund, or other issuer wanting to raise
money from investors using auction-rate
securities hires an investment bank (a
broker-dealer) to underwrite the offering and

*The put feature is guaranteed by a letter of credit
standby purchase agreement provided by a bank.
Surprisingly, many auction-rate bonds were able to
get interest rates lower than was paid on bonds
having a put feature.



manage the periodic auctiohs. A
commercial bank is hired as the auction
agent. The issuer pays these entities to
underwrite the offering and conduct the
periodic auctions.

Broker-dealers only accept bids for auctions
they manage; they do not recommend or sell
auction-rate securities managed by other
broker-dealers.

When the offering is first sold to investors,
the investors are given prospectuses that
describe how the auctions will be conducted,
including the frequency of auctions, the
rules for conducting the auctions, and what
happens in the event of failed auctions or
“all-hold” auctions.

Design of the Auction The interest rate that
the issuer pays and that the investors receive
is determined through the auction process.
At each auction, owners of securities who
want to sell their holdings, put them up for
sale. If the auction succeeds, the bidders at
the new auction buy the securities from the
prior holders. Interest is paid by the issuer
to the current owners at the end of each
auction period.

Auction-rate securities are auctioned at their
face value (called par value). They are not
sold at discounts or premiums as is common
with bonds. The only variable at auctions is
the interest rate that will prevail. This
interest rate is determined using a form of
“Dutch” auction.

The Dutch Auction The Dutch auction

process is designed to identify the lowest
interest rate investors will accept to buy the
securities being offered at the auction.
Investors submit bids to the auction manager
identifying the interest rate they would need

“ A list of the largest auction managers is at e e
of this article.

in order to buy a certain amount of the
securities. The securities will be sold to
those investors submitting the lowest bids.
However, all bidders will receive the highest
interest rate that is required to sell (clear) all
of the auction-rate securities offered for sale.
This is called the “clearing rate.”

An example will best illustrate how these
auctions operate. Assume that an issuer has
$100 million in securities available at
auction. A variety of investors submit bids
at five different interest rates:

A: $25 million in bids at 3.0%
B: $25 million in bids at 3.1%
C: $40 million in bids at 3.2%
D: $75 million in bids at 3.3%
E: $50 million in bids at 3.4%

In this example, the interest rate necessary to
sell all $100 million is 3.3% — the clearing
rate. This means that investors in groups A,
B, and C get all the securities for which they
bid. These total $90 million. The remaining
$10 million will be dividedpro rata among
investors in group D. Bidders in group E
will get no securities.

Types of Bids As noted above, the
securities being sold at auction are bought
from investors who purchased the securities
at prior auctions. Those owners can decide
whether to continue holding their securities
or sell them at the next auction. There are
four types of auction orders. The first three
can be submitted by existing holders of
auction-rate  securities; the fourth s
submitted by new bidders:

Hold: The investor will hold the
securities until the next auction,
receiving the clearing rate set at the

new auction.

Hold at Rate The investor expresses
a desire to keep the securitiéghe



new clearing rate is at least as high
as the existing interest rate.

Sell The investor indicates an intent
to sell the securities, regardless of
the new clearing rate.

Bid: New investors indicate how
much they would like to purchase at
a particular interest rate.

Submitting Bids, Deadlines Bidders can
submit bids at more than one interest rate.
The broker-dealer managing the auction
may submit its own bids, in addition to
submitting bids for its customers. Once bids
are submitted, they are irrevocable.

The auction manager will set an internal

deadline for customers to submit their bids.

In most cases, this will be in advance of the
deadline set by the auction agent (bank) that
actually determines the results of the

auction.  This means that the auction

manager will know the results of customer

bids before the manager decides what bids,
if any, to submit for itself.

When the bid deadline arrives, the auction
agent decides three questions: first, whether
there are more buyers than sellers, second,
what the clearing rate will be, and third, who
the new owners will be. If the auction does
not result in bids for more securities than are
offered for sale, the auction fails and no
clearing rate can be set.

Unwanted Outcomes: All-Hold Auctions and
Failed Auctions There are two unwanted

outcomes for these auctions. If all existing
investors submit “hold” bids, there are no
securities available for auction. This means
there is no way for the auction to set an

® If the clearing rate for the new auction is lowtis
becomes a sell order. This type of order hasadhges
effect as a sell order combined with a bid at the
clearing rate from the prior auction.

interest rate for the following period. This is
called an “all-hold” bid. In this situation, an

all-hold interest rate will be set. The all-

hold interest rate is below competitive
levels, causing all holders to receive a low
interest rate.

Broker-dealers often try to avoid all-hold

auctions by putting up for sale securities
they have purchased in prior auctions — to
ensure that at least some securities will be
offered for sale. They generally know when
an auction is in danger of being an all-hold
auction by reviewing bids that are submitted
by existing holders before the bid deadline.

