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Late Edition
Today, mostly cloudy, breezy, a few
showers. High 58. Tonight, a show-
er, mostly cloudy. Low 41. Tomor-
row, breezy, cool, a passing shower.
High 56. Weather map, Page D6.
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By JOANNE KAUFMAN

Two dozen fourth graders from
the Chapin School, all in regula-
tion green vests that were dotted
with badges, popped up from
their chairs to recite the Pledge
of Allegiance and the Girl Scout
promise: “On my honor. . . . ” 

The girls, members of Troop
3157 of the Junior Girl Scouts, had
a snack — string cheese — and
discussed the troop’s closing cer-
emony in June, where they would
present the fruits of their “create
your own business” projects.
These include custom pillows,
knitted iPod cases and baked
goods for people with food al-
lergies. Then it was on to the
day’s outing: a trip to a local
landmark. 

“O.K.,” said the troop leader,
Alyssa Moeder. “Who knows
what Gracie Mansion is?”

“It’s where the mayors used to
live,” answered a petite, curly-
haired 10-year-old named Grace. 

“But Mayor Bloomberg doesn’t
live there,” she confided.

“Why?” asked Missy Rice, co-
leader of the troop. 

“Because,” Grace said, “he has
a much better house.” 

Scouting has come to New
York’s private schools, a world

known more for couture and ex-
pensive co-ops than for cookies
and campcraft. Besides Chapin,
schools with newly formed troops
include Berkeley Carroll, Brear-
ley, Dalton, Packer Collegiate,
Spence and Trinity.

There are now 550 Brownies
(first to third grade) or Junior
Girl Scouts (fourth and fifth
grade) in 25 Manhattan and
Brooklyn private school troops,
up from 200 girls and 9 troops last
year, and from just a few dozen

participants the year before. 
This growth, helped along by

mothers who were scouts them-
selves, caught the Girl Scout
leadership by surprise. 

“We were living with a false as-

Girls in New York’s Private Schools Ask, Thin Mints or Samoas?

SUZANNE DeCHILLO/THE NEW YORK TIMES

Organizers of the Brownie troop at Columbia Grammar School expected 10 girls but got 25.

Continued on Page A3

By GRETCHEN MORGENSON and LOUISE STORY

Three and half years ago, a
New York hedge fund manager
with a bearish view on the hous-
ing market was pounding the
pavement on Wall Street.

Eager to increase his bets
against subprime mortgages, the
investor, John A. Paulson, can-
vassed firm after firm, looking for
new ways to profit from home
loans that he was sure would go
sour. 

Only a few investment banks
agreed to help him. One was
Deutsche Bank. The other was
the mighty Goldman Sachs.

Mr. Paulson struck gold. His
prescience made him billions and
transformed him from a relative
nobody into something of a celeb-
rity on Wall Street and in Wash-
ington.

But now his brassy bets have
thrust Mr. Paulson into an un-
comfortable spotlight. On Friday,
the Securities and Exchange
Commission filed a civil fraud
lawsuit against Goldman for ne-
glecting to tell its customers that
mortgage investments they were
buying consisted of pools of dubi-
ous loans that Mr. Paulson had
selected because they were high-
ly likely to fail. 

By betting against the pool of
questionable mortgage bonds,
Mr. Paulson made $1 billion when
they collapsed just a few months
later, the S.E.C. said. Investors,
who bought what regulators are
essentially calling a pig in a poke,
lost the same amount.

Mr. Paulson, 54, was not named

A Billionaire Wall St. Celebrity,
Now Cast in a Harsh New Light

Continued on Page B6

By LOUISE STORY and GRETCHEN MORGENSON

Goldman Sachs, the Wall
Street powerhouse, was accused
of securities fraud in a civil law-
suit filed Friday by the Securities
and Exchange Commission,
which claims the bank created
and sold a mortgage investment
that was secretly intended to fail. 

The move was the first time
that regulators had taken action
against a Wall Street deal that
helped investors capitalize on the
collapse of the housing market.

The suit also named Fabrice
Tourre, a vice president at Gold-
man who helped create and sell
the investment. 

In a statement, Goldman called
the commission’s accusations
“completely unfounded in law
and fact” and said it would “vig-
orously contest them and defend
the firm and its reputation.”

The focus of the S.E.C. case, an
investment vehicle called Abacus
2007-AC1, was one of 25 such ve-
hicles that Goldman created so
the bank and some of its clients
could bet against the housing
market. Those deals, which were
the subject of an article in The
New York Times in December,

initially protected Goldman from
losses when the mortgage mar-
ket disintegrated and later yield-
ed profits for the bank. 

As the Abacus portfolios in the
S.E.C. case plunged in value, a
prominent hedge fund manager
made money from his bets
against certain mortgage bonds,
while investors lost more than $1
billion.

According to the complaint,
Goldman created Abacus 2007-
AC1 in February 2007 at the re-
quest of John A. Paulson, a prom-
inent hedge fund manager who
earned an estimated $3.7 billion
in 2007 by correctly wagering
that the housing bubble would
burst. Mr. Paulson is not named
in the suit.

Goldman told investors that
the bonds would be chosen by an 

S.E.C. Accuses Goldman
Of Fraud in Housing Deal

Suit Says Bank Sold Mortgage Investment
Meant to Fail — Firm Issues Denial
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By BARRY BEARAK

JOHANNESBURG — For the
past few days, many South Afri-
can Jews have concerned them-
selves with a question perhaps
better put to Talmudic scholars:
Is it ever right for protesters to
keep a grandfather from his
grandson’s bar mitzvah?

That grandfather is Richard
Goldstone, one of this nation’s
most eminent jurists and head of
a United Nations investigation
that said it found evidence of war
crimes during Israel’s invasion of
Gaza. Many of his countrymen
not only took issue with the find-
ings, they called the judge a trai-
tor who had sold out his Jewish
brethren. 

Next month, Judge Gold-
stone’s grandson is to celebrate
his bar mitzvah at Beth Hame-
drash Hagadol, an Orthodox syn-
agogue in Sandton, a Johannes-
burg suburb. Ordinarily, this
would be nothing but a joyous
event, signifying the boy’s ascent
into manhood. 

But Jewish leaders here re-
cently began to speak darkly

among themselves of threatened
disruptions to the ceremony.
Their concerns were taken to the
synagogue, and the anxieties of
its leadership were then shared
with the family.

In an e-mail message on Fri-
day, Judge Goldstone, who is a
visiting professor at Georgetown
University Law Center, said, “Be-
cause of the threat of protests at
my grandson’s bar mitzvah, I
agreed in discussion with leaders
of the Sandton synagogue that in
the interests of my grandson, I
would not attend the services.”

The source of those threats
carries an air of mystery. The
story was first reported in the
South African Jewish Report. No
one quoted in the article took re-
sponsibility for the threats or reli-
ably pointed a finger elsewhere.

The South African Zionist Fed-
eration has been among the most
vocal critics of the so-called Gold-
stone Report on the war in Gaza.
On Friday, Moonyeen Castle, the 

A Gaza War Study, an Outcry,
A Bar Mitzvah’s Missing Guest

Continued on Page A8

By STEPHANIE CLIFFORD

For decades, shoppers have
taken advantage of coupons.
Now, the coupons are taking ad-
vantage of the shoppers.

A new breed of coupon, printed
from the Internet or sent to mo-
bile phones, is packed with in-
formation about the customer
who uses it. While the coupons
look standard, their bar codes
can be loaded with a startling
amount of data, including identi-
fication about the customer, In-
ternet address, Facebook page
information and even the search
terms the customer used to find
the coupon in the first place. 

And all that information fol-
lows that customer into the mall.
For example, if a man walks into
a Filene’s Basement to buy a suit
for his wedding and shows a cou-
pon he retrieved online, the com-
pany’s marketing agency can fig-

ure out whether he used the
search terms “Hugo Boss suit” or
“discount wedding clothes” to re-
search his purchase (just don’t
tell his fiancée).

Coupons from the Internet are
the fastest-growing part of the
coupon world — their redemption
increased 263 percent to about 50
million coupons in 2009, accord-
ing to the coupon-processing
company Inmar. Using coupons
to link Internet behavior with in-
store shopping lets retailers fig-
ure out which ad slogans or
online product promotions work
best, how long someone waits be-
tween searching and shopping,
even what offers a shopper will
respond to or ignore. 

The coupons can, in some
cases, be tracked not just to an
anonymous shopper but to an 

Coupons From Internet Know
A Lot About You, and They Tell

Continued on Page A3

By DAVID M. HERSZENHORN

WASHINGTON — They were
the human faces of the nation’s
wrenching, yearlong health care
debate. 

Natoma Canfield of Medina,
Ohio, sent a letter to President
Obama about no longer being
able to afford her health cover-
age, and he read it aloud to a
group of insurance executives at
the White House. Then Ms. Can-
field learned she had leukemia,
helping Mr. Obama illustrate the
life-and-death stakes of the often
mind-numbing policy fight. 

Marcelas Owens, an 11-year-
old boy from Seattle, whose
mother could not get some treat-
ment for lack of insurance and
died at age 27 from pulmonary
hypertension, met Senator Patty
Murray, Democrat of Washing-
ton, at a rally and ended up by
the president’s side at the bill-

signing ceremony. “I don’t want
any other kids to go through the
pain our family has gone
through,” Marcelas said. 

And Molly Secours, a filmmak-
er from Nashville, who battled
uterine cancer, nearly lost her
home because of medical bills —
even though she had health in-
surance. Told that she would
need a radical hysterectomy, che-
motherapy and radiation treat-
ment, Ms. Secours said, “I was
consumed with the fear that I’ll
have to declare bankruptcy.” 

But if their stories helped the
Democrats pass the health care
overhaul, a more complicated
question is: What will the health
care law do for them? 

