FINANCIAL INDUSTRY REGULATORY AUTHORITY SHF
LETTER OF ACCEPTANCE, WAIVER AND CONSENT ‘
NO. 20080146201

T3  Department of Enforcement
Financial Intustry Regulatory Authority {'FINRA')

RE: Ciy Mational Securities, Inc., Respondent
Member Firm
8D No. 103705

Pursuant to NASD Rule 9216 of FINRA’s Code of Procedure, Respondent submits this
Letter of Acceptance, Waiver and Consent ("AWC") for the purpoge of proposing a
sefflement of the alleged rule viclations described below. This AWC is submilled on the
cordition that, if accepted, FINRA will not bring any future acions against the Firm
alleging viclalions based on the same lactual findings described herein.

L

ACCEPTANCE AND CONSENT

Al Respondent hereby acoepis and consents, without admiiting or denying
the findings, and sofely for the purposes of this proceeding and any other
proceeding brought by or on behalf of FINRA, or 1o which FINRA is a
party, prior 1o 8 hearing and without an adjudication of any issue of law or
fact, to the entry of the following findings by FINRA.

BACKGROUND

City Nationat Securities, Inc. {*CNS” of the "Firmy’) has been a registered
broker-desaler and a member of FINRA (ffk/a National Association of
Securities Dealers or NASD) since November 3, 1999, CNS is a full
servica brokerage fim headquartered in Beverly Hills, Califomia, and has
10 active branches and approximately BS registered representatives.

PRIOR DISCIPLINARY HISTORY
The Firm has no prior discipiinary history.
OVERVIEW
During the period from May 31, 2006 through February 28, 2008 ("the Relevant

Period"), CNS violsted MASD and MSRB rules relating to cominunicaticns with
the public in its marketing and sale of auction rate secusities ("ARS") and failed fo
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maintain adequate supervisory procedures conceming its sales and marketing
activities regarding ARS, as required by NASD and MSRB nsfes.

During the Relevant Period, CNS used advertising and markefing matesials for
ARS that were not fair and balanced and did not provide a sound basis for
evaluating the facts in regard 1o purchases of ARS. Among other things, the
materials did not contain adequate disclogure of the risks of ARS, Inciuding the
risks that ARS auctions could fall, that investments in ARS could become Hliquid,
and that cugiomers might be unable to obtain access t» funds invasted in ARS
for substentia periods of time. The materials thus violated NASD Rule 2210,
2211 ang¢ MSREB Rule (3-21 as discussed below.

CNS also failed to establish and maintain a supervisory system, including written
supervisory procedures, that was reasonably desighed to achieve compliance
with NASD and MSRE rules in the marketing and sale of ARS. For instance,
CNS failed to maimtain policies and procedures that were reasonably designed
ensure that registered representatives: (a) accurately described ARS o
customers and (b) provided customers with full disclosure of the risks of ARS
investments. CNS elso failed to provide adequate training to registered
raprasaniatives regarding the features and characteristics of ARS, especlally
those affecting liquidity.

As a result of the foregoing, CNS viclated NASD Rules 2210, 2211, 2010 and
2110 and MSRB Rules G-21, G-27 and G-17.

FACTS AND VIDLATIVE CONDUCT

Backpround: Musction Rate Securitios

ARS ara long-term securities with interest rates or dividend yields that are reset
periodically through an auction process.! Historically, ARS were held mainly by
institutional Investors, but in recent years a retall market developed for these
securities, with a typical minimum investment of $25,000. Atthough the maturity
periods of ARS range from five years {o 30 years or more for debt obligations
and no stated maturity for cdlosed-end fund prefermed shanes, auctions provide the
&r&zayswwufiquidilyhms invesiors and typically ocour every 7, 14, 28 or
ays.

