AUCTION RATE SECURITIES (“ARS”)

Auction Rate Securities are floating rate debt securities (long-term variable-rate corporate or municipal bonds) tied to short-term interest rates.  ARS have a long-term nominal maturity with interest rates reset through an auction process (“Dutch auction”).  Although ARS are issued and rated as long-term bonds (20 to 30 years), they are priced and traded as short-term instruments because of the liquidity provided through the interest rate reset mechanism.
ARS could also refer to a preferred stock (without a stated maturity) for which the dividend is reset through the same process.  

ARS securities are typically of high-grade credit quality.  Typically the minimum investment in ARS is $25,000.

Investors who purchase ARS are generally looking for cash-equivalent investments paying higher yields than money market funds or CDs.  

ARS trade at par and are callable at par on any interest payment date at the option of the issuer.  Interest is paid at the current period based on the interest rate determined in the prior auction period.

Offering documents describe the auction procedures applicable to each ARS.  Auctions are typically held every 7, 14, 28, or 35 days.  

Before each auction, ARS investors can request to sell; hold at a specified rate; or hold at whatever new rate the auction establishes.  Bids, or buy orders, with the lowest interest or dividend rates get accepted first, followed by successively higher bids until all the securities available for auction are sold.  The highest rate accepted in the auction – the “clearing rate” – then becomes the interest or dividend rate that applies to all ARS until the next auction.  

If there are not enough orders to purchase all the shares being sold at the auction, a failed auction occurs.  Broker/dealers usually bid on their own behalf to prevent failed auctions from happening. This made failed auctions extremely rare, although they did occur on occasion. 

In February 2008, investors did not want to participate in the auctions because of credit market concerns. The major broker/dealers who make a market in these securities (Citigroup, Merrill Lynch, UBS, Morgan Stanley, Goldman, RBC Dain Rauscher, Wachovia, Lehman Brothers and J.P. Morgan) declined to act as bidders of last resort, as they had in the past. This was a result of the scope and size of the market failure, combined with the firm's needs to protect their capital during the 2008 financial crisis.  

The failed auctions left investors unable to liquidate their ARS.  Although experiencing a loss of liquidity, investors continue to hold the ARS from a failed auction, and continue to receive the interest or dividend – with potential to sell at the next auction.  

The regulators (state, federal and SRO) have been conducting investigations.  Regulators claim that the ARS were sold as safe and liquid, and that risks were not disclosed.  The North American Securities Administrators Association (“NASAA”) has structured a coordinated approach with the state securities regulators by forming a task force.  “Our focus is to determine what conduct took place at the point of sale – what was potentially misrepresented and omitted – and our goal is securing for investors access to their cash as requested,” according to Karen Tyler, NASAA President.  

The big Wall Street firms entered into settlements to repurchase ARS from investors, and to pay fines to the regulators.

FINRA is now conducting regulatory sweeps of any brokerage firm that might have sold ARS, even if they did not underwrite it.  FINRA will try to determine if BDs were aware of ARS problems, sales practices, and supervision.

FINRA has established a special arbitration process for resolving ARS-based claims.

The Consortium® ( PO Box 2682 ( Camarillo, CA ( 93011-2682

(805)987-6115 ( www.liftburden.com