Revisiting their cases illus-
trates both the enormous poten-
tial benefits of the new law, which

Faces of Health OverhaulDebate
Point to New Law’s Complexity

The medical stories of Molly Secours, left, Natoma Canfield
and Marcelas Owens became a part of the health care debate.
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By JOANNE KAUFMAN

Two dozen fourth graders from
the Chapin School, all in regula-
tion green vests that were dotted
with badges, popped up from
their chairs to recite the Pledge
of Allegiance and the Girl Scout
promise: “On my honor. . . . ” 

The girls, members of Troop
3157 of the Junior Girl Scouts, had
a snack — string cheese — and
discussed the troop’s closing cer-
emony in June, where they would
present the fruits of their “create
your own business” projects.
These include custom pillows,
knitted iPod cases and baked
goods for people with food al-
lergies. Then it was on to the
day’s outing: a trip to a local
landmark. 

“O.K.,” said the troop leader,
Alyssa Moeder. “Who knows
what Gracie Mansion is?”

“It’s where the mayors used to
live,” answered a petite, curly-
haired 10-year-old named Grace. 

“But Mayor Bloomberg doesn’t
live there,” she confided.

“Why?” asked Missy Rice, co-
leader of the troop. 

“Because,” Grace said, “he has
a much better house.” 

Scouting has come to New
York’s private schools, a world

known more for couture and ex-
pensive co-ops than for cookies
and campcraft. Besides Chapin,
schools with newly formed troops
include Berkeley Carroll, Brear-
ley, Dalton, Packer Collegiate,
Spence and Trinity.

There are now 550 Brownies
(first to third grade) or Junior
Girl Scouts (fourth and fifth
grade) in 25 Manhattan and
Brooklyn private school troops,
up from 200 girls and 9 troops last
year, and from just a few dozen

participants the year before. 
This growth, helped along by

mothers who were scouts them-
selves, caught the Girl Scout
leadership by surprise. 

“We were living with a false as-

Girls in New York’s Private Schools Ask, Thin Mints or Samoas?

SUZANNE DeCHILLO/THE NEW YORK TIMES

Organizers of the Brownie troop at Columbia Grammar School expected 10 girls but got 25.
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By GRETCHEN MORGENSON and LOUISE STORY

Three and half years ago, a
New York hedge fund manager
with a bearish view on the hous-
ing market was pounding the
pavement on Wall Street.

Eager to increase his bets
against subprime mortgages, the
investor, John A. Paulson, can-
vassed firm after firm, looking for
new ways to profit from home
loans that he was sure would go
sour. 

Only a few investment banks
agreed to help him. One was
Deutsche Bank. The other was
the mighty Goldman Sachs.

Mr. Paulson struck gold. His
prescience made him billions and
transformed him from a relative
nobody into something of a celeb-
rity on Wall Street and in Wash-
ington.

But now his brassy bets have
thrust Mr. Paulson into an un-
comfortable spotlight. On Friday,
the Securities and Exchange
Commission filed a civil fraud
lawsuit against Goldman for ne-
glecting to tell its customers that
mortgage investments they were
buying consisted of pools of dubi-
ous loans that Mr. Paulson had
selected because they were high-
ly likely to fail. 

By betting against the pool of
questionable mortgage bonds,
Mr. Paulson made $1 billion when
they collapsed just a few months
later, the S.E.C. said. Investors,
who bought what regulators are
essentially calling a pig in a poke,
lost the same amount.

Mr. Paulson, 54, was not named

A Billionaire Wall St. Celebrity,
Now Cast in a Harsh New Light
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By LOUISE STORY and GRETCHEN MORGENSON

Goldman Sachs, the Wall
Street powerhouse, was accused
of securities fraud in a civil law-
suit filed Friday by the Securities
and Exchange Commission,
which claims the bank created
and sold a mortgage investment
that was secretly intended to fail. 

The move was the first time
that regulators had taken action
against a Wall Street deal that
helped investors capitalize on the
collapse of the housing market.

The suit also named Fabrice
Tourre, a vice president at Gold-
man who helped create and sell
the investment. 

In a statement, Goldman called
the commission’s accusations
“completely unfounded in law
and fact” and said it would “vig-
orously contest them and defend
the firm and its reputation.”

The focus of the S.E.C. case, an
investment vehicle called Abacus
2007-AC1, was one of 25 such ve-
hicles that Goldman created so
the bank and some of its clients
could bet against the housing
market. Those deals, which were
the subject of an article in The
New York Times in December,

initially protected Goldman from
losses when the mortgage mar-
ket disintegrated and later yield-
ed profits for the bank. 

As the Abacus portfolios in the
S.E.C. case plunged in value, a
prominent hedge fund manager
made money from his bets
against certain mortgage bonds,
while investors lost more than $1
billion.

According to the complaint,
Goldman created Abacus 2007-
AC1 in February 2007 at the re-
quest of John A. Paulson, a prom-
inent hedge fund manager who
earned an estimated $3.7 billion
in 2007 by correctly wagering
that the housing bubble would
burst. Mr. Paulson is not named
in the suit.

Goldman told investors that
the bonds would be chosen by an 

S.E.C. Accuses Goldman
Of Fraud in Housing Deal

Suit Says Bank Sold Mortgage Investment
Meant to Fail — Firm Issues Denial
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By BARRY BEARAK

JOHANNESBURG — For the
past few days, many South Afri-
can Jews have concerned them-
selves with a question perhaps
better put to Talmudic scholars:
Is it ever right for protesters to
keep a grandfather from his
grandson’s bar mitzvah?

That grandfather is Richard
Goldstone, one of this nation’s
most eminent jurists and head of
a United Nations investigation
that said it found evidence of war
crimes during Israel’s invasion of
Gaza. Many of his countrymen
not only took issue with the find-
ings, they called the judge a trai-
tor who had sold out his Jewish
brethren. 

Next month, Judge Gold-
stone’s grandson is to celebrate
his bar mitzvah at Beth Hame-
drash Hagadol, an Orthodox syn-
agogue in Sandton, a Johannes-
burg suburb. Ordinarily, this
would be nothing but a joyous
event, signifying the boy’s ascent
into manhood. 

But Jewish leaders here re-
cently began to speak darkly

among themselves of threatened
disruptions to the ceremony.
Their concerns were taken to the
synagogue, and the anxieties of
its leadership were then shared
with the family.

In an e-mail message on Fri-
day, Judge Goldstone, who is a
visiting professor at Georgetown
University Law Center, said, “Be-
cause of the threat of protests at
my grandson’s bar mitzvah, I
agreed in discussion with leaders
of the Sandton synagogue that in
the interests of my grandson, I
would not attend the services.”

The source of those threats
carries an air of mystery. The
story was first reported in the
South African Jewish Report. No
one quoted in the article took re-
sponsibility for the threats or reli-
ably pointed a finger elsewhere.

The South African Zionist Fed-
eration has been among the most
vocal critics of the so-called Gold-
stone Report on the war in Gaza.
On Friday, Moonyeen Castle, the 

A Gaza War Study, an Outcry,
A Bar Mitzvah’s Missing Guest
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By STEPHANIE CLIFFORD

For decades, shoppers have
taken advantage of coupons.
Now, the coupons are taking ad-
vantage of the shoppers.

A new breed of coupon, printed
from the Internet or sent to mo-
bile phones, is packed with in-
formation about the customer
who uses it. While the coupons
look standard, their bar codes
can be loaded with a startling
amount of data, including identi-
fication about the customer, In-
ternet address, Facebook page
information and even the search
terms the customer used to find
the coupon in the first place. 

And all that information fol-
lows that customer into the mall.
For example, if a man walks into
a Filene’s Basement to buy a suit
for his wedding and shows a cou-
pon he retrieved online, the com-
pany’s marketing agency can fig-

ure out whether he used the
search terms “Hugo Boss suit” or
“discount wedding clothes” to re-
search his purchase (just don’t
tell his fiancée).

Coupons from the Internet are
the fastest-growing part of the
coupon world — their redemption
increased 263 percent to about 50
million coupons in 2009, accord-
ing to the coupon-processing
company Inmar. Using coupons
to link Internet behavior with in-
store shopping lets retailers fig-
ure out which ad slogans or
online product promotions work
best, how long someone waits be-
tween searching and shopping,
even what offers a shopper will
respond to or ignore. 

The coupons can, in some
cases, be tracked not just to an
anonymous shopper but to an 

Coupons From Internet Know
A Lot About You, and They Tell
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By DAVID M. HERSZENHORN

WASHINGTON — They were
the human faces of the nation’s
wrenching, yearlong health care
debate. 

Natoma Canfield of Medina,
Ohio, sent a letter to President
Obama about no longer being
able to afford her health cover-
age, and he read it aloud to a
group of insurance executives at
the White House. Then Ms. Can-
field learned she had leukemia,
helping Mr. Obama illustrate the
life-and-death stakes of the often
mind-numbing policy fight. 

Marcelas Owens, an 11-year-
old boy from Seattle, whose
mother could not get some treat-
ment for lack of insurance and
died at age 27 from pulmonary
hypertension, met Senator Patty
Murray, Democrat of Washing-
ton, at a rally and ended up by
the president’s side at the bill-

signing ceremony. “I don’t want
any other kids to go through the
pain our family has gone
through,” Marcelas said. 

And Molly Secours, a filmmak-
er from Nashville, who battled
uterine cancer, nearly lost her
home because of medical bills —
even though she had health in-
surance. Told that she would
need a radical hysterectomy, che-
motherapy and radiation treat-
ment, Ms. Secours said, “I was
consumed with the fear that I’ll
have to declare bankruptcy.” 

But if their stories helped the
Democrats pass the health care
overhaul, a more complicated
question is: What will the health
care law do for them? 

Revisiting their cases illus-
trates both the enormous poten-
tial benefits of the new law, which

Faces of Health OverhaulDebate
Point to New Law’s Complexity

The medical stories of Molly Secours, left, Natoma Canfield
and Marcelas Owens became a part of the health care debate.
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THE FINANCIAL CRISIS: Accusations of Fraud

as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 
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The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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deal for an initial fee of about 
$15 million from the Paulson 
fund. The S.E.C. named one 
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Tourre, who worked on the 

deal.
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receive insurance 
payments from the Paulson 
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THE ALLEGED FRAUD

The S.E.C. says 
Goldman told 

investors that ACA 
Management chose 
the mortgage bonds 

in the Abacus 
investment. In fact 

they had been chosen 
largely by the Paulson 

fund, which was 
betting against the 

same bonds.