If buyers do not submit bids for at least the
amount of securities being sold, the auction
is a “failed auction.” This automatically

causes a penalty rate to apply. This penalty
rate can be high, as much as 20%n the
case of some student loan issuers,
penalty rate can be abnormally low — 6%.

the

In failed auctions, both issuers and clients
are harmed. Investors keep their shares and
earn the higher penalty rate. However, they
still risk illiquidity (they cannot get access to
their money), default (if the issuer fails
before the auctions restart), and below-
market rates (in those cases where the
penalty rate is still not as high as could be
obtained elsewhere).

Broker-dealers (auction managers) want to
avoid both results. All-hold rates harm
brokerage customers by causing interest
rates on their investments to drop below

® For example, the Culinary Institute of Americadsol
$56.7 million in auction-rate bonds in 2003. When
its February 19 auction failed, the Institute had t
begin paying a penalty rate of 14%. Over the next
three months, it paid $561,000 more in interest tha
had paid over the prior three months.

" A $5 billion issue of auction-rate securities isgu
by the Pennsylvania Higher Education Assistance
Agency had its rate reset to zero. This penaliy i
based on technical ways these bonds are structured.



rates that could be obtained elsewhere.
Penalty rates resulting from failed auctions
harm issuers, who are relying on the broker-
dealer to help them pay low interest rates.

Are They “Cash Equivalents™?

Many brokerage firms sold auction-rate
securities to their customers with the pitch
that these investments were just like money
market funds and certificates of deposit, but
pay higher rates. Historically, auction-rate
securities have not been treated as cash
equivalents in the way that most firms
promoted them to their clients.

Inclusion in Money Market Fundsin May
2002, the Securites and Exchange
Commission’s Investment Management
Division (SEC) agreed to permit Merrill
Lynch to include a closed-end mutual fund’s
auction-rate securities in one of Merrill's
money market mutual funds. However, this
approval was subject to several limiting
conditions: the auction-rate securities had a
guarantee (put) feature whereby a guarantor
was required to buy the auction-rate
securities if the auction failed and both the
issuer and the guarantor must be highly
rated by a ratings agency. Few auction-rate
securities meet these criteria.

Accounting Treatment In 1987, the
Financial Accounting Standards Board
adopted FASB 95, outlining the accounting
treatment of cash and cash equivalents.
(This was before auction-rate securities
grew into such a large market.) FASB 95
defined cash equivalents as those
investments that have short terms, are
highly-liquid, are readily convertible to
cash, and are near maturity.

Until 2005, most independent auditors as
well as companies that purchased auction-
rate securities considered auction-rate
securities to be cash equivalents. They
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reasoned that since auctions are held often,
the securities are both held for the short term
and tantamount to near maturity.

In March 2005, the accounting firm
Pricewaterhouse Coopers issued an advisory
to its accountants and clients saying that
auction-rate  securities are not cash
equivalents. Instead, PwC said they should
be considered short-term investments (or in
some cases, long-term investments). Other
large accounting firms followed PwC'’s lead
and began requiring their clients to no
longer classify auction-rate securities as
cash equivalents. This required some public
companies to restate their financial
statements for 2004. Unhappy corporate
treasurers urged FASB to treat auction-rate
securities as cash equivalents. FASB
declined to revise FASB 95.

Brokerage Abuses Exposed

In May 2006, the SEC revealed that it had
been investigating misconduct in the

auction-rate market by broker-dealers who
were managing auctions. The SEC alleged a
number of abuses, including:

Auction managers permitted
customers to make “open” bids or
“market” bids that did not specify a
particular bid rate. The broker-
dealer would fill in a rate for the
customers after seeing the other bids.

Auction managers intervened in
auctions by allowing customers to
change their bids or by changing
customer bids without permission.

Some customer bids were improperly
prioritized by auction managers, to
increase the likelihood that certain
bids would be accepted.



Some customers were permitted to
submit or revise their bids after the
bid deadline, altering the clearing
rate.

When there were more bids at the
clearing rate than securities available
for sale, auction managers allocated
the securities to certain customers,
rather than on gro rata basis to
everyone who bid that rate.

In some cases, firms did not require
bidders to take thepro ratashare of
bids submitted at the clearing rate, in
essence permitting some bids to be
revoked.

Some firms agreed to pay customers
higher interest rates if they would
submit bids at below-market rates.
This helped the issuer sell its
securities for low interest rates. In
these instances, the auction manager
would repurchase the securities later
at a price above par value.

Engaging in improper “price talk,”
telling some customers what bids
had already been submitted. This
practice gave these customers an
advantage over other bidders.