ARS can become illiquid when an euction fils. ARS auctions fail when the
supply of ARS being auctionexd excesds the demand for the securiies in that
auction. ¥When an ARS auction folls, invesiors receive a penalty interest rate or
dividend untll the mexi auction but are unable to sell their securitles at that time.
Asg a resitit, ARS may not be appropriate for Invastors who have a short-termn
need for the funds they are investing,

Secwrities firma play different roles in the ARS market. An Underwriter brings the
ARS to markel as an intarmediary for the issuer of the security. An Aucfion

*“The primary types of ARS are municipal bongs, student loan-backed auction rate
ceriificates issuad by trusts that hoid student loans, and prefarred shares issued by
clogsed-end funds and coliatarafized by the assels in the furxs.
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Agent, which can be a bank, conducts the ARS auction by coliecting orders from
broker-dealers, determines the “clearing rate,” the highest rate accepted in the
auction thal becomes the interest or dividend rate that applies unijl the next
auction, and catculales the allocation of the securities among Auction Dealers.
An Auction Dealer or Remarkefing Agent is a broker-dealer that salichs bids for
the secuilies from their customers, submits them to the Auction Agent and
usually receives a fee paid by the issuer. Firms acting in these capacities are
sumetimes known as “upstream” fimms. In the pas!, certain upstream finns
placed bids for ARS for their proprietary accounts in order (o, among other
things, support the euctions and prevent them from fadling.

in contrast to upstream firms, fkme somelimes known as “downstream” fms do
nol act a8 agents for issuers in any capacity. Instead, downstream firms act in
the traditional broker role as agents for their cusiomers and place bids with
Auction Dealers and Remarkating Agents on the cusiomers” behalf to purchase
and sell ARS. Downstream firms are paid fees by Auction Dealers and
Remarketing Agents (which may vary by dealer and type of security) for effecting
frades in ARS held in dealers’ inveniorios.

Beginning in May 2008, the Securities and Exchange Commission brought a
seqies of enfurcement actions against other underwrtiers . auction deaters and
auction agents in the ARS market.? During the summer of 2007, ARS awctions
began to fad, and by February 2008, ARS auctions failed on a widespread basis.
Many of those failures have continued until the present tine, notwitfistanding that
certai ARS issuers redeemad particular ARS In the period since the widespread
fallures. Nevertheless, many ivestors, incheding those who need access to their
funds, mﬁnuebbeumﬂebselhmmsmmga

ARS ACTIVITIES BY CNS

During the Relevant Pesiod, CNS acted as a downstropm secondary dealer of
ARS. ONS soid approximately $1.9 bilffion of ARS fo cusiomers, almost
exclusively municipal ARS {("MARS") during that pariod, As of Febnury 28, 2008,
approximately $1.195 billfion of ARS was held in 1,560 retall accounts at CNS.
As of the date a settiement in principle was reached in this matter, October 21,
2008, customers heid approximately $28 milion of ARS in CNS retail accounts.

: 9] n i (WdeantRolusaNo.
55712.!»\317 zmm&mmmm«w&
Release No. 57689, May 27, 2008).



ions with the Public: NASD Rule 221
21l MSRE Rule G-l

NASD Rule 2210{d}{1)(A) requires that

All mamber communicaBons with the public shalt be basad on principles
of falr dealing and good faith, must be fair and belanced, and must
provide & sound bagls for evaluating the facts in regard to any particular
secutity or lype of securily, industry or sarvice.

NASD Rule 2211 provides that materiasie distributed o registered or associaled
persons mudt also ment the requiremants of NASD Rule 2210{d){1) and MSRE
Rule G-21 govems advertisements refating to municipal securifies.

CNS violated NASD Rufe 2210, 2211 and MSRB Rule G-21 by using materials
with customers and prospective customers that were not fair and balanced and
did not provide a sound baais for evatuating the: facts in regard 1o purchases of
ARS.

Among other thinge, the matarials uged by CNS falled to adequetely disciose the
risks of inrvesting in ARS, including the risk that ARS auclions could fad, that
invesimants in ARS could basome ifliquid, and that cusiomars might be unable io
obiain access to funds invested in ARS for substantial periods of time. The
materals used by CNS also made inapprogriate comparisons between ARS and
other materially different investments,

For example, the Firm's “Tnvesiment Propesal,” distributed to potential ARS
customers, described the potential advanlages of ARSs in mainfairing shorl-term
liquidity and a3 an investment to manage day-to-day cash needs. In neither the
* “investment Proposal” nor the Fimm's “City National Yield Report” was thero
disclosure about the potential for iliquidity with an ARS in the avent of an
unsuceessiul auction. Certain of the materials relied upon internally by the Fimv's
regislered representatives similarly described ARSs as kow risk, high quality,
short-tern investment alternatives to traditional cash management investments
that would allcw invesiors to manage day-to-day cash needs and maintain
E{uidiy.ﬂmhtanu{nubﬁabaho&ibdbmwdme the patential
Hhquidity.