According to the S.E.C., the 
hedge fund manager John A. 

Paulson picked out the 
mortgage bonds he thought 
would perform poorly and 

purchased insurance on them 
from an Abacus vehicle. If the 
bonds perform poorly, he got 

a payout.

ACA
Management

Hired to manage the deal 
and was led to believe that 
the Paulson fund was not 

betting against the bonds, a 
misconception Mr. Tourre 

was aware of, according to 
the S.E.C.

A 2007 marketing document
outlines Goldman’s guidance

to investors about the securities
at the heart of the S.E.C. case.
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ONLINE: MORE ON THE CASE
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Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 
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The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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THE ALLEGED FRAUD

The S.E.C. says 
Goldman told 

investors that ACA 
Management chose 
the mortgage bonds 

in the Abacus 
investment. In fact 

they had been chosen 
largely by the Paulson 

fund, which was 
betting against the 

same bonds.

According to the S.E.C., the 
hedge fund manager John A. 

Paulson picked out the 
mortgage bonds he thought 
would perform poorly and 

purchased insurance on them 
from an Abacus vehicle. If the 
bonds perform poorly, he got 

a payout.

ACA
Management

Hired to manage the deal 
and was led to believe that 
the Paulson fund was not 

betting against the bonds, a 
misconception Mr. Tourre 

was aware of, according to 
the S.E.C.
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to investors about the securities
at the heart of the S.E.C. case.
nytimes.com/businessday

ONLINE: MORE ON THE CASE
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Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 
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RICK MAIMAN/BLOOMBERG NEWS

The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES

Goldman SachsInvestors

Paulson
hedge fund

The investment deal

Structures and markets the 
deal for an initial fee of about 
$15 million from the Paulson 
fund. The S.E.C. named one 
Goldman employee, Fabrice 
Tourre, who worked on the 

deal.

Purchase an investment in 
Abacus and, in a sense, 

become insurers of 
mortgage bonds. They 

receive insurance 
payments from the Paulson 
fund as long as the bonds 

don’t fail.

THE ALLEGED FRAUD

The S.E.C. says 
Goldman told 

investors that ACA 
Management chose 
the mortgage bonds 

in the Abacus 
investment. In fact 

they had been chosen 
largely by the Paulson 

fund, which was 
betting against the 

same bonds.

According to the S.E.C., the 
hedge fund manager John A. 

Paulson picked out the 
mortgage bonds he thought 
would perform poorly and 

purchased insurance on them 
from an Abacus vehicle. If the 
bonds perform poorly, he got 

a payout.

ACA
Management

Hired to manage the deal 
and was led to believe that 
the Paulson fund was not 

betting against the bonds, a 
misconception Mr. Tourre 

was aware of, according to 
the S.E.C.

A 2007 marketing document
outlines Goldman’s guidance

to investors about the securities
at the heart of the S.E.C. case.
nytimes.com/businessday

ONLINE: MORE ON THE CASE

DIANE BANDEREFF/ASSOCIATED PRESS

Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.
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ed reporting.

Nxxx,2010-04-17,B,006,Bs-BW,E1

B6 N THE NEW YORK TIMES, SATURDAY, APRIL 17, 2010

THE FINANCIAL CRISIS: Accusations of Fraud

as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 
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The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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at the heart of the S.E.C. case.
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ONLINE: MORE ON THE CASE
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Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 

From Page A1

RICK MAIMAN/BLOOMBERG NEWS

The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 

From Page A1

RICK MAIMAN/BLOOMBERG NEWS

The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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The S.E.C. says 
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investors that ACA 
Management chose 
the mortgage bonds 

in the Abacus 
investment. In fact 

they had been chosen 
largely by the Paulson 

fund, which was 
betting against the 

same bonds.

According to the S.E.C., the 
hedge fund manager John A. 

Paulson picked out the 
mortgage bonds he thought 
would perform poorly and 

purchased insurance on them 
from an Abacus vehicle. If the 
bonds perform poorly, he got 

a payout.
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Management
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ONLINE: MORE ON THE CASE
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Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 
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The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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the mortgage bonds 

in the Abacus 
investment. In fact 

they had been chosen 
largely by the Paulson 

fund, which was 
betting against the 

same bonds.

According to the S.E.C., the 
hedge fund manager John A. 

Paulson picked out the 
mortgage bonds he thought 
would perform poorly and 

purchased insurance on them 
from an Abacus vehicle. If the 
bonds perform poorly, he got 

a payout.

ACA
Management

Hired to manage the deal 
and was led to believe that 
the Paulson fund was not 

betting against the bonds, a 
misconception Mr. Tourre 

was aware of, according to 
the S.E.C.

A 2007 marketing document
outlines Goldman’s guidance

to investors about the securities
at the heart of the S.E.C. case.
nytimes.com/businessday
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Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 
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The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES

Goldman SachsInvestors

Paulson
hedge fund

The investment deal

Structures and markets the 
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same bonds.

According to the S.E.C., the 
hedge fund manager John A. 
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mortgage bonds he thought 
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from an Abacus vehicle. If the 
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the Paulson fund was not 

betting against the bonds, a 
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the S.E.C.
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 
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The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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Management chose 
the mortgage bonds 
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largely by the Paulson 
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same bonds.

According to the S.E.C., the 
hedge fund manager John A. 
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mortgage bonds he thought 
would perform poorly and 
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from an Abacus vehicle. If the 
bonds perform poorly, he got 
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ACA
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Hired to manage the deal 
and was led to believe that 
the Paulson fund was not 

betting against the bonds, a 
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ONLINE: MORE ON THE CASE

DIANE BANDEREFF/ASSOCIATED PRESS

Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 

From Page A1

RICK MAIMAN/BLOOMBERG NEWS

The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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The S.E.C. says 
Goldman told 
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Management chose 
the mortgage bonds 

in the Abacus 
investment. In fact 

they had been chosen 
largely by the Paulson 

fund, which was 
betting against the 

same bonds.

According to the S.E.C., the 
hedge fund manager John A. 

Paulson picked out the 
mortgage bonds he thought 
would perform poorly and 

purchased insurance on them 
from an Abacus vehicle. If the 
bonds perform poorly, he got 

a payout.
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was aware of, according to 
the S.E.C.
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Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 
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RICK MAIMAN/BLOOMBERG NEWS

The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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investors that ACA 
Management chose 
the mortgage bonds 
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same bonds.

According to the S.E.C., the 
hedge fund manager John A. 

Paulson picked out the 
mortgage bonds he thought 
would perform poorly and 
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from an Abacus vehicle. If the 
bonds perform poorly, he got 

a payout.
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and was led to believe that 
the Paulson fund was not 
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ONLINE: MORE ON THE CASE

DIANE BANDEREFF/ASSOCIATED PRESS

Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 
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The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 
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The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES

Goldman SachsInvestors

Paulson
hedge fund

The investment deal

Structures and markets the 
deal for an initial fee of about 
$15 million from the Paulson 
fund. The S.E.C. named one 
Goldman employee, Fabrice 
Tourre, who worked on the 

deal.

Purchase an investment in 
Abacus and, in a sense, 

become insurers of 
mortgage bonds. They 

receive insurance 
payments from the Paulson 
fund as long as the bonds 

don’t fail.

THE ALLEGED FRAUD

The S.E.C. says 
Goldman told 

investors that ACA 
Management chose 
the mortgage bonds 

in the Abacus 
investment. In fact 

they had been chosen 
largely by the Paulson 

fund, which was 
betting against the 

same bonds.

According to the S.E.C., the 
hedge fund manager John A. 

Paulson picked out the 
mortgage bonds he thought 
would perform poorly and 

purchased insurance on them 
from an Abacus vehicle. If the 
bonds perform poorly, he got 

a payout.

ACA
Management

Hired to manage the deal 
and was led to believe that 
the Paulson fund was not 

betting against the bonds, a 
misconception Mr. Tourre 

was aware of, according to 
the S.E.C.

A 2007 marketing document
outlines Goldman’s guidance

to investors about the securities
at the heart of the S.E.C. case.
nytimes.com/businessday

ONLINE: MORE ON THE CASE
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Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 
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The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES

Goldman SachsInvestors

Paulson
hedge fund

The investment deal

Structures and markets the 
deal for an initial fee of about 
$15 million from the Paulson 
fund. The S.E.C. named one 
Goldman employee, Fabrice 
Tourre, who worked on the 

deal.

Purchase an investment in 
Abacus and, in a sense, 

become insurers of 
mortgage bonds. They 

receive insurance 
payments from the Paulson 
fund as long as the bonds 

don’t fail.

THE ALLEGED FRAUD

The S.E.C. says 
Goldman told 

investors that ACA 
Management chose 
the mortgage bonds 

in the Abacus 
investment. In fact 

they had been chosen 
largely by the Paulson 

fund, which was 
betting against the 

same bonds.

According to the S.E.C., the 
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and was led to believe that 
the Paulson fund was not 

betting against the bonds, a 
misconception Mr. Tourre 

was aware of, according to 
the S.E.C.

A 2007 marketing document
outlines Goldman’s guidance

to investors about the securities
at the heart of the S.E.C. case.
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ONLINE: MORE ON THE CASE

DIANE BANDEREFF/ASSOCIATED PRESS

Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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THE FINANCIAL CRISIS: Accusations of Fraud

as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 

From Page A1

RICK MAIMAN/BLOOMBERG NEWS

The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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ONLINE: MORE ON THE CASE
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Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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Late Edition
Today, mostly cloudy, breezy, a few
showers. High 58. Tonight, a show-
er, mostly cloudy. Low 41. Tomor-
row, breezy, cool, a passing shower.
High 56. Weather map, Page D6.
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By JOANNE KAUFMAN

Two dozen fourth graders from
the Chapin School, all in regula-
tion green vests that were dotted
with badges, popped up from
their chairs to recite the Pledge
of Allegiance and the Girl Scout
promise: “On my honor. . . . ” 

The girls, members of Troop
3157 of the Junior Girl Scouts, had
a snack — string cheese — and
discussed the troop’s closing cer-
emony in June, where they would
present the fruits of their “create
your own business” projects.
These include custom pillows,
knitted iPod cases and baked
goods for people with food al-
lergies. Then it was on to the
day’s outing: a trip to a local
landmark. 