The SEC imposed sanctions on fourteen
large broker-dealers for these auction
abuses. According to the SEC, these abuses
violated laws prohibiting misrepresentations.
During the investigation, the firms
acknowledged their conduct to the SEC.
The agency concluded that while the abusive
practices were serious and widespread, there
was little investor harm.

The fourteen brokerage firms consented to
the SEC orders. While the firms neither
admitted nor denied violating the law, they
were ordered to cease these practices and
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agreed to pay fines. Eight firms paid fines
of $1.5 million each, one paid $750,000, and
the other five were fined $125,000 each.
The amounts of the fines were based on the
amount of auction-rate business conducted
by each firm and the frequency of
misconduct.

The SEC orders did not prohibit auction
managers from bidding on auctions they
managed, but did say that if firms were
going to submit bids, the firms needed to
disclose their intent to bid.

Best Practices Report As a result of the
SEC enforcement actions, the Bond Market
Association (now the Securities Industry and
Financial Markets Association) prepared a
report identifying the best practices that
should be followed by auction managers.
Most broker-dealers then adopted their own
procedures manuals modeled after the
association’s best practices report.

Auction Agent AbusesEight months later,
the SEC sanctioned three banks for abuses
in conducting auctions. The SEC alleged
that the banks accepted initial or revised
bids from auction managers after the bid
submission deadline and allowed broker-
dealers to intervene in auctions when the
prospectus governing those auctions did not
permit auction managers to bid. The three
banks consented to cease and desist orders
and paid a combined $1.6 million in fines.

Signs of Trouble

Early Auction Failures During 2007, signs

of trouble started appearing. That summer,
some auctions that were backed by subprime
debt failed. Because these auction failures
were tied to risky securities, the auction
failures did not attract much attention.
These auctions represented 2 - 6% of the
market.



In the fall and winter, more auctions failed.
These increasing numbers of auction failures
were triggered by several factors:
downgrades in the investment ratings of
bond issuers or bond insurers, the tighter
supply of capital as the credit crisis began,
lessening demand for auction-rate securities
(as more buyers realized they were not cash
equivalents), and decreasing auction support
by auction managers.

Also in 2007, a number of auctions of
student loan securities came close to failing.
Failures were averted when the issuers
agreed to waive certain conditions in the
prospectus that made the securities easier to
sell.

Interest Rates Began Risinddy November,
the average interest rate for municipal
auction-rate bonds had begun to rise. For
the first time, rates were above the level for
variable rate demand bonds having put
features.

Bond Insurers Many municipal auction-
rate securities added credit enhancements
features such as insurance policies issued by
bond insurance companies. However, these
same bond insurers also insured mortgage-
backed securities and subprime mortgages.
Then, in July 2007, two of these bond
insurers reported losses on securities backed
by subprime mortgages. As the credibility
of the bond insurers suffered, investors had
less confidence in the creditworthiness of
other securities covered by these bond
insurers. In August, $1.8 billion in auction-
rate securities issued by bond insurers failed.

Institutional Investors Quit Buying Large,
professional investors noticed these warning
signs and scaled back their purchases.
While institutional investors had owned
$265 billion in auction rate securities at the
end of 2006, by the end of 2007 that number
had dropped to only $100 billion. Who

bought the remaining $165 billion worth of
auction-rate securities? The answer is
individual investors and auction managers.

Auction Manager Support In order for
sophisticated investors to be able to sell their
auction-rate securities, auction managers
had to find other buyers, or the auctions
would fail. When brokerage firms could not
find enough individual investors to buy
these securities, the firms began using their
own money. These purchases kept the
auctions from failing. The auction managers
kept some of these securities; others were
sold to customers after the auction. The big
guestion -that new bidders did not know to
ask — was how long the broker-dealers
would keep using their own money to keep
auctions from failing.

Collapse of the Auctions

Firms Stopped Supporting Auctions On
February 13, 2008, most if not all major
broker-dealers stopped using their own
money to support auctions. That day, 87%
of all auctions failed due to insufficient bid
interest. Investors holding some $300
billion in auction-rate securities could not
sell their securities. Approximately 60% of
auctions have continued to fail since tfen.

The reasons for the firms’ decisions to
suddenly stop supporting the auctions are
not yet clear. The credit crisis almost
certainly played some role. The firms may
have stopped purchasing auction-rate
securities because they could not afford to
keep their own capital tied up in these
securities, because the firms could not find

8 About 99% of auctions backed by student loans are
still failing. Less than half of the municipal deb
auctions continue to fail.

® After firms wrote down the value of more than $375
billion in subprime mortgage holdings, they needed
the cash that otherwise could be used to support
auctions.



new investors willing to purchase the
securities, or because they feared a collapse
was coming and did not want to hold the
securities for the long term. Over time, it
will become clearer whether the firms kept
supporting the auctions only long enough to
permit large institutional investors to exit
this market and whether the brokerage firms
coordinated their decisions to stop
supporting auctions.