As a result of the foregoing, CNS violated NASD Rules 2210, 2211 ami MSRB
Rulg 3-21 and, as a resulk, also violated NASD Rule 2110 and MSRB G-17.

NASD Rule 3070 requires each member firm to sstablish and maintain a system,
including written procedures, to supervise the aclivitios of its employees that is
mﬁ%ﬁhmhﬁempﬁmﬁmmmmmm
NASD ruies.

MSRE Rule G-27 reguires each broker, dealer and municipal securilies dealer to
supervise the conduct of ks municipal securities activities to ensure compliance



with MERE ruies and the federal securifies laws, and requirss gach fim o
esiablish and maintain a system, inciuding written procedures, to supervise
municipal securifies activities that is reasonably designed to achieve compliance
with the federal secusities laws and MSRB rules.

CNS violated NASD Rule 3010 and MSRB Rule G-27 by failing failed to establish
and maintain procedures that were reasonabiy designed 1o ensure that it
makeﬁdandmaARSInwﬂmwemﬂtsecuﬁhﬁlmandaPMbmsﬂ
and MSRB ruies. For instance, CNS falled to maintain procedures
mwwmmakwmmpmmmmmmm
to customers during sales provided
mmmmmdwmofmmmkﬂs including the risk that
ARS auctions could fail 2nd that investments in ARS could therefore become
illiquid. CNS elso failed to provide adequate fraining to its registered
representatives regarding the fealuras and charscieristics of ARS and the
differences belween ARS and other investments.

CNS also faed to establish and maintain procedures that were reasonably
desigihed 10 ensure that the written materials 1t used in connection with tha
marketing and sale of ARS complied with the appropriate disclosure standards in
NASD Rules 2210, 2211 and MSRB Rule G-21,

As a resuit of the faregoing, CNS viclated NASD Rule 3010 and MSRB Rule G-
27 and, asam.llt.violatgd NASD Rule 2110 and MSRA 6-17.

OTHER FACTORS

Inr determining the appropriate sanctions in this matter, FINRA notes tha?,
pursuarit to the settfement in principle previously reached in this matter, CNS
agreed to address hanm sustained by customers as a result of ihe #iguidity in the
ARS market that began in February 2008, as described below.,

Additionally, CNS took the following actions, prior to FINRA's investigation, io
address hasm sustained by customers as a resutt of the illiquidity in the ARS
markat .

Beginning in February 2008, CNS contacled thosa custorners who held ARS in
their accounts to determing their liquidity needs. For those customiers who
expressed a need for liquidity, CNS purchesed ARS securities from those
customers in an amaunt totaling $22,950,000. The Firm initiated simiar contacts
with custamars again in Aprll and June 2008 which residied in CMS repurchaging
an additionat $15,395,000 in ARS from s customers since April 2008. in

2008, the Firma extended Its buyback offer 1o all retall ARS customers
who had submitied sell orders for thair holdings of ARS securities in failed
auctions. As of September 2008 the Firm had repurchased $241 mitlion of
municipal ARS securrifies from customers at par.



SANCTIONS
Respondent slso consents to the imposiion of the following sanctions:

1. A censure;
2 A fine in the amount of § 315.000.

Respondent agrees to pay the monetaly sanction(s) upon notice
thal this AWC has been accepled and that such paymentis) are
due and payable. Respondent has submitted an Election of
Paymeni form showing the method by which # proposes to pay
the fine imposed.