“O.K.,” said the troop leader,
Alyssa Moeder. “Who knows
what Gracie Mansion is?”

“It’s where the mayors used to
live,” answered a petite, curly-
haired 10-year-old named Grace. 

“But Mayor Bloomberg doesn’t
live there,” she confided.

“Why?” asked Missy Rice, co-
leader of the troop. 

“Because,” Grace said, “he has
a much better house.” 

Scouting has come to New
York’s private schools, a world

known more for couture and ex-
pensive co-ops than for cookies
and campcraft. Besides Chapin,
schools with newly formed troops
include Berkeley Carroll, Brear-
ley, Dalton, Packer Collegiate,
Spence and Trinity.

There are now 550 Brownies
(first to third grade) or Junior
Girl Scouts (fourth and fifth
grade) in 25 Manhattan and
Brooklyn private school troops,
up from 200 girls and 9 troops last
year, and from just a few dozen

participants the year before. 
This growth, helped along by

mothers who were scouts them-
selves, caught the Girl Scout
leadership by surprise. 

“We were living with a false as-

Girls in New York’s Private Schools Ask, Thin Mints or Samoas?

SUZANNE DeCHILLO/THE NEW YORK TIMES

Organizers of the Brownie troop at Columbia Grammar School expected 10 girls but got 25.

Continued on Page A3

By GRETCHEN MORGENSON and LOUISE STORY

Three and half years ago, a
New York hedge fund manager
with a bearish view on the hous-
ing market was pounding the
pavement on Wall Street.

Eager to increase his bets
against subprime mortgages, the
investor, John A. Paulson, can-
vassed firm after firm, looking for
new ways to profit from home
loans that he was sure would go
sour. 

Only a few investment banks
agreed to help him. One was
Deutsche Bank. The other was
the mighty Goldman Sachs.

Mr. Paulson struck gold. His
prescience made him billions and
transformed him from a relative
nobody into something of a celeb-
rity on Wall Street and in Wash-
ington.

But now his brassy bets have
thrust Mr. Paulson into an un-
comfortable spotlight. On Friday,
the Securities and Exchange
Commission filed a civil fraud
lawsuit against Goldman for ne-
glecting to tell its customers that
mortgage investments they were
buying consisted of pools of dubi-
ous loans that Mr. Paulson had
selected because they were high-
ly likely to fail. 

By betting against the pool of
questionable mortgage bonds,
Mr. Paulson made $1 billion when
they collapsed just a few months
later, the S.E.C. said. Investors,
who bought what regulators are
essentially calling a pig in a poke,
lost the same amount.

Mr. Paulson, 54, was not named

A Billionaire Wall St. Celebrity,
Now Cast in a Harsh New Light

Continued on Page B6

By LOUISE STORY and GRETCHEN MORGENSON

Goldman Sachs, the Wall
Street powerhouse, was accused
of securities fraud in a civil law-
suit filed Friday by the Securities
and Exchange Commission,
which claims the bank created
and sold a mortgage investment
that was secretly intended to fail. 

The move was the first time
that regulators had taken action
against a Wall Street deal that
helped investors capitalize on the
collapse of the housing market.

The suit also named Fabrice
Tourre, a vice president at Gold-
man who helped create and sell
the investment. 

In a statement, Goldman called
the commission’s accusations
“completely unfounded in law
and fact” and said it would “vig-
orously contest them and defend
the firm and its reputation.”

The focus of the S.E.C. case, an
investment vehicle called Abacus
2007-AC1, was one of 25 such ve-
hicles that Goldman created so
the bank and some of its clients
could bet against the housing
market. Those deals, which were
the subject of an article in The
New York Times in December,

initially protected Goldman from
losses when the mortgage mar-
ket disintegrated and later yield-
ed profits for the bank. 

As the Abacus portfolios in the
S.E.C. case plunged in value, a
prominent hedge fund manager
made money from his bets
against certain mortgage bonds,
while investors lost more than $1
billion.

According to the complaint,
Goldman created Abacus 2007-
AC1 in February 2007 at the re-
quest of John A. Paulson, a prom-
inent hedge fund manager who
earned an estimated $3.7 billion
in 2007 by correctly wagering
that the housing bubble would
burst. Mr. Paulson is not named
in the suit.

Goldman told investors that
the bonds would be chosen by an 

S.E.C. Accuses Goldman
Of Fraud in Housing Deal

Suit Says Bank Sold Mortgage Investment
Meant to Fail — Firm Issues Denial

Continued on Page B6

REPERCUSSIONS Gridlock caused by vol-
canic ash spread on Friday; above,
Heathrow Airport in London. Page A6.

DURATION Scientists try to determine how
long a volcano in Iceland will continue to
erupt at its current strength. Page A6.

SHOW STOPPER Canceled flights have
caused havoc in the world of classical
music, including Carnegie Hall. Page C1.

By BARRY BEARAK

JOHANNESBURG — For the
past few days, many South Afri-
can Jews have concerned them-
selves with a question perhaps
better put to Talmudic scholars:
Is it ever right for protesters to
keep a grandfather from his
grandson’s bar mitzvah?

That grandfather is Richard
Goldstone, one of this nation’s
most eminent jurists and head of
a United Nations investigation
that said it found evidence of war
crimes during Israel’s invasion of
Gaza. Many of his countrymen
not only took issue with the find-
ings, they called the judge a trai-
tor who had sold out his Jewish
brethren. 

Next month, Judge Gold-
stone’s grandson is to celebrate
his bar mitzvah at Beth Hame-
drash Hagadol, an Orthodox syn-
agogue in Sandton, a Johannes-
burg suburb. Ordinarily, this
would be nothing but a joyous
event, signifying the boy’s ascent
into manhood. 

But Jewish leaders here re-
cently began to speak darkly

among themselves of threatened
disruptions to the ceremony.
Their concerns were taken to the
synagogue, and the anxieties of
its leadership were then shared
with the family.

In an e-mail message on Fri-
day, Judge Goldstone, who is a
visiting professor at Georgetown
University Law Center, said, “Be-
cause of the threat of protests at
my grandson’s bar mitzvah, I
agreed in discussion with leaders
of the Sandton synagogue that in
the interests of my grandson, I
would not attend the services.”

The source of those threats
carries an air of mystery. The
story was first reported in the
South African Jewish Report. No
one quoted in the article took re-
sponsibility for the threats or reli-
ably pointed a finger elsewhere.

The South African Zionist Fed-
eration has been among the most
vocal critics of the so-called Gold-
stone Report on the war in Gaza.
On Friday, Moonyeen Castle, the 

A Gaza War Study, an Outcry,
A Bar Mitzvah’s Missing Guest
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By STEPHANIE CLIFFORD

For decades, shoppers have
taken advantage of coupons.
Now, the coupons are taking ad-
vantage of the shoppers.

A new breed of coupon, printed
from the Internet or sent to mo-
bile phones, is packed with in-
formation about the customer
who uses it. While the coupons
look standard, their bar codes
can be loaded with a startling
amount of data, including identi-
fication about the customer, In-
ternet address, Facebook page
information and even the search
terms the customer used to find
the coupon in the first place. 

And all that information fol-
lows that customer into the mall.
For example, if a man walks into
a Filene’s Basement to buy a suit
for his wedding and shows a cou-
pon he retrieved online, the com-
pany’s marketing agency can fig-

ure out whether he used the
search terms “Hugo Boss suit” or
“discount wedding clothes” to re-
search his purchase (just don’t
tell his fiancée).

Coupons from the Internet are
the fastest-growing part of the
coupon world — their redemption
increased 263 percent to about 50
million coupons in 2009, accord-
ing to the coupon-processing
company Inmar. Using coupons
to link Internet behavior with in-
store shopping lets retailers fig-
ure out which ad slogans or
online product promotions work
best, how long someone waits be-
tween searching and shopping,
even what offers a shopper will
respond to or ignore. 

The coupons can, in some
cases, be tracked not just to an
anonymous shopper but to an 

Coupons From Internet Know
A Lot About You, and They Tell

Continued on Page A3

By DAVID M. HERSZENHORN

WASHINGTON — They were
the human faces of the nation’s
wrenching, yearlong health care
debate. 

Natoma Canfield of Medina,
Ohio, sent a letter to President
Obama about no longer being
able to afford her health cover-
age, and he read it aloud to a
group of insurance executives at
the White House. Then Ms. Can-
field learned she had leukemia,
helping Mr. Obama illustrate the
life-and-death stakes of the often
mind-numbing policy fight. 

Marcelas Owens, an 11-year-
old boy from Seattle, whose
mother could not get some treat-
ment for lack of insurance and
died at age 27 from pulmonary
hypertension, met Senator Patty
Murray, Democrat of Washing-
ton, at a rally and ended up by
the president’s side at the bill-

signing ceremony. “I don’t want
any other kids to go through the
pain our family has gone
through,” Marcelas said. 

And Molly Secours, a filmmak-
er from Nashville, who battled
uterine cancer, nearly lost her
home because of medical bills —
even though she had health in-
surance. Told that she would
need a radical hysterectomy, che-
motherapy and radiation treat-
ment, Ms. Secours said, “I was
consumed with the fear that I’ll
have to declare bankruptcy.” 

But if their stories helped the
Democrats pass the health care
overhaul, a more complicated
question is: What will the health
care law do for them? 

Revisiting their cases illus-
trates both the enormous poten-
tial benefits of the new law, which

Faces of Health OverhaulDebate
Point to New Law’s Complexity

The medical stories of Molly Secours, left, Natoma Canfield
and Marcelas Owens became a part of the health care debate.
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By JOANNE KAUFMAN

Two dozen fourth graders from
the Chapin School, all in regula-
tion green vests that were dotted
with badges, popped up from
their chairs to recite the Pledge
of Allegiance and the Girl Scout
promise: “On my honor. . . . ” 

The girls, members of Troop
3157 of the Junior Girl Scouts, had
a snack — string cheese — and
discussed the troop’s closing cer-
emony in June, where they would
present the fruits of their “create
your own business” projects.
These include custom pillows,
knitted iPod cases and baked
goods for people with food al-
lergies. Then it was on to the
day’s outing: a trip to a local
landmark. 

