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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK

SECURITIES AND EXCHANGE COMMISSION, :
Plaintiff, : e<F & ASS

v, Civil Action No.
CITIGROUP GLOBAL MARKETS, INC.

Defendant.

COMPLAINT

Plaintiff Securities and Exchange Commission (“Commission™) alleges the
following against Defendant Citigroup Global Markets Inc. (“Citi” or “Defendant”):
NATURE OF THE ACTION

1. This is a case in which the Defendant misled tens of thousands of its customers
regarding the fundamental nature and increasing risks as.sociated with auction rate
securities (“ARS”) that Citi underwrote, marketed and sold. Through its financial
advisers (“FAs™), sales personnel, and marketing materials, Citi misrepresented to
.customers that ARS were safe, highly liquid investments comparabie to money market
instniments. As a result, numerous customers invested in ARS funds they needed to ﬁavc
avaijlable on a short-term basis. |
2. Citi historically had committed it own capital to support ARS auctions for which
it served as the lead manager so that those auctions did not fail. During the fall of 2007,
the credit crisis and deteriorating market conditions caused Citi to have to support its

auctions to a greater extent. Citi knew the ARS market was deteriorating and Citi’s




inventory of ARS was significantly increasing. Accordingly, Citi knew the risk of failed
auctions had materially increased. Citi knew these material facts but did not disclose to
its customers timely, complete, and accurate information about them.
3. Inmid-February 2008, Citi decided to stop supporting the auctions. On February
11, 2008, Citi stopped supportil;.lg its stﬁdent loan ARS auctions, and-thosc auctions
faited. On February 12, 2008, Citi stopped supporting its auctions for other ARS with
low maximum rate resets, and those auctions failed. As a result of failed auctions, tens of
- thousand of Citi customers held approximately $45 billion of illiquid ARS, instead of the
_ liquid short-term investments Citi had represented ARS to be.
4. By engaging in the conduct described in the Complaint, the Defendant violated
Section 15(c) of the Securities Exchange Act of 1934 (“Exchange Act”) [15 U.S.C.
§780(c)]. Accordingly, the Commission seeks: (a) entry of a permanent injunctioﬁ
prohibiting the Defendant from further violations of the relevant provision of the =
Exchange Act; (b) the imposition of a civil penalty against the bcfeildant; and (c) any
other relief this Court deems necessary and a?propriate under the circumstances.

JURISDICTION AND VENUE

.S. This Court has jurisdiction over this matter pursuant to Sections 21(d)(1), 21(e),
21(f), and 27 of the Exchange Act {15 U.S.C. §§ 78u(d)(1), 78u(e), 78u(f), and 78aa].
6. Citi, directly or indirectly, used the mails and means and instrumentalities of
interstate commerce in connection with the acts, practices, and courses o_f business

alleged herein.




7. Venue is appropriate in this District pursuant to Section 27 of .thc Exchange Act
because Citi is found, has its headquarters and principal executive offices, and transacts
business in this District.
DEFENDANT |
8. Citigroup Global Markets Inc., a whoHy;owned brokerage and securities
subSidiary_ of Citigroup Inc.,, is incorporated and has its headquarters, principal executive
offices, and short-term trading desk in Néw York, New York. Citigroup Global Markets
is registered with the Commission as a broker-dealer. Among other services, Citi
provided underwriting services for iséucrs of ARS and marketed ARS to retail and other
customers located throughout the United States. -
| FACTUAL ALLEGATIONS
Description Of ARS
9. ARS are bonds issued by municipalities, student loan entities, and corporations, or
preferred stock issued by closed-end mutual funds, with interest rates or dividend yields
that are periodically reset through frequent auctions, tyﬁically every éeven, fourteen,
twenty-eight or thirty-five days. ARS are usually issued with maturities of thirty years,
but the maturities can range from five years to perpetuity.
10.  The issuer of each ARS selects one or more broker-dealers to underwrite the
offering and);or manage the auction process. If the issuer selects more than on.e broker-
dealer, then the issuer designates one of the broker-dealers as the lead broker-dealer,
which is primarily responsible for managing the auction process. Customers can only

submit orders for that ARS through the selected broker-dealers.










Citi’s Disclosures Did Not Negate Citi’s Misleading Marketing of ARS
20.  Citi posted its ARS practices and procedures on its website, but these disclosures

were inadequate and did not negate Citi’s marketing of ARS as liquid investments that

were an alternative to money market instruments.

21.  According to Citi’s practices and procedures, “From an investor’s

perspective,... ARS are generally viewéd as an alternative to money market funds.”