Effects on IssuersAs a result of the auction
failures, issuers must pay penalty rates. This
affects government issuers, such as
municipalities, the most as their penalty
rates may be as high as 26 Closed-end
mutual funds generally have much lower
penalty rates, so they are not as affected by
the auction failures. Ironically, issuers still
have to pay broker-dealers for their services
in managing auctions that fail.

Auctions that have not failed also are facing
higher interest payments. The failures of
other auctions have made investors demand
higher interest rates for buying these

securities. In January 2008, the average
interest rate for municipal auction-rate

securities was 3.65%. By the week of

February 20, the average had almost
doubled to 6.89%.

Even municipalities that have not issued
auction-rate securities are facing higher
financing costs due to the auction failures.
Issuers are finding few banks willing to
serve as lenders of last resort for non-
auction variable rate demand obligations.
Costs for these “liquidity facilities”

(promises by banks to provide funding) have
jumped fourfold. Municipalities are also

1% These higher interest costs on municipal secaritie
come, of course, from the pockets of taxpayersw Ne

Jersey has had to pay an extra $2 million in istere

per week. The state recently spent $17 million to
convert its auction-rate bonds to fixed-rate bonds.

paying higher rates for fixed-rate bonds they
issue.

Effects on Investors While some investors
may benefit from receiving high penalty
rates after failed auctions, they still don’t
have access to their mon¥y. Many
investors have reported hardships they face
by not being able to access their funds to
pay tax obligations, college tuition for their
children, and business operating expenses.
In addition, the high penalty rates being paid
by issuers, combined with the credit crisis
and other shocks to the economy increase
the risks that issuers will default.

Holders of auction-rate securities who need
their money have been forced to borrow,
using the securities as collateral, or sell the
securities at discounts as great as 30%.
Several brokerage firms, such as UBS and
Goldman Sachs have admitted that the
auction failures have made the securities
worth less than their face value by marking
down the value of these securities on
customer account statements. Other firms
have not taken this step, perhaps hoping to
avoid triggering customer claims for
restitution or because the firms do not want
to mark down the value of the auction-rate
securities they hold in their own accounts.

Institutional Write-Downs Hundreds of
public companies owning auction-rate
securities are struggling with how to value
their holdings. More than 400 companies
hold at least $30 billion in these securities.
About half have written down the value of
their auction-rate holdings (with an average
markdown of 13.2%), while the others have
not — even though market prices have fallen
significantly.

' And, as noted above, not all penalty rates are
favorable. Some student-loan debt has a pendkly ra
of 0%.



Litigating Customer Claims

Although many legal proceedings have been
initiated against broker-dealers that sold
these securities and managed auctions, many
of the claims face significant hurdles.

Class Action Lawsuits More than 20 class
action lawsuits have been filed since March,
claiming securities fraud by the largest
brokerage firms. The suits generally allege
that the firms failed to disclose the risks of
these investments and falsely represented
that they were as safe and liquid as cash.

These suits may have difficulty getting
approved as class actions for several
reasons. First, many of the owners of these
securities have not yet been harmed. If the
holders are receiving high penalty rates of
interest and the issuers have not defaulted,
the investors have not yet suffered financial
losses. This is further complicated by the
willingness of firms to lend money to
customers to help them until the auctions
restart or the securities are repurchased by
the issuer. Plus, the auctions might restart
soon or the issuers might repurchase the
securities at full value before the lawsuit has
proceeded very far.

Second, even when particular customers
have suffered losses, each of their
circumstances will be unique and each will
have suffered individualized loss amounts.
For some, the loss will be based on the
amount of markdowns by their brokerage
firms. Even these will vary according to the
particular securities held by the customer.
For others, the amount of harm can be
measured by the loss taken when the
securities were sold to others. Still others
will be able to demonstrate injury from

missed business opportunities while their
money was frozen (opportunity costs). The
difficulty is that class action lawsuits must

be based on common factors faced by all
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members of a class (called commonality);
these types of lawsuits cannot examine the
facts and circumstances of individual

victims.

Third, whether investors were misled also
presents unigue questions. Some investors
may have known about the structure of the
auctions and the existence of penalty rates.
Knowing about penalty rates will likely be
deemed an awareness that there was a risk of
auction failures. Other investors might have
been given a prospectus or brochure that
described the auction process. These
differences among the knowledge levels of
investors likely would prevent class-action
status from being approved.