“O.K.,” said the troop leader,
Alyssa Moeder. “Who knows
what Gracie Mansion is?”

“It’s where the mayors used to
live,” answered a petite, curly-
haired 10-year-old named Grace. 

“But Mayor Bloomberg doesn’t
live there,” she confided.

“Why?” asked Missy Rice, co-
leader of the troop. 

“Because,” Grace said, “he has
a much better house.” 

Scouting has come to New
York’s private schools, a world

known more for couture and ex-
pensive co-ops than for cookies
and campcraft. Besides Chapin,
schools with newly formed troops
include Berkeley Carroll, Brear-
ley, Dalton, Packer Collegiate,
Spence and Trinity.

There are now 550 Brownies
(first to third grade) or Junior
Girl Scouts (fourth and fifth
grade) in 25 Manhattan and
Brooklyn private school troops,
up from 200 girls and 9 troops last
year, and from just a few dozen

participants the year before. 
This growth, helped along by

mothers who were scouts them-
selves, caught the Girl Scout
leadership by surprise. 

“We were living with a false as-

Girls in New York’s Private Schools Ask, Thin Mints or Samoas?

SUZANNE DeCHILLO/THE NEW YORK TIMES

Organizers of the Brownie troop at Columbia Grammar School expected 10 girls but got 25.
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By GRETCHEN MORGENSON and LOUISE STORY

Three and half years ago, a
New York hedge fund manager
with a bearish view on the hous-
ing market was pounding the
pavement on Wall Street.

Eager to increase his bets
against subprime mortgages, the
investor, John A. Paulson, can-
vassed firm after firm, looking for
new ways to profit from home
loans that he was sure would go
sour. 

Only a few investment banks
agreed to help him. One was
Deutsche Bank. The other was
the mighty Goldman Sachs.

Mr. Paulson struck gold. His
prescience made him billions and
transformed him from a relative
nobody into something of a celeb-
rity on Wall Street and in Wash-
ington.

But now his brassy bets have
thrust Mr. Paulson into an un-
comfortable spotlight. On Friday,
the Securities and Exchange
Commission filed a civil fraud
lawsuit against Goldman for ne-
glecting to tell its customers that
mortgage investments they were
buying consisted of pools of dubi-
ous loans that Mr. Paulson had
selected because they were high-
ly likely to fail. 

By betting against the pool of
questionable mortgage bonds,
Mr. Paulson made $1 billion when
they collapsed just a few months
later, the S.E.C. said. Investors,
who bought what regulators are
essentially calling a pig in a poke,
lost the same amount.

Mr. Paulson, 54, was not named

A Billionaire Wall St. Celebrity,
Now Cast in a Harsh New Light

Continued on Page B6

By LOUISE STORY and GRETCHEN MORGENSON

Goldman Sachs, the Wall
Street powerhouse, was accused
of securities fraud in a civil law-
suit filed Friday by the Securities
and Exchange Commission,
which claims the bank created
and sold a mortgage investment
that was secretly intended to fail. 

The move was the first time
that regulators had taken action
against a Wall Street deal that
helped investors capitalize on the
collapse of the housing market.

The suit also named Fabrice
Tourre, a vice president at Gold-
man who helped create and sell
the investment. 

In a statement, Goldman called
the commission’s accusations
“completely unfounded in law
and fact” and said it would “vig-
orously contest them and defend
the firm and its reputation.”

The focus of the S.E.C. case, an
investment vehicle called Abacus
2007-AC1, was one of 25 such ve-
hicles that Goldman created so
the bank and some of its clients
could bet against the housing
market. Those deals, which were
the subject of an article in The
New York Times in December,

initially protected Goldman from
losses when the mortgage mar-
ket disintegrated and later yield-
ed profits for the bank. 

As the Abacus portfolios in the
S.E.C. case plunged in value, a
prominent hedge fund manager
made money from his bets
against certain mortgage bonds,
while investors lost more than $1
billion.

According to the complaint,
Goldman created Abacus 2007-
AC1 in February 2007 at the re-
quest of John A. Paulson, a prom-
inent hedge fund manager who
earned an estimated $3.7 billion
in 2007 by correctly wagering
that the housing bubble would
burst. Mr. Paulson is not named
in the suit.

Goldman told investors that
the bonds would be chosen by an 

S.E.C. Accuses Goldman
Of Fraud in Housing Deal

Suit Says Bank Sold Mortgage Investment
Meant to Fail — Firm Issues Denial
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REPERCUSSIONS Gridlock caused by vol-
canic ash spread on Friday; above,
Heathrow Airport in London. Page A6.

DURATION Scientists try to determine how
long a volcano in Iceland will continue to
erupt at its current strength. Page A6.

SHOW STOPPER Canceled flights have
caused havoc in the world of classical
music, including Carnegie Hall. Page C1.

By BARRY BEARAK

JOHANNESBURG — For the
past few days, many South Afri-
can Jews have concerned them-
selves with a question perhaps
better put to Talmudic scholars:
Is it ever right for protesters to
keep a grandfather from his
grandson’s bar mitzvah?

That grandfather is Richard
Goldstone, one of this nation’s
most eminent jurists and head of
a United Nations investigation
that said it found evidence of war
crimes during Israel’s invasion of
Gaza. Many of his countrymen
not only took issue with the find-
ings, they called the judge a trai-
tor who had sold out his Jewish
brethren. 

Next month, Judge Gold-
stone’s grandson is to celebrate
his bar mitzvah at Beth Hame-
drash Hagadol, an Orthodox syn-
agogue in Sandton, a Johannes-
burg suburb. Ordinarily, this
would be nothing but a joyous
event, signifying the boy’s ascent
into manhood. 

But Jewish leaders here re-
cently began to speak darkly

among themselves of threatened
disruptions to the ceremony.
Their concerns were taken to the
synagogue, and the anxieties of
its leadership were then shared
with the family.

In an e-mail message on Fri-
day, Judge Goldstone, who is a
visiting professor at Georgetown
University Law Center, said, “Be-
cause of the threat of protests at
my grandson’s bar mitzvah, I
agreed in discussion with leaders
of the Sandton synagogue that in
the interests of my grandson, I
would not attend the services.”

The source of those threats
carries an air of mystery. The
story was first reported in the
South African Jewish Report. No
one quoted in the article took re-
sponsibility for the threats or reli-
ably pointed a finger elsewhere.

The South African Zionist Fed-
eration has been among the most
vocal critics of the so-called Gold-
stone Report on the war in Gaza.
On Friday, Moonyeen Castle, the 

A Gaza War Study, an Outcry,
A Bar Mitzvah’s Missing Guest
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By STEPHANIE CLIFFORD

For decades, shoppers have
taken advantage of coupons.
Now, the coupons are taking ad-
vantage of the shoppers.

A new breed of coupon, printed
from the Internet or sent to mo-
bile phones, is packed with in-
formation about the customer
who uses it. While the coupons
look standard, their bar codes
can be loaded with a startling
amount of data, including identi-
fication about the customer, In-
ternet address, Facebook page
information and even the search
terms the customer used to find
the coupon in the first place. 

And all that information fol-
lows that customer into the mall.
For example, if a man walks into
a Filene’s Basement to buy a suit
for his wedding and shows a cou-
pon he retrieved online, the com-
pany’s marketing agency can fig-

ure out whether he used the
search terms “Hugo Boss suit” or
“discount wedding clothes” to re-
search his purchase (just don’t
tell his fiancée).

Coupons from the Internet are
the fastest-growing part of the
coupon world — their redemption
increased 263 percent to about 50
million coupons in 2009, accord-
ing to the coupon-processing
company Inmar. Using coupons
to link Internet behavior with in-
store shopping lets retailers fig-
ure out which ad slogans or
online product promotions work
best, how long someone waits be-
tween searching and shopping,
even what offers a shopper will
respond to or ignore. 

The coupons can, in some
cases, be tracked not just to an
anonymous shopper but to an 

Coupons From Internet Know
A Lot About You, and They Tell

Continued on Page A3

By DAVID M. HERSZENHORN

WASHINGTON — They were
the human faces of the nation’s
wrenching, yearlong health care
debate. 

Natoma Canfield of Medina,
Ohio, sent a letter to President
Obama about no longer being
able to afford her health cover-
age, and he read it aloud to a
group of insurance executives at
the White House. Then Ms. Can-
field learned she had leukemia,
helping Mr. Obama illustrate the
life-and-death stakes of the often
mind-numbing policy fight. 

Marcelas Owens, an 11-year-
old boy from Seattle, whose
mother could not get some treat-
ment for lack of insurance and
died at age 27 from pulmonary
hypertension, met Senator Patty
Murray, Democrat of Washing-
ton, at a rally and ended up by
the president’s side at the bill-

signing ceremony. “I don’t want
any other kids to go through the
pain our family has gone
through,” Marcelas said. 

And Molly Secours, a filmmak-
er from Nashville, who battled
uterine cancer, nearly lost her
home because of medical bills —
even though she had health in-
surance. Told that she would
need a radical hysterectomy, che-
motherapy and radiation treat-
ment, Ms. Secours said, “I was
consumed with the fear that I’ll
have to declare bankruptcy.” 

But if their stories helped the
Democrats pass the health care
overhaul, a more complicated
question is: What will the health
care law do for them? 

Revisiting their cases illus-
trates both the enormous poten-
tial benefits of the new law, which

Faces of Health OverhaulDebate
Point to New Law’s Complexity

The medical stories of Molly Secours, left, Natoma Canfield
and Marcelas Owens became a part of the health care debate.
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as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 

From Page A1

RICK MAIMAN/BLOOMBERG NEWS

The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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THE ALLEGED FRAUD

The S.E.C. says 
Goldman told 

investors that ACA 
Management chose 
the mortgage bonds 

in the Abacus 
investment. In fact 

they had been chosen 
largely by the Paulson 

fund, which was 
betting against the 

same bonds.

According to the S.E.C., the 
hedge fund manager John A. 