22.  Citi had disclosures relating to, among other things, an “Existing Holder's Ability

to Resell Auction Rate Securities May be Limited” that stated in part:
Existing holders will be able to sell the ARS in an auction only if there are bidders
willing to purchase all the ARS offered for sale in the auction. If sufficient
clearing bids have not been made, existing holders that have submitted sell orders
will not be able to sell in the auction all, and may not be able to sell any, of the
ARS subject to such submitted sell orders. ... Citigroup may submit a bid in an
auction to keep it from failing, but it is not obligated to do so. There may not
always be enough bidders to prevent an auction from failing in the absence of
Citigroup bidding in the auction for its own account. Therefore, failed auctions
are possible, especially if the issuer's credit were to deteriorate, if a market
disruption were to occur or if, for any reason, Citigroup were unable or unwilling
to bid.

Citi’s disclosures regarding auction failures, however, were inconsistent with its

description of ARS as “an alternative to money market funds” and inconsistent with its

marketing of ARS as liquid, short-term investments.

23.  In addition, Citi did not disclose the extent to which the liquidity of ARS

depended upon Citi bidding in the auctions. Citi used its support of auctions, and

corresponding record of no failed auctions, to imply safety and liquidity in promoting its

ARS to certain customers. Consequently, even if a customer had been informed that

there were liquidity risks associated with ARS, the customer would not know that that the













" customers to make them aware of this increased risk.

increased from approximately $4 billion to more than $10 billion in February 2008 when
Citi stopped supporting auctions. |

37.  As carly as August 2007, Citi recognized that the amount of available ARS
exceeded the demand, but Cjt:i continued to increase the amount of ARS that Citi
underwrote and marketed, thereby contributing to the inventory and balance sheet
problems that threatened its ability to continue supporting auctions. For instance, Citi
still explored opportunities to take over ARS from other broker-dealers as those broker-
‘dealers struggled in the deteriorating market. Citi investment bankers also wanted to
continue bringing new ARS to market, to earn fees and to maintain their position vis-a-
 vis bankers at other broker-dealers, despite the need to. control the supply and inventory.
of ARS. Not until early November 2007 did Citi finally curtail new ARS issuances for
the year.

38.  As the fall of 2007 passed and the likelihood of failed auctions significantly

increased, Citi did not provide current, complete, and accurate information to its

39.  Citi knew that its ARS were marketed to institutional and retail customers, and
that retail customer participation was essential to the success of the ARS market. Citi
also knew or was reckless in not knowing that its retail customers expected liquidity on
demand and that Citi-managed auctions historically had provided that liquidity. As Citi’s
- ARS inventory grew in late 2007, diminishing Citi’s ability to continue providing
liquidity, Citi failed to ensure thaf new or existing customers were advised of these risks

associated with buying or holding ARS.
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44.  In early January, Citi raised some of the fees for other broker-dealers that sell
Citi’s ARS: subordinate ARS increased from ten to twenty basis points, and all other
auction products, excludin-g seven-day municii:»al debt, increased from ten to fifteen bps.
45, .Evcn during the days leading up to when Citi allowed auctions to fail, Citi still
was trying to sell inventory. An email instructed ARS traders and others to “sell anything
you can” and “if there is an opportunity to reduce our book, then we have to hit it
ASAP.”

Citi Failed To Disclose To Custoiners That Certain ARS Had Low Maximum

Rate Resets And That 1t Was Supporting ARS That Were Not “Viable”
Structures In The Deteriorating Market :

46. When Citi di.scussed the possibility of failed auctions, Citi often stated that ARS
have high, above market, maximum rate resets if an anction failed to compensate the
holder for the lack of liquidity and to create incentives for the issuer to restructure the.
ARS, thereby providing liquidity to the holder. Citi failed to disclose that, at least under
market conditions at that time, certain ARS had low, below market, maximum rate resets.
47.  Certain types of ARS, such as certain classes of mﬁnicipal ARS, did have ﬁxed
maximum rate resets as high as fifteen or twenty percent, and, thus, well above market
rates for instruments of similar credit quality and duration. In contrast, however, other
ARS, such as Student loan ARS (which Citi generally did not sell to retail customers) and
preferred ARS issued by closed-end funds (which Citi sold to institutional and retail
customers), had fprmulaic maximum rate resets that were determined by reference to
certain market indices. At least since August 2007, these market indices were generally

low, so the formulas for certain ARS resulted in reset rates lower than the rates set in
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the ARS market.” The documents also listed “[c]lompeting broker-dealers failing on
auctions” as one of a number of events that could force Citi to fail auctions. |

Citi Knew The Risk Of Failed Auctions
Had Materially Inc_reased During The Fall Of 2007

57. A November 1, 2007 internal email from Short-Term Trading management
expressed concerns aboﬁt “monolines and growing illiquidity in the ARS market.” Short-
Term Trading management had reviewed “Citi's liquidity commitment to the short-term
tax-exempt market,” and stat;ed, “A change in the outlook or a downgrade on any
monoline from one of the rating -ageﬁcim would hurt liquidity in the ARS market...Even
apart from the potential of a monoline downgrade, the ARS market is subject to a
potential liquidity crisis.” They stated, “Since the credit crisis hit this summer, the ARS
market has been under pressure caused by investor risk aversion and other dealers' failed
ductions. .. As a result, liquidity has been thin. Given the difficulty of monolines. .. we
are very concerned that a further investor pullback could increase the risk of widespread
failed auctions.”