Respondent specificatly and voluntarity waives any right to claim
that it is unabie o pay, now o 2t any tine hereafter, the monetary
eanction(s) imposed in this matier. ‘

Buyback Offer

3. ONS will offer to purchase st par ARS fial are subject to auctions that
have nit been successful a8 of October 21, 2008 and are nof subject to
current cails or redemptions ("Eligible ARS") from all invesiors in the
Relevant Class, as described balow. For purposes of this AWC, the
Ralavant Class shall be comprised of alf individual Irveslors who
purchased Eligible ARS from CNS at any time between May 31, 2006 and
February 28, 2008 into accounts maintained at CNS. In addifion fo natural
persons, the following entities will aiso be treated as individual Investors:

a mmmmmmﬁwmr

b. Any account with the foliowing beneficial owner the value of
which at the time of any ARS purchase made through CNS did not
excoad $10 million;

frusts;

corporate trusts;

corporations;

Employas pension plans/ERISA and Taft Harlley
Act plans;

educational institutions;
incorporated non-profil organizations;
limited kability companies;
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8. limited partnerships;

8. non-public companies;

10. parinerships;

1". parsenal holding companies; and
12. unincorporated associations.

4. No later than 30 days following the date this AWC is accepted by
FINRA, CNS will:

a. Provide notice to curent customers in the Relevant Class and
make its best efforts to provide notice fo former customers in the
Relevant Class of the seltiement terms sat forth in this AWC.
Such nofice shall not be unaccepiable to the FINRA siadf, and

b. Commence the buyback of alf ERgible ARS by written offer 1o
the Relevant Class (the “Wriiten Offer”). nveslors will ba given at
least thirly {30) days from the date of the Written Offer lefler to
respond 1o the Wiitlen Offer. The buyback wil be completed no
later than sixty (B0) days after the date of the Whitten Offer letter.

5. Commencing no later than six (8) monihs from the dale the AWC in
this matter is accepled by FINRA, CNS shaB make iv best efforie to
provide liquidily fo all otherinvestors not in the Relevant Class bul who
purchased Eligible ARS from CNS &t any time between May 31, 2006 and
Febmsary 28, 2008. Such best efforts, which may include, but are not
fimited to, offers to purchase Efigible ARS andfor offers of low of no-
interest ioans, extendad on the basis of reasonable and customary credit
standards, shall be completed o later than sixly (60) days following
cotmencement of the best efforts.

8. No later than the completion of the buybaci, any investor in the
Relevant Ciass that CNS can reasonably identify who sold Eligible ARS
below par between February 28, 2008 and Qctober 21, 2008, will be paid
the difference between par and the prica at which the investor sotd the
ARS,

Consequenttai Damages Claims

7. CNS agrees to arbilrate claims for consequential damages filed by
investors in the Relevant Class retating to Eligible ARS through a Special
Arbitration Program {SAP) in accordance with rules set forth by FINRA
Dispute Resolution under the authority of this AWC. Such rales will be
issued and available to CNS and investors through FINRA’s web sile. No
latar than the date of the Written Offer telter, CNS shall nofify investors in’
the Relevant Class that they are efigible to seek consequential damages
refated to Eligible ARS through the SAP. This process is valuntary on the
part of qualifying investors and does nol preclude those investors who
elect not to participate in the SAP from pursuing other available remedies.



Arbitration under the SAP shall be conducied by & single public arbitrator,
unless the claim for consequential damages is $1,000,000 or greater, in
which case, a panel of three public arbitrators may be appointed # both
parties agree.

B. Any investors who choose to pursue such claims shall bear the burden
of proving thal they suffered consequential damages and that such
damages were caused by investors’ inability lo access funds consisting of
investors’ ARS purchases through CNS. CNS shall be able to defend
itsalf against such claims provided, however, solely for the purposes of
the SAP, CNS shall not contest Babifity related fo the sale of ARS; and
provided further that CNS shiall not be able {0 use as past of ils defense
an investor's decision not to sell ARS haldings® prior to the acceptance of
this AWG nor the investor's decision rot to borrow money from CNS if
such loan facifity was mada available o ARS holders.

9. CNS shal! provide FINRA with a Repart no later than thirty (30) days
foliowing the completion of the buyback setting forth {a) the names and
account numbers of each ARS customer fo whom the buyback offer was
made, (b} an acoounting of each inatance in which such ARS customers
accepted the buyback offer and sold ARS holdings to CNS, and (c) the
names, account numbers, and an accounting of those customers pais
pursuant to paragraph 8 above. CNS shall also notify FINRA within thirty
{30) days of the completion of the best effirts undertaking sef forth above
in pasagraph 5 of the nature and resilts of such efforts. The acouracy of
such reports shall be certified by the Chief Compliance Officer of CNS.

The sanctions imposed hevein shall be effective on a date set by FINRA siaff.