Arbitration Claims Investors who want to
make individual claims against their broker-
dealers or their securities salespersons must
file separate arbitration claims. Hundreds of
arbitration claims have been filed since the
auction failures began in February. The
arbitration claims process is run by FINRA,
the Financial Industry Regulatory Authority.
Only claims that can demonstrate actual
losse? (or missed opportunity costs) and
specific misrepresentations are likely to
succeed. Because claims will have to be
brought individually, only those investors
having large claims are likely to find
attorneys willing to bring claims on a
contingency basis.  For investors with
smaller losses, the expenses of hiring an
attorney will exceed the amount expected to
be recovered. Investors do have the option

12 |Losses can be demonstrated by selling the
securites on off-exchange markets, reduced
valuations listed by the broker-dealer on the aqusto
account statements, or decisions by the brokeredeal
to mark down the value of the auction-rate seasiti

it owns.

Even evidence of valuations based on markdown
might be contested. Firms may argue that they
expect the values of these securities to reboudd an
assert that current valuations are not the same as
actual losses.



to file an arbitration claim without engaging
an attorney, but few choose this course.

In many situations, class action lawsuits are
better for investors. They generally have
lower costs for each investor in the class and
create better settlement leverage. But, the
requirement that all investors be in similar
situations provides a high hurdle for holders
of auction-rate securities. Individual
arbitration claims can move more quickly
and can emphasize egregious conduct that
may have occurred, but a larger percentage
of any recovery will go to attorneys fees.

Whichever course is taken, the investors
should expect the brokerage firms to fight
the claims. At least one of the firms is
arguing it has no liability because the losses
were due to “market conditions,” not as a
result of any misconduct by the firm.

Fraud Claims The class action lawsuits and
individual arbitration claims often allege

that the firms misrepresented information to
investors or failed to disclose information
that investors should have known. Litigants
claim that firms failed to disclose:

That auction-rate securities
complex, long-term investments;

are

The extent to which the investors
were dependent on the broker-dealer
to maintain the auction market;

How much inside knowledge the
broker-dealer had about bids being
submitted and how the firm used that
information;

The conflicts of interest by the

broker-dealer — wanting to get low

rates for their issuer clients and
wanting to get high rates for

brokerage customers and the broker-
dealer’'s own purchases;
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The extent to which the broker-
dealer had intervened in prior
auctions to set rates, purchase
securities, and prevent all-hold and
failed auctions (and whether this
intervention masked the risks of
auction failures);

The broker-dealer’s role in helping
institutional investors get out of the
auction-rate market and the extent of
any coordination between firms in
deciding to keep the auctions from
failing;

That firms kept selling these
securities to customers after knowing
the firm might stop supporting the
auctions; and

How much inside information was
given to certain customers before the
bid deadlines, giving those
customers advantages in bidding.

Mutual Fund Conflicts

Broker-dealers are not the only ones with
conflicts of interest — and potential liability.
Mutual funds that have issued auction-rate
securities that are now illiquid must choose
between protecting the interests of mutual
fund shareholders and the interests of
auction-rate investors. Ultimately, many are
choosing to protect a third interest — their
own.

In most cases, the penalty rate for auction-
rate preferred securities issued by mutual
fund companies is not significantly higher

than market rates. This means that holders
do not earn substantially higher rates to
compensate them for the loss of liquidity

after auction failure. It also means the

mutual fund has less financial incentive to

redeem these securities quickly.



Without this financial incentive, the decision
that mutual fund managers have to make is
harder. The reason closed-end funds borrow
money is to increase the amount being
invested for the fund. If the money can be
borrowed cheaply, the increased leverage
can improve the fund’'s performance
(assuming the market goes up). This gives a
better return to the fund’'s shareholders. So,
the fund manager must decide whether the
manager owes a greater duty to the owners
of auction-rate securities whose holdings are
frozen or shareholders of the fund who want
higher returns.

Unlike other issuers of auction-rate
securities, mutual funds could easily come
up with the money to repurchase auction-
rates securities it has issued. The fund
manager could sell investments held by the
fund and use those proceeds to repurchase
the auction-rate preferred shares. The
guestion is whether the fund manger wants
to redeem the shares. It turns out that fund
managers are compensated based on a
percentage of the assets held by the mutual
fund. This means that the larger the size of
the fund, the higher the manager’s
compensation. So, if the fund manager were
to sell fund holdings and redeem the
auction-rate preferred shares, the manager’s
compensation would drop dramatically. Not
surprisingly, fund managers have not chosen
this course, asserting — of course — that their
decision is based on seeking the best
interests of fund shareholdérs.

Reqgulatory Investigations and Oversight

Government Investigations Massachusetts

was the first regulator to acknowledge it was
investigating the auction-rate failures. In
February and March, the state issued

13 Another factor funds must consider is whether fund
shareholders or auction-rate holders should bear th
costs involved in selling the fund holdings and
paying the costs of redeeming the preferred shares.
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subpoenas to nine issuers and three broker-
dealers. New York followed suit, sending
subpoenas to 18 brokerage firms in April.
That same month, a nine-state task force was
formed to look at the auction-rate conduct of
all the large firms. The states will examine
representations made to investors and
whether firms adequately supervised their
sales agents.