Paulson picked out the 
mortgage bonds he thought 
would perform poorly and 

purchased insurance on them 
from an Abacus vehicle. If the 
bonds perform poorly, he got 

a payout.

ACA
Management

Hired to manage the deal 
and was led to believe that 
the Paulson fund was not 

betting against the bonds, a 
misconception Mr. Tourre 

was aware of, according to 
the S.E.C.

A 2007 marketing document
outlines Goldman’s guidance

to investors about the securities
at the heart of the S.E.C. case.
nytimes.com/businessday

ONLINE: MORE ON THE CASE

DIANE BANDEREFF/ASSOCIATED PRESS

Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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THE FINANCIAL CRISIS: Accusations of Fraud

as a defendant in the S.E.C. suit,
but his role in devising the instru-
ment that caused $1 billion in
losses for Goldman’s customers
is detailed in the complaint. Rob-
ert Khuzami, the director of en-
forcement at the S.E.C., ex-
plained that, unlike Goldman, the
manager of the hedge fund, Paul-
son & Company, had not made
misrepresentations to investors
buying the security, known as a
collateralized debt obligation. 

“While it’s unfortunate that
people lost money investing in
mortgage-backed securities,
Paulson has never been involved
in the origination, distribution or
structuring of such securities,”
said Stefan Prelog, a spokesman
for Mr. Paulson, in a statement.
“We have always been forthright
in expressing our opinion as to
the quality of the underlying
mortgages. Paulson has never
misrepresented our positions to
any counterparties.

“There’s no question we made
money in these transactions.
However, all our dealings were
through arm’s-length transac-
tions with experienced counter-
parties who had opposing views
based on all available informa-
tion at the time. We were

straightforward in our dislike of
these securities, but the vast ma-
jority of people in the market
thought we were dead wrong and
openly and aggressively pur-
chased the securities we were
selling.”

Still, the details unearthed by
the S.E.C. in its investigation
show a deep involvement by Mr.
Paulson in the creation of the in-
vestment, known as Abacus 2007-
AC1. For example, he approached

Goldman about constructing and
marketing the debt security.

After analyzing risky mort-
gages made on homes in Arizona,
California, Florida and Nevada,
where the housing markets had
overheated, Mr. Paulson went to
Goldman to talk about how he
could bet against those loans. He
focused his analysis on adjust-
able-rate loans taken out by bor-
rowers with relatively low credit
scores and turned up more than
100 loan pools that he considered

vulnerable, the S.E.C. said. 
Mr. Paulson then asked Gold-

man to put together a portfolio of
these pools, or others like them
that he could wager against. He
paid $15 million to Goldman for
creating and marketing the Aba-
cus deal, the complaint says. 

One of a small cohort of money
managers who saw the mortgage
market in late 2006 as a bubble
waiting to burst, Mr. Paulson cap-
italized on the opacity of mort-
gage-related securities that Wall
Street cobbled together and sold
to its clients. These instruments
contained thousands of mortgage
loans that few investors bothered
to analyze. 

Instead, the buyers relied on
the opinions of credit ratings
agencies like Moody’s, Standard
& Poor’s and Fitch Ratings.
These turned out to be overly
rosy, and investors suffered hun-
dreds of billions in losses when
the loans underlying these secu-
rities went bad. 

Mr. Paulson personally made
an estimated $3.7 billion in 2007
as a result of his hedge fund’s
performance, and another $2 bil-
lion in 2008. 

He was also treated like a ce-
lebrity by members of a Congres-
sional committee that invited him
to testify in November 2008 about

the credit crisis. At the time, none
of the lawmakers asked how he
had managed to set up his lucra-
tive trades; they seemed more
interested in getting his advice
on how to solve the credit crisis. 

A Queens-born graduate of
New York University and the
Harvard Business School, Mr.
Paulson went to Wall Street in
the early 1980s just as the biggest
bull market in history was start-
ing. He joined Bear Stearns in
1984 as a junior executive in the
investment banking unit. 

Ten years later, he started his
hedge fund with $2 million of his
own capital. During the technol-
ogy-stock bubble of the late
1990s, Mr. Paulson took a nega-
tive stance on high-flying shares
and profited handsomely for him-
self and his clients.

By the end of 2008, Mr. Paul-
son’s assets under management
had risen to $36.1 billion. In an
early 2009 interview with The
New York Times, Mr. Paulson
talked about his success. “We are
very proud of our performance
last year,” he said. “We provided
an oasis of profitable returns for
our investors in a year where
there were few sources of gains.” 

His investors, which included
pension funds, endowments,
wealthy families and individuals,
were huge beneficiaries of his
strategy, Mr. Paulson added.
“They made four times as much
as we did,” he said. 

Mr. Paulson and his invest-
ment program was the subject of
the 2009 book by Gregory Zuck-
erman “The Greatest Trade
Ever.” Mr. Zuckerman wrote that
Mr. Paulson did not think there
was anything wrong with work-
ing with various banks to create
troubled investments that he
could then bet against.

“Paulson told his own clients

what he was up to and they sup-
ported him, considering it an in-
genious way to grow the trade by
finding more debt to short,” Mr.
Zuckerman wrote. “After all,
those who would buy the pieces
of any C.D.O. likely would be
hedge funds, banks, pension
plans or other sophisticated in-
vestors, not mom-and-pop invest-
ors.”

Late last year, Mr. Paulson do-
nated $20 million to the Stern
School of Business at New York
University and $5 million to
Southampton Hospital in Long
Island’s East End, where he
bought a $41 million home in ear-
ly 2008. He lives with his wife and
two daughters on the Upper East
Side of Manhattan. 

Amid criticism of investment
strategies that profited from
mortgage defaults, home foreclo-
sures and other miseries, Mr.
Paulson has also given $15 mil-
lion to the Center for Responsible
Lending for a center devoted to
providing foreclosure assistance
to troubled borrowers. 

At the time of the donation, Mr.
Paulson said of the center and its
work, “We are pleased to help
them provide legal services to
distressed homeowners, many of
whom have been victimized by
predatory lenders.”

Revelations Cast a Harsh New Light on a Billionaire Wall Street Celebrity

John Paulson selected
pools of dubious loans
to bet against them. 

From Page A1

RICK MAIMAN/BLOOMBERG NEWS

The investor John Paulson be-
came a Wall Street celebrity. 

independent manager. In the
case of Abacus 2007-AC1, howev-
er, Goldman let Mr. Paulson se-
lect mortgage bonds that he be-
lieved were most likely to lose
value, according to the com-
plaint.

Goldman then sold the pack-
age to investors like foreign
banks, pension funds and insur-
ance companies, which would
profit only if the bonds gained
value. The European banks IKB
and ABN Amro and other invest-
ors lost more than $1 billion in the
deal, the commission said.

“Goldman wrongly permitted a
client that was betting against
the mortgage market to heavily
influence which mortgage securi-
ties to include in an investment
portfolio,” Robert Khuzami, the
director of the commission’s en-
forcement division, said in a writ-
ten statement. 

The lawsuit could be a sign of a
revitalized Securities and Ex-
change Commission, which has
been criticized for early missteps
in assessing the causes of the fi-
nancial crisis. The agency ap-
pears to be tracing the mortgage
pipeline all the way from the
companies like Countrywide Fi-
nancial that originated home
loans to the raucous trading
floors that dominate Wall Street’s
profit machine.

At a conference in New Or-
leans on Friday, Mr. Khuzami in-
dicated that he was scrutinizing
other deals involving mortgage
securities. “We’re looking at a
wide range of products,” he said
at a news conference. “If we see
securities with similar profiles,
we’ll look at them closely.”

Shares of Goldman Sachs
plunged more than 10 percent in
just the first half-hour of trading
after the suit was announced Fri-
day morning. They closed down
13 percent, at $160.70, wiping
away more than $10 billion of the
company’s market value.

Investors sold other bank
stocks, as well, as rumors swirled
about which other firms might
become embroiled in the commis-
sion’s investigation. Next to
Goldman Sachs, Deutsche Bank’s
American shares had the steep-
est decline, falling 7 percent. 

Goldman issued a second
statement after the market
closed saying that the firm had
lost money on the deal in the
S.E.C. case and that it provided
investors with extensive disclo-
sure on the deal. The firm said
the losses in the deal came from
the overall collapse of the mort-
gage market, not from the way
the deal was structured.

The accusations amount to a
black eye for the once-untouch-
able Goldman Sachs, a money
machine that is the epicenter of
Wall Street power. For decades,
its platinum reputation has at-
tracted top investors and stock
underwriting deals. 

Several of its former chief ex-
ecutives have gone on to high
public office, among them Henry
M. Paulson Jr., the former Treas-
ury secretary, and Jon Corzine,
the former New Jersey governor.
(Henry Paulson and John Paul-
son are not related.)

In recent months, Goldman
has been defiant in the face of
criticism, repeatedly defending
its actions in the mortgage mar-
ket, including its own bets
against it. In a letter published
last week in Goldman’s annual

report, the bank rebutted crit-
icism that it had created, and sold
to its clients, mortgage-linked se-
curities that it had little confi-
dence in. 

“We certainly did not know the
future of the residential housing
market in the first half of 2007
any more than we can predict the
future of markets today,” Gold-
man wrote. “We also did not
know whether the value of the in-
struments we sold would in-
crease or decrease.”

The letter continued: “Al-
though Goldman Sachs held vari-
ous positions in residential mort-
gage-related products in 2007, our
short positions were not a ‘bet
against our clients.’” Instead, the
trades were used to hedge other
trading positions, the bank said. 

Goldman was one of many
Wall Street firms that created
complex mortgage securities —
known as synthetic collateralized
debt obligations — as the housing
wave was cresting. At the time,
traders like Mr. Paulson, as well
as those within Goldman, were
looking for ways to bet against
the overheated market. 

For months, S.E.C. officials
have been examining mortgage
bundles like Abacus that were
created across Wall Street. The
commission has been interview-
ing people who structured Gold-
man mortgage deals about Aba-
cus and similar instruments. The
commission advised Goldman
that it was likely to face a civil
suit in the matter, sending the
bank what is known as a Wells

notice several months ago. 
The S.E.C. action is a civil com-

plaint, but it could be referred to
criminal prosecutors who would
have to prove that individuals in-
tended to defraud investors.

