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The government has
accused Goldman Sachs of
defrauding investors by
failing to disclose conflicts
of interest in mortgage
investments it sold as the
housing market was
collapsing.

 Wikinvest Community Analysis

Wikinvest provides insights on changing stock p

 Enlarge By Chris Hondros, Getty Images

The drop in Goldman shares erased more than $12
bil l ion in market value.
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By Adam Shell, USA TODAY

NEW YORK — Major aftershocks are
reverberating down Wall Street after security
regulators charged banking titan Goldman
Sachs with civil fraud.

Goldman, one of the most powerful, well-
connected and profitable financial firms in the
world, was accused Friday by the Securities
and Exchange Commission of allegedly
peddling a complex investment tied to
subprime mortgages in April 2007 when the
housing market was beginning to falter
without disclosing key facts that would have
revealed conflicts of interest.

FRAUD CHARGES: SEC cites Goldman Sachs
in subprime case

The SEC alleges that marketing materials promoting the
financial product — a whiz-bang creation known as a synthetic
collateralized debt obligation or CDO — did not disclose that a
giant hedge fund helped select the securities that were included
in the portfolio. Nor were investors made aware that the hedge
fund, Paulson & Co., was also actively betting against the new
investment in a trade known as a short sale, in which the
investor makes money when the price of the security drops.
Indeed, the hedge fund reaped a profit of an estimated $1
billion, the SEC says, when the underlying subprime mortgage-
backed securities in the portfolio were downgraded and fell in
value.

"The product was new and complex but the deception and
conflicts were old and simple," SEC director of the Division of
Enforcement Robert Khuzami said in a statement.

Investors that invested in the CDO — known as ABACUS 2007-
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The fallout was swift and widespread on Wall Street. Some key
aftershocks included:

•A big hit to Goldman shares. Not only did Goldman's (GS)
reputation take a big hit and suffer a black eye, so did its stock.
Goldman shares fell $23.57, or 13%, to $160.70, erasing more
than $12 billion in market value.

•A fear that it could spark a broader market correction. "Fraud
matters," says Michael Farr, president and chief investment
officer at Farr Miller & Washington, referring to the SEC's
allegations. "It is one thing to go to the casino when you know

the odds are in the casino's favor. It is quite another thing to find out that the casino is actually cheating."

Farr, who sold all of his Goldman shares after the news broke, says the Goldman accusations make it much
more difficult to trust companies and markets. And that could prompt investors to sell. "A lack of trust removes
investors from the market and takes dollars off the table," he says.

The news weighed on the broader market Friday, ending a six-session winning streak. The Dow Jones industrial
fell 125.91 points, or 1.1%, to 11,018.66. And the Standard & Poor's financial index fell 3.8%, as investors worried
that other banks might get engulfed in the crisis.

WALL STREET: Stocks tumble as Goldman charged with fraud

•A worry that other banks are being eyed for similar transgressions. Investors simply don't know if the
Goldman bombshell was a one-off event or a more systemic problem within the industry. The fear is that
regulators will unearth evidence that shows what is alleged to have happened at Goldman also occurred at other
banks.

The SEC itself admits that it will continue to investigate the practices of banks and others that were involved in
creating the popular complex instruments tied to the housing market as it was showing signs of distress.

Scott A. Meyers, a partner and securities litigator at Ulmer & Berne law firm in Chicago, says the civil suit filed by
the SEC against Goldman could be followed by a criminal suit. "Whenever you have a civil fraud allegation," he
says, "there is a risk that it could be accompanied by a criminal charges." At this point no criminal charges have
been filed.

•A concern that it could spark a crisis of confidence among investors. Investors haven't fully forgotten the
accounting frauds earlier this decade at companies like Enron and WorldCom, but they had been fading from
view. The last thing the market needs is another crisis caused by investors' distrust of the system, says Farr.

"In retrospect, the creation and buying and selling of CDOs was akin to alchemy," says Farr.

•A catalyst for stiffer financial regulation. President Obama's administration is pushing to pass a regulatory
reform bill that is designed to rein in bank risk taking as well as provide greater oversight on the banks
themselves. The timing of the SEC accusation involving Goldman could foreshadow even tougher financial
regulation, says Dan Clifton, an analyst who monitors issues on Capitol Hill for Strategas Research Partners.

"It creates the likelihood of a more aggressive financial regulation bill," says Clifton. "Now it makes it harder for
moderate Republicans and Democrats to oppose the bill."

The timing of the Goldman charges, which come three years after the collapse of mortgage securities, suggests
that financial regulators, who were accused of being asleep at the switch when the financial crisis was forming,
are seeking to restore the public trust, says Robert Bontempo, a professor at Columbia Business School.

"It is a natural backlash," says Bontempo. "People are angry and are looking for someone to blame. The
regulatory agencies did not come out of the crisis looking good. Now they want to restore the public's trust by
finding someone else to blame. And they want to demonstrate that they have some teeth."
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To report corrections and clarifications, contact Standards Editor Brent Jones. For publication consideration in the
newspaper, send comments to letters@usatoday.com. Include name, phone number, city and state for
verification. To view our corrections, go to corrections.usatoday.com.
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readers personally, and keep your language decent. Use the "Report Abuse" button to make a dif ference. Read more.
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