On June 26, 2008, Massachusetts filed
disciplinary charges against UBS Financial
Securities for fraud in the sale of auction-
rate securities. More governmental actions
are expected.

Both the SEC and FINRA have started so-
called “sweep investigations,” examining

the entire process by which the firms sold
auction-rate securities and conducted the
auctions.

Requlatory Guidance to FirmsFINRA has
issued guidance to broker-dealers as they
deal with the failed auctions and try to help
their customers. In  March, FINRA
increased the capital (margin) requirements
for firms making loans to customers holding
auction-rate securities. In early April, firms
were required to separately track complaints
they received from auction-rate customers.
On April 30, FINRA reminded firms that if
issuers make partial redemptions of auction-
rate securities, the firms must put customer
interests ahead of the firm’s own interests.
This would require the firm to make sure all
customer holdings were redeemed before the
firm began redeeming its own holdings.

Seeking Short-Term Solutions: Letting
Issuers Bid at their Own Auctions

Problem Municipal issuers, whose
securities have high penalty rates, face the
most severe financial impact of the auction
failures. After the auction market froze in
February, issuers had to pay high rates even



for auctions that succeeded. In some cases,
these high rates were caused by the bidding
tactics of the auction manager.

Wisconsin Medical College Examplat the
March 7, 2008 auction for the $66,350,000
in variable rate bonds outstanding for the
Medical College of Wisconsin, $48,975,000
in securities were offered for sale by
existing holders. Eighteen bids were
submitted by customers wanting to buy
these bonds. Most of these customers bid
rates less than 6.0%.

Goldman Sachs was the auction manager for
these bonds. When the bid submission
deadline arrived, Goldman realized that

customers bid for only $38,875,000 of the

securities, not enough to purchase all the
securities offered for sale. Unless Goldman
bid for at least $10,100,000 of the securities,
the auction would fail, causing the Medical

College to pay the scheduled 18% penalty
rate.

What Goldman did — and did not — do is

very instructive about how the auctions are
managed and how a broker-dealer, like
Goldman, balances the interests of issuers,
customers, and its own profitability.

Goldman decided to bid for the entire
outstanding amount of bonds, not just the
minimum amount needed to prevent an
auction failure. By bidding for the entire

amount, Goldman knew two things: its bid

would make the auction succeed and its bid
would become the clearing rate.

Option I Goldman could have bid
for only $10,100,000 and bid
anywhere below the highest
customer bid. This would have
allowed the auction to succeed and

 The lowest bid was 3.75%. The average of all bids
was 5.78%.
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the clearing rate would have been set
by other bidders. In this scenario,

Goldman’s intervention would have

helped the auction succeed, but the
firm would not have altered the

clearing rate.

Option 2 Because Goldman knew
that its bid would set the clearing

rate, Goldman could have bid lower
than the lowest outside bid (3.75%),
setting this as the clearing rate. In
this scenario, the Medical College
would benefit by receiving a low

interest rate for the auction period.
But, other Goldman customers who
submitted bids would have been
denied the ability to get any of these
bonds at the 3.75-7.95% rates they
bid. This would help one customer
(the issuer) and hurt other customers
(bidders). It also would have given

Goldman a low interest rate on its
investment.

Option 3 Goldman could bid higher
than any other bidders, knowing that
whatever price Goldman bid would
be the price received by all bidders.

In fact, Goldman chose Option 3, bidding
8% and making 8% the clearing rate for all
bidders. While the Medical College was
saved having to pay an 18% penalty rate, the
actions of its auction manager caused it to
pay more than a competitive rate.

This begs the question: Whose interest was
Goldman serving?

Issuers Ask for Help Results like this
caused issuers to decide they needed better
control over their auctions. It appears they
felt they could not trust their auction
managers to adequately protect their
interests, so they wanted to be able to submit
their own bids at auction.




SEC Grants Permission to BidOn March

14, the SEC approved a proposal to allow
issuers to bid for their own securities at
auctions. It was hoped that this new source
of bids will make more auctions succeed.
Such a course also required approval by the
IRS, which quickly issued a ruling that such
bidding would not be treated as repurchases
that might trigger adverse tax consequences
for the issuers.

The SEC approval requires that issuers
publicly disclose their bidding activities, to
reduce the opportunity for manipulatith.
Issuers must reveal their bidding intentions
in advance, report the extent to which the
issuer and auction manager actually bid, and
disclose the results of the auction.

Whittier Example On April 22, 2008, the
City of Whittier, California announced its
intention to bid on the April 25 auction for
$74 million in health revenue bonds issued
by the City. The issuer said it planned to bid
for $27,500,000 of bonds at an interest rate
equal to the SIFMA Municipal Swap Index
plus 50 basis points (0.5%). Moreover, the
City disclosed it had purchased $41,225,000
of the bonds in auctions held the prior two
weeks and would continue holding them
until the bonds were redeemed or reg8ld.
The notice advises existing holders and
prospective bidders that the City’s intent to
bid likely would affect the clearing rate.