The S.E.C. focused on only one
Abacus deal in its complaint, but
Mr. Khuzami said in a conference
call on Friday that the commis-
sion continued to look at the rest.
All told, $10.9 billion of Abacus in-

vestments were sold.
Mr. Tourre, the Goldman vice

president named in the lawsuit,
was one of the firm’s top workers
running the Abacus deals, selling
the investment to investors
across Europe. Mr. Tourre was
raised in France and moved to
the United States in 2000 to earn
his master’s degree in operations
at Stanford. The next year, he be-
gan working at Goldman, accord-

ing to his profile on the LinkedIn
social network. 

He rose to prominence work-
ing on the Abacus deals under a
trader named Jonathan M. Egol.
Mr. Egol, who is now a managing
director at Goldman, is not
named in the S.E.C. suit.

Goldman structured the Aba-
cus portfolios with a sharp eye on
the credit ratings assigned to the
mortgage bonds contained in

them, the S.E.C. said. In the Aba-
cus deal cited in the S.E.C. com-
plaint, Mr. Paulson pinpointed
those mortgage bonds that he be-
lieved carried higher ratings than
the underlying loans deserved. 

Goldman placed insurance on
those bonds — called credit-de-
fault swaps — inside Abacus, al-
lowing Mr. Paulson to bet against
the bonds while clients on the
other side of the trade wagered
that they would make money. 

But when Goldman sold shares
in Abacus to investors, the bank
and Mr. Tourre disclosed only the
ratings of those bonds and did
not disclose that Mr. Paulson was
on the other side, betting those
ratings were wrong.

Mr. Tourre at one point com-
plained to an investor who was
buying into Abacus that he was
having trouble persuading
Moody’s to give the deal the rat-
ing he desired, according to the
investor’s notes, which were pro-
vided to The Times by a col-
league who asked for anonymity.

In seven of Goldman’s Abacus
deals, the bank went to the Amer-
ican International Group for in-
surance on the bonds. Those
deals have led to billions of dol-
lars in losses at A.I.G., which re-
ceived a $180 billion taxpayer res-
cue. The Abacus deal in the S.E.C.
complaint was not one of them.

That deal was managed by
ACA Management, a part of ACA
Capital Holdings, which changed
its name in 2008 to Manifold Cap-
ital. 

Goldman told investors the
mortgage bond portfolio would
be “selected by ACA Manage-
ment,” according to the deal’s
marketing document, which was
given to The Times by an Abacus
investor. That document says
Goldman may have long or short
positions in the bonds. It does not
mention Mr. Paulson.

ACA was not named in the suit.
That firm was led to believe that
Mr. Paulson was positive on
mortgages, not negative, and so
it did not see a problem with his
involvement, the S.E.C. said. Mr.
Tourre was aware of ACA’s mis-
conception, the commission said. 

In February 2007, Mr. Tourre
met with both ACA and Mr. Paul-
son, and he sent an e-mail mes-
sage to a Goldman colleague ac-
knowledging the awkwardness of
the situation. “This is surreal,”
Mr. Tourre wrote.

Nine days later, a Goldman col-
league wrote Mr. Tourre and
said, “the C.D.O. biz is dead. We
don’t have a lot of time left.”

The Abacus deals deteriorated
rapidly when the housing market
hit trouble. For instance, in the
Abacus deal in the S.E.C. com-
plaint, 83 percent of the mortgage
bonds underlying it were down-
graded by rating agencies just six
months later, and 99 percent had
been downgraded by early 2008,
according to the S.E.C.

It takes time for such mortgage
investments to pay out for invest-
ors who make bets against them.
Each deal is structured differ-
ently, but generally, the bonds
underlying the investment must
deteriorate to a certain point be-
fore those who bet against the
bonds get paid. By the end of
2007, Mr. Paulson’s credit hedge
fund was up 590 percent. 

S.E.C. Files Fraud Suit Against Goldman Sachs on Housing Deal
From Page A1 Betting Against Their Own Deal 

Goldman Sachs created 25 deals under the 
name Abacus to help it and some of its clients 
place bets against the housing market. One of 

them, created by Goldman and the Paulson 
hedge fund in early 2007, is at the center of a 

fraud complaint filed by the Securities and 
Exchange Commission, illustrated here.

The complex deal is made up of a kind of 
insurance — credit default swaps — that 
pays out if mortgage bonds start to fail.

By January 2008, 99 percent of the portfolio 
of mortgage bonds had been downgraded. 
The investors lost $1 billion, most of it going 

to the Paulson fund.

Source: S.E.C. complaint THE NEW YORK TIMES
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largely by the Paulson 
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bonds perform poorly, he got 
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ONLINE: MORE ON THE CASE

DIANE BANDEREFF/ASSOCIATED PRESS

Employees in the lobby of the Goldman Sachs headquarters in Lower Manhattan on Friday. The
S.E.C.’s suit is a black eye for the firm, a money machine at the epicenter of Wall Street power.

Michael J. de la Merced contribut-
ed reporting.
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S.& P. 500 1,192.13 D 19.54
Dow industrials 11,018.66 D 125.91
Nasdaq composite 2,481.26 D 34.43
10-yr. Treasury yield 3.76% D 0.07
The euro $1.3497 D 0.0079

Personal Business
The Health Law
New restrictions on over-
the-counter drugs in flex-
ible spending plans. 8

A rosy result for Bank of America’s
thorny acquisition of Merrill. 2

An exchange is approved, but its
film futures contracts are held up. 3

Housing starts in
March rose for a third
straight month and
topped forecasts. 7

Can it get any worse?
Every time you pick up another rock along the

winding path that led to the financial crisis, some-
thing else crawls out. Subprime mortgages were sold
as a way to give low-income people a chance at

homeownership and the American
Dream. Instead, the mortgages turned
out to be an excuse for predatory lend-
ing and fraud, enriching the lenders and
Wall Street at the expense of subprime
borrowers, many of whom ended up in
foreclosure. 

The ratings agencies, which rated the complex
investments that were built with subprime mort-
gages, turned out to be only too happy to be gamed
by firms that paid their fees — slapping AAA ratings
on mortgage bonds doomed to fail. Lehman Brothers

turned out to be disguising the full reality of its hor-
rid balance sheet by playing accounting games. All
over Wall Street, firms pushed mortgage originators
to churn out more loans that were doomed the mo-
ment they were made. 

In the immediate aftermath, the conventional
wisdom was that Wall Street had simply lost its
head. It was terrible, to be sure, but on some level
understandable: Dutch tulips, the South Sea bubble,
that sort of thing.

In recent months, though, something more trou-
bling has begun to emerge. In December, Gretchen
Morgenson and Louise Story of The New York
Times exposed the role that some firms, including
Goldman Sachs and Deutsche Bank, played in

putting together investment
structures — synthetic C.D.O.’s,

they were called — that were primed to blow up.
They did so, reportedly, because some savvy invest-
ors wanted to go short the subprime market. 

On Friday, the Securities and Exchange Com-
mission dropped the hammer, charging Goldman
Sachs with securities fraud for its purported failure
to disclose that the bonds that were the basis for one
particular synthetic C.D.O. had been chosen by none
other than John Paulson, the billionaire hedge fund
investor, who was shorting them. 

Oh, and one other thing is starting to become
clear: synthetic C.D.O.’s made the crisis worse than
it would otherwise have been.

•
Remember in the months leading up to the cri-

CHRIS HONDROS/GETTY IMAGES

A Wall Street Invention That Let the Crisis Mutate 

The Goldman Sachs
booth at the New York
Stock Exchange on Fri-
day. Shares of Gold-
man slid after the Secu-
rities and Exchange
Commission accused
the bank of fraud.
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BUSINESS 

By JAVIER C. HERNANDEZ

Wall Street seemed headed for another
strong weekly finish on Friday — and then
the news hit.

Stocks fell by the largest amount in two
months after the Securities and Exchange
Commission accused Goldman Sachs of
fraud in mortgage investments. By day’s
end, the banking sector was left gasping for
air: Goldman dropped nearly 13 percent;
Morgan Stanley, 5.6 percent; Bank of Amer-
ica, 5.5 percent; Citigroup, 5.2 percent.

Investors were nervous that the renewed
scrutiny on Goldman could strengthen ef-
forts by the government to overhaul Wall
Street regulation, crimping the banks’ prof-
its and limiting their ability to lend in a frag-
ile economy.

“This may just be the opening salvo,” said
Joseph V. Battipaglia, a market strategist for
Stifel Nicolaus.

The S.E.C.’s lawsuit accused Goldman of
creating mortgage investments that were
made to fail. That revelation stirred concern
among investors that banks may still be re-
lying on high-risk trading practices that
helped bring about the financial crisis.

“There is a worry that there may be a pat-
tern of this unsavory activity that is not in
the best interest of the free market or invest-
ors,” said Jeffrey A. Hirsch, editor of The
Stock Trader’s Almanac. He said the jolt to
the banking sector could prompt skepticism
about the market’s direction and cause
stocks to fall sharply this year, perhaps by as
much as 30 percent, before climbing again.

At the close, the Dow Jones industrial av-
erage was down 125.91 points, or 1.13 percent,
at 11,018.66, after dropping by more than 150
points earlier in the session. The Standard &
Poor’s 500-stock index declined 19.54 points,
or 1.61 percent, to 1,192.13. The Nasdaq fell
34.43 points, or 1.37 percent, to 2,481.26. 

As investors fled stocks, the dollar and 
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By EDWARD WYATT

WASHINGTON — President
Obama threatened on Friday to
veto the financial overhaul bill
making its way through Congress
if it failed to include strong re-
strictions on derivatives, which
were at the heart of the financial
crisis two years ago. 

The president’s remarks came
as the Senate took steps toward
tougher derivative regulation.
The chairwoman of the Senate
Agriculture Committee intro-
duced a bill with provisions even
stronger than those the Obama
administration had been seeking.
The measure would, among other
things, require banks and Wall
Street firms to spin off much of
their derivatives operations into
a separate subsidiary, to wall off
the potential for huge losses from
the rest of their banking and
businesses. Financial institutions
will fight that provision vigor-
ously.