58. By the beginning of December 2007, Short-Term Trading management
communications discussed various scenarios under which auctions might fail. In
addiﬁon, Risk Management was conducting scenario analyses to evaluate the impact of
failed aﬁctions.

59. A December 7, 2007 email stateci that senior Citi officials “don't have much of a
problem of lctting them [ARS] go if times get much tougher.”

60. ~ On December 15, 2007, jnternal emails discussed subordinate student loans,
which were a significant portion of Citi’s inventory, and Citi potentiaily allowing those

auctions to fail when certain maximum loss or batance sheet limits were reached. One
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email stated, “Of course if they [the subs] go, everything will probably go as well. There
may be an outside chance of the subs failing and talking the market into it being a
spéciﬁc credit issue like what has already happened with the CDO paper.” Citi was
aware that if certain auctions failed, other auctions also likely would fail unless investors
. could be convinced that the fails related to credit risks with certain ARS, which is what
happened when certain ARS backed by CDO’s failed in August 2007.
61. In mid-December, senior management had further discussions about the
ramifications if Citi stopped supporting auctions. The handout for one such discussion
stated, “If it survives at all, the ARS market will be much smaller in the future and will be
primaﬁ!y tax—exempf issuers.” By December 24, 2007, an internal Citi document
provided to senior management about the ARS market discussed Citi’s current goals and
objectives and its plan in the event of failed auctions.
62.  Citi’s plan in the event of failed auctions stated:
A specific asset class in the ARS market may become so stressed that Citi may
‘decide to no longer support that asset class, causing failed auctions. Should this
occur, Citi will continue to attempt to support the programs that are viable.
However, if a specific ARS asset class experience fails, there is a high probability
that investors will lose confidence in all sectors and asset types funded in the ARS
market.
63.  According to the plan, “[o]n the day that auctions begin to fai}, we would
immediately alert the market through Citi’s public relations.” The public statement
woﬁld state that “fu]ntil conditions improve, these ‘failed auctions’ will most likely
-continue to occur.”

64.  In the cover email to the December 24, 2007 document, a senior official stated

that a failed auction at Citi “seems like an unavoidable eventuality.”
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If Customers Knew About the Increased Liguidity Risk,
Many Likely Would Sell Their ARS

65.  Citi was aware from recent events that liquidity issues in the ARS market tended
to increase customers’ sales of ARS.
66.  In 2004, customer interest in ARS diminished during the Commission’s
investigation into broker-dealers’ practice in connection with ARS securities. Similarly,
in 2005, many public companies sold their ARS after accounting guidance was issued
- relating to the classification of ARS in the books and records of a public company asa
“cash equivalen t.” The guidance indicated that this classification likely was not
appropriate in many circumstances because the securities did not have guaranteed
liquidity, and that companies may need to reclassify such securities as long-term
investments because these instruments typically had long-term maturities. In both market
events, Citi had to increase its support of ARS until the dislocation subsided. |
67.  As early as August 2007, Citi documents discussed its support of IARS, including
its support of ARS during these other crises.
68. Thus, in late 2007 and early 2008, Citi was aware that if it disclosed to FAs and .
customers, or if customers learned of, the increased liquidity risk, many of ﬁwe
customers likely would have sold their ARS. Accordingly, on an ongoing basis, Citi
noted the awareness FAs and retail customers had about ARS and the market.

Final Events I.eading Up To Citi’s Decision To Allow Auctions To Fail
69.  On February 7, 2008, another broker-dealer was the first broker-dealer to allow
multiple ARS auctions to fail. A Citi ARS trader provided the following market color,
“Panic is now clearly evident with both retail and institutional customers. Pricing is very

erratic as dealers attempt to find a new buying base for ARS.”
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A BTAIf

Robert B. Blackburn (RB 1545)

Securities and Exchange Comunission
3 World Financial Center, Room 4300
New York, New York 10281-1022
(212) 336-1050 [Blackburn]

(212) 336-3317 [FAC}

BlackburnR @sec.gov

Dated: December { {, 2008

Respectfully subnutted,

ML

Jordan A. Thomas

Fredric Firestone

Kemneth Lench

Andrew Sporkin

Melissa Lamb

Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549-4030

(202) 551-4475 {Thomas]

(202) 772-9245 [Thomas FAX]
ThomasJA@sec.gov

Attorneys for Plaintiff
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