At the April 25 auction, only $6,050,000 of
the $75 million health revenue bond amount
was offered for sale (hold orders were

5 The SEC has warned issuers to avoid manipulation.
The Wisconsin Medical College Example illustrates
the potential for manipulation. Just as Goldman
could have set the clearing rate by its biddingd(an
did set a high clearing rate), bidding by issuerslad

set below-market clearing rates. This would help
issuers get low market rates, but subvert the
competitiveness and integrity of the markets.

% These bonds have a penalty rate of 15%, giving the
City a strong incentive to help the auctions sudcee
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submitted for the remaining $67,950,000,
including the $41,225,000 already held by
the City). Eleven other bids were submitted
for this auction (totaling $101,200,000), and
neither the City nor its auction manager
(UBS) ended up bidding. Those 11 bids
ranged from 1.97% to 7%, with a clearing
rate of 5%.

Aspirus Hospital Example On April 15,
Aspirus Wausau Hospital announced its
intention to bid at the next auction on April
18. Aspirus expressed an intent to submit a
bid for all outstanding bonds (approximately
$44,850,000) at the SIFMA Municipal Swap
Index, which was 2.10%. This was the low
bid. Because Aspirus bid a low rate, it
bought all the securities offered for sale,
$2,650,000. At each of the next five weekly
auctions, Aspirus submitted the lowest bids
for securities. Each of these low bids
became the clearing bids and Aspirus bought
all securities available for sale. Clearly, this
issuer bidding drove the bid prices low, but
the auctions all succeed&d.

Redemptions by Municipal IssuersThese
examples illustrate how municipal issuers
can both keep auctions from failing, but also
use the auctions to redeem outstanding
securities. Provided that the issuer has the
financial ability to purchase large amounts
of its own auction-rate securities, it can
avoid having to pay penalty rates and can
redeem these securities at auction.

By the end of May, 2008, issuers of auction-
rate securities had redeemed some $80
billion in auction-rate securities — about 25%
of the total auction-rate market. Most of the
redemptions have been by municipalities.

7 By submitting bids at least as high as the SIFMA
index rate, the issuer is making it less likely 8&£C
will accuse it of trying to manipulate prices t@th
detriment of holders who decided to keep their
securities.



Many of these agencies will issue new
bonds at fixed rates to fund the redemptions.

Redemptions by Mutual Funds So far,
closed-end funds have redeemed about 30%
of their preferred shares. Several funds have
announced plans to replace their auction-rate
securities with variable-rate instruments
having “put” features, hoping the
instruments will be attractive to money
market funds. On June 13, both the SEC
and IRS approved the design the new
preferred shares. Now the funds need to line
up banks willing to financially support the
put options and convince money market
funds to buy them.

Some funds claim they need the SEC to
relax capital requirements to permit the
funds to borrow money to replace the
preferred auction-rate sharés.The SEC is
considering this request.

Other Short-Term Solutions

Selling Auction-Rate Securities Several
trading networks have begun buying and
selling securities from failed auctions.
These sell at discounts ranging from 2% to
30%  Municipal securities with high
penalty rates sell at a small discount.
Mutual fund preferred shares having low
penalty rates and student loan bonds require
greater discounts. Most of the buyers are
hedge funds hoping to resell the securities
when the auction markets unfreeze or the
issuers redeem the securities.

Even when investors try to sell their auction-
rate securities at a discount, their broker-
dealers may refuse to release the securities.
One report says that over four dozen firms

18 Based on accounting rules, auction-rate preferred
shares issued by mutual funds are counted as equity
whereas bank borrowings would be treated as debt.

¥ In some cases, the issuers themselves are offering
to buy back the auction-rate securities at a distou
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that sold auction-rate securities are
thwarting efforts to create a secondary
market. Firms say they are saving
customers from needless losses on the
securities. Critics suggest the firms do not
want customers to be able to fix the amount
of their damages.

Customers are justifiably angry at being
denied the only practical means of selling
their auction-rate holdings. The customer is
the owner of the securities. If the firm
refuses to deliver the securities to the
customer so the customer can sell them, the
firm has breached its duties to the customer.

Borrowing Against Securities As noted
above, customers needing short-term access
to their funds can borrow money from their
broker-dealer, using the auction-rate
securities as collateral. These loans are
generally made at low rates, but may still
result in a net loss if the penalty rate being
earned is lower than the borrowing cost.
There are limits on how much can be
borrowed.