For good cause shown, and upon receipt of a imely written request from CNS, FINRA
staff may extend any of the dates set forth above,

WANER OF PROCEDURAL RIGHTS

Respondent specifically and voluntarily waives the ioflowing righis grantad under
FINRA's Codle of Procedure:

A To have a Formal Complaint issued specifying the allegations against the
Finm;

* Howavar, arbitradors may consider the firm's unconditional buy-back offer at par, including the
timing and delivery of such offer, in their determination of consequerntisl damages.
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B. To be netified of the Formal Complaid and have the opportunity to
answer the allegations in writing;

C. To defend against the allegations int a disciplinary hearing befe 2
hearing panel, 1o have a written record of the hearing made and to have a
writtan decision issued; and

D. To appeat any such decision to the National Adiudicatory Coundl "NAC")
and then o the U.3. Securifies and Exchange Commission and a LS,

Court of Appeals.

Further, Respondent specifically and voluntarily waives any right fo claim bias or
prejudgment of the General Counsel, the NAC, or any member of the NAC, in
connection with such persan’s of body's participatian in discussions regarding the terms
and condificns of this AWC, or cther consideration of this AWC, iInciuding acoceptance or
rejection of this AWC.

Respondent furiher specifically and voluntarlly waives any right to claim that a parson
violated the ex parte prohibitions of NASD Rule 9143 or the separation of funcions
prohibvitions of NASD Rule 5144, In connection with such person's or body’s participation
in discussions reganding ihe tenms and condilions of this AWC, or other consideration of
this AWC, Including its acceplance or rejection.

.
OTHER MATTERS
Respondent understands that:
A Submission of this AWC is voluntary and will not resolve this matter
unless and until it has been reviewed and accepted by the NAC, a
Review Subcommiitten of the NAC, or tha Office of Disciplinary Affairs
{"ODA"), pursuant fo NASD Rule 9216;

B. if this AWC is not accepled, its submission will nol be used as evidence
to prove any of the allegations againat #he Firmy; and

C. W accepted:

1. this AWC will become part of Respondent’s pennanent
disciplinary record snd may be considered in any future actions
brought by FINRA or any ather regulalor against the Firm;

2 this AWC will be made available through FINRA's public
disciosure program in response 1o publc inquiries about the Firm's
disciplinaty record;



s

3 FINRA may make a public armouncement concerning this
agreement and the subject matter thereof in accordance with
NASD Rule 8316 and IM-8310-3; and

4, Themeynottaheanyadbnormakeorpemitbbennde
any public stalement, including in regulatory filings or otherwise,
denying, directly or indirectly, any finding in this AWC or create the
impression that the AWC is without factua! basis. The Firm may
not take any position in any proceeding brought by or on behalf of
FINRA, or to which FINRA is @ party, that is inconsistent with any
part of this AWC. Nothing in this provision affects Respondent’s
right fo take legal or factual positions in litigation or other egal
proceedings in which FINRA is not o parly.

D. Respondeit may atlach a Comrective Action Statement to this AWC that Is
a statement of demonsbable cormective steps taken to prevent fulure
misconduct Respondent understands that it may not deny the charges
or make any statement that is inconsistent with the AWC in this
Statement. This Statement does not constiute factual or legal findings by
FINRA, nor does i reflact the views of FINRA or its staff.

Respondent certifies that it has read and understand all of the provisions of this AWC
and has been given a fll opportunity to ask questions abouwt it; that it has agreed io its
provisions voluntarily; and that no offer, theeat, inducement, or promise of any kind, other
than the terms set forth herein and the prospect of avoiding the iksuance of a Complaint,
has been made lo induce Respondent 1o submit it

-
¥

Date . : City National Securities, Inc., Respondent
400 N. Roxbury Dr,
Beverly Hiils, California 90210

By;:: %:m; Nunneles, President

Mew York, N.Y. { ‘-t 19
212-403-1262

10



Accepted by FINRA:

May 2) 2009 Signed on behalf of the
Date ¢ J Diractor of ODA, by getegated authorfly

ey —

Linda 5. Ristery, .2

Vice President

FINRA Department of Enforcement
14 Wall Street

New York, N.Y. 10005
646-315-7395

646-315-7441
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