Long-Term Prospects

Shrinking Market The auction-rate market

already is shrinking. Some securities are
being redeemed; others will have to wait
until the auctions start succeeding. One
estimate is that up to 30% of auction-rate
securities will never regain their par value.
Citigroup has predicted that the auction
market will completely disappear, meaning
that issuers will return to traditional

financing tools such as fixed-rate bonds or
new auction-rate securities with put features.

Investor Confidence Shaken Even if the
market recovers in the future, investor
confidence has suffered so much investors
likely will demand higher rates to
compensate for the risk of auction failures.




These higher rates will reduce or eliminate
the appeal of these securities to issuers.

MSRB Proposal to Provide Information
The Municipal Securities Rulemaking Board
has announced plans to develop a website
containing information on the outcome of
auctions. The results would be posted on
auction day and include information on
whether the auction succeeded or failed, the
clearing rate, and the number and amount of
bids. A group of bond dealers opposes the
move, saying the problems in the auction
market result from a lack of liquidity, not a
lack of transparency.

Information to Consider in Evaluating
Possible Claims

Holders of auction-rate securities or their
attorneys who are considering filing suit or

arbitration claims should consider gathering
and evaluating a variety of information

about this specialized market. Information
should be obtained from investors, public
sources, and the broker-dealers. This might
include:

Background What auctions does the
broker-dealer manage? Which
auctions have failed and when?
What  solicitation and other

marketing materials did the firm use?
Get copies of the firm’s auction

practices and procedures. Review
the results of all auctions for these
securities.

Auction Intervention To what
extent did the broker-dealer bid at
auctions? Were the bids to prevent
auction failure or based on a desire
to own the securities? Did the firm
solicit others to bid at its auctions
(before or after internal deadlines)?
If so, why? How many bidders
participated other than the auction
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manager?  Would auctions have
failed absent broker-dealer bidding?
Did the auction manager’s bidding
affect the clearing rate? When the
firm bought securities, did it hold
them until the next auction or
quickly resell them to customers?

Adequacy of Disclosures Were
investors told about the 2007 auction
failures and near failures? Did the
investors know about any prior
failures of auctions managed by this
firm? Did investors understand the
likelihood and consequences of
auction failures? Were these
securities described as liquid or cash
equivalents? Did the firm describe
these securities as safe after it knew
of other auction failures? What
customer complaints have been filed
with the firm (and do they
demonstrate a pattern)?

Suitability = Was the purchase of
auction-rate securities suitable for
this customer? Did the broker-dealer
know when the customer would need
access to the money? If auction-rate
securities were suitable, was this the
best choice (or should the firm have
recommended securities with a high
penalty rate, those issued by a
municipal agency, or one with a
third-party guarantor)? How well
did the firm fulfill its duty to ensure
auction liquidity before accepting
money from its customers for
auction purchases?

Competence Did the firm’'s sales
agent read the prospectus for the
products sold to customers? Did the
salesperson understand the product
and its risks? Did the firm
adequately supervise the sales? Was
it misleading for the firm to continue



listing securities at par value on
customer account statements after
auction failures?

Auction Conduct Did the firm
decide to submit bids (for itself or
others) only after seeing customer
bids? If so, how did that affect the
firm’s bidding decisions? Did the
firm accept or change any bids after
the internal deadline or the bid
deadline? How did the firm decide
to stop supporting the auctions?
What kind of “price talk” did the
firm provide? Who else had
information about expected bids?
Was this information made available
to all who might be affected?

Conflicts of Interest Did the firm
show preferences for any of its roles
as underwriter for the issuer, auction
manager, representative of investors
submitting bids, or submitting bids
for its own accounts? Did the firm
keep selling auction-rate securities to
customers after some auctions had
failed? To what extent did the firm
talk to other broker-dealers about
their intentions to stop supporting
auctions? Was the firm selling
auction-rate securities owned by
institutional investors at the same
time it was recommending that
customers buy these securities?
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Appendix: Largest Issuers of Municipal
Auction-Rate Securities

The ten largest issuers of municipal auction-
rate securities from 2000 to 2007 were:

Citigroup, $39.73 billion

UBS, $31.50 billion

Morgan Stanley, $20.13 billion
Goldman Sachs, $17.80 billion
JP Morgan, $15.72 billion

Bear Stearns, $12.61 billion
Merrill Lynch, $12.37 billion

Bank of America, $11.03 billion
RBC Dain Rauscher, 10.25 billion
Lehman Brothers, $9.74 billion.

Together, these ten brokerage firms issued

(and managed auctions of) $180.88 billion
in auction-rate securities.

More Information

For additional information about auction-
rate securities and other specialized
securities matters, contact:

Wayne Klein
Lewis B. Freeman & Partners, Inc.
299 South Main, Suite 1300
Salt Lake City, UT 84111
(801) 534-4455
wklein@Ibfglobal.com
www.lbfglobal.com