Senator Blanche Lincoln, an
Arkansas Democrat facing a
tough re-election challenge who
is also the committee chair-
woman, will be at the forefront of
a legislative fight over deriva-
tives by virtue of her leadership
of the farm panel, which deals
with traditional farm issues as
well as commodity futures reg-
ulation. Mrs. Lincoln’s legislation
would require nearly all deriva-
tives trading to occur on a public
exchange, for greater pricing
transparency, and for trades to
be processed through a third par-

Veto Threat
Raised Over
Derivatives

Continued on Page 4

By TARA SIEGEL BERNARD

The adage that you can’t take
out a loan to pay for retirement is
not entirely true.

Reverse mortgages, which al-
low older homeowners to pull
cash out of their homes without
making payments, have been
around for decades. They are
often used by people who want to
stay in their homes, but need ex-
tra money to pay medical bills,
for instance, or to retire other
debt. 

Reverse mortgages also have a
reputation for being expensive,
and they are. But if you’ve been
thinking about one, it’s worth
taking a closer look now be-
cause several lenders have
cut prices in recent weeks.
As with most complex finan-
cial products, however, you
need to know exactly what
you’re getting into.

Bank of America, Wells Fargo,
MetLife Bank and Financial
Freedom have all waived their
origination fees and other
charges on certain reverse mort-
gages they sell as part of the Fed-
eral Housing Administration’s
Home Equity Conversion pro-
gram. There’s a reason for the
lower prices: Lenders are mak-
ing profits by packaging the
loans as securities and selling
them to Wall Street investors.
Demand for the securities is high,
experts said, because not only
are the underlying mortgages
backed by the government, but
they also tend to be more predict-
able, with slightly longer lives
than traditional mortgages. 

Consumers were becoming in-
creasingly reluctant to sign up
for reverse mortgages — after
all, homeowners could not pull
out as much equity as they once
could because of the drop in
home values. But when the
F.H.A. also reduced the amount
that people could borrow, even
fewer took out loans.

The potential market is huge.
More than seven million people
over the age of 65 with annual in-
comes below $30,000 own their
homes outright, according to the
Census Bureau’s American
Housing Survey conducted in 

BIDDING FOR MIRAMAX

Harvey, above, and Bob
Weinstein try to reacquire
the film studio. Page 3.

DANNY MOLOSHOK/REUTERS

By JAD MOUAWAD

Ever since the airline industry was deregulated more than three
decades ago, the nation’s top carriers have operated under a basic

premise: bigger is better.
Consolidation, after all, means more routes, which can then at-

tract more passengers. It means savings, too, as executive ranks
are trimmed and reservation systems are combined. And with
fewer airlines chasing the same travelers, profits are sure to fol-
low, the argument goes.

But bigger has not quite turned out to be the cure-all. Ma-
jor airlines continue to lose huge sums of money. In the last
decade, in fact, domestic airlines lost $60 billion.

As talk of big mergers returns, the question is whether
all the old arguments still hold. United Airlines and Continen-

tal Airlines have reopened talks that were dropped two years
ago, even as United is discussing a tie-up with US Airways. If

any of these deals are made, another brand name will disappear,
joining TWA, Pan Am and Northwest, among others. 

But will consolidation help solve the industry’s financial woes? At
a news conference last week, Gerard J. Arpey, the chairman and chief

executive of American Airlines, sounded a note of skepticism. Mergers, he
said, are “not a panacea.” 

Michael E. Levine would
agree. “Do mergers make
sense?” asked Mr. Levine, a
former senior airline executive
who teaches courses on airline
regulation at the New York
University School of Law. “It
is not obvious that they do. I
never understood why tying
two people with two injured
legs would produce a
healthy runner.”

The industry, in fact,
has a long history of botched

mergers, given the difficulty of
bringing together different flight
networks, aircraft models and
distinct cultures, seniority lists
and union agreements. US Air-
ways is still operating with two
sets of employees, five years af-
ter its merger with America
West.

Still, two of the executives
involved in the latest merger dis-
cussions, Glenn F. Tilton of Unit-
ed and W. Douglas Parker of US
Airways, have long argued for
the need for the industry to con-
solidate. There are too many
planes, they contend, too much
competition and too many air-
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Can it get any worse?
Every time you pick up another rock along the

winding path that led to the financial crisis, some-
thing else crawls out. Subprime mortgages were sold
as a way to give low-income people a chance at

homeownership and the American
Dream. Instead, the mortgages turned
out to be an excuse for predatory lend-
ing and fraud, enriching the lenders and
Wall Street at the expense of subprime
borrowers, many of whom ended up in
foreclosure. 

The ratings agencies, which rated the complex
investments that were built with subprime mort-
gages, turned out to be only too happy to be gamed
by firms that paid their fees — slapping AAA ratings
on mortgage bonds doomed to fail. Lehman Brothers

turned out to be disguising the full reality of its hor-
rid balance sheet by playing accounting games. All
over Wall Street, firms pushed mortgage originators
to churn out more loans that were doomed the mo-
ment they were made. 

In the immediate aftermath, the conventional
wisdom was that Wall Street had simply lost its
head. It was terrible, to be sure, but on some level
understandable: Dutch tulips, the South Sea bubble,
that sort of thing.

In recent months, though, something more trou-
bling has begun to emerge. In December, Gretchen
Morgenson and Louise Story of The New York
Times exposed the role that some firms, including
Goldman Sachs and Deutsche Bank, played in

putting together investment
structures — synthetic C.D.O.’s,

they were called — that were primed to blow up.
They did so, reportedly, because some savvy invest-
ors wanted to go short the subprime market. 

On Friday, the Securities and Exchange Com-
mission dropped the hammer, charging Goldman
Sachs with securities fraud for its purported failure
to disclose that the bonds that were the basis for one
particular synthetic C.D.O. had been chosen by none
other than John Paulson, the billionaire hedge fund
investor, who was shorting them. 

Oh, and one other thing is starting to become
clear: synthetic C.D.O.’s made the crisis worse than
it would otherwise have been.

•
Remember in the months leading up to the cri-
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Wall Street seemed headed for another
strong weekly finish on Friday — and then
the news hit.

Stocks fell by the largest amount in two
months after the Securities and Exchange
Commission accused Goldman Sachs of
fraud in mortgage investments. By day’s
end, the banking sector was left gasping for
air: Goldman dropped nearly 13 percent;
Morgan Stanley, 5.6 percent; Bank of Amer-
ica, 5.5 percent; Citigroup, 5.2 percent.

Investors were nervous that the renewed
scrutiny on Goldman could strengthen ef-
forts by the government to overhaul Wall
Street regulation, crimping the banks’ prof-
its and limiting their ability to lend in a frag-
ile economy.

“This may just be the opening salvo,” said
Joseph V. Battipaglia, a market strategist for
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“There is a worry that there may be a pat-
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the best interest of the free market or invest-
ors,” said Jeffrey A. Hirsch, editor of The
Stock Trader’s Almanac. He said the jolt to
the banking sector could prompt skepticism
about the market’s direction and cause
stocks to fall sharply this year, perhaps by as
much as 30 percent, before climbing again.
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Can it get any worse?
Every time you pick up another rock along the

winding path that led to the financial crisis, some-
thing else crawls out. Subprime mortgages were sold
as a way to give low-income people a chance at

homeownership and the American
Dream. Instead, the mortgages turned
out to be an excuse for predatory lend-
ing and fraud, enriching the lenders and
Wall Street at the expense of subprime
borrowers, many of whom ended up in
foreclosure. 

The ratings agencies, which rated the complex
investments that were built with subprime mort-
gages, turned out to be only too happy to be gamed
by firms that paid their fees — slapping AAA ratings
on mortgage bonds doomed to fail. Lehman Brothers

turned out to be disguising the full reality of its hor-
rid balance sheet by playing accounting games. All
over Wall Street, firms pushed mortgage originators
to churn out more loans that were doomed the mo-
ment they were made. 

In the immediate aftermath, the conventional
wisdom was that Wall Street had simply lost its
head. It was terrible, to be sure, but on some level
understandable: Dutch tulips, the South Sea bubble,
that sort of thing.

In recent months, though, something more trou-
bling has begun to emerge. In December, Gretchen
Morgenson and Louise Story of The New York
Times exposed the role that some firms, including
Goldman Sachs and Deutsche Bank, played in

putting together investment
structures — synthetic C.D.O.’s,

they were called — that were primed to blow up.
They did so, reportedly, because some savvy invest-
ors wanted to go short the subprime market. 

On Friday, the Securities and Exchange Com-
mission dropped the hammer, charging Goldman
Sachs with securities fraud for its purported failure
to disclose that the bonds that were the basis for one
particular synthetic C.D.O. had been chosen by none
other than John Paulson, the billionaire hedge fund
investor, who was shorting them. 

Oh, and one other thing is starting to become
clear: synthetic C.D.O.’s made the crisis worse than
it would otherwise have been.

•
Remember in the months leading up to the cri-
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By JAVIER C. HERNANDEZ

Wall Street seemed headed for another
strong weekly finish on Friday — and then
the news hit.

Stocks fell by the largest amount in two
months after the Securities and Exchange
Commission accused Goldman Sachs of
fraud in mortgage investments. By day’s
end, the banking sector was left gasping for
air: Goldman dropped nearly 13 percent;
Morgan Stanley, 5.6 percent; Bank of Amer-
ica, 5.5 percent; Citigroup, 5.2 percent.

Investors were nervous that the renewed
scrutiny on Goldman could strengthen ef-
forts by the government to overhaul Wall
Street regulation, crimping the banks’ prof-
its and limiting their ability to lend in a frag-
ile economy.

“This may just be the opening salvo,” said
Joseph V. Battipaglia, a market strategist for
Stifel Nicolaus.

The S.E.C.’s lawsuit accused Goldman of
creating mortgage investments that were
made to fail. That revelation stirred concern
among investors that banks may still be re-
lying on high-risk trading practices that
helped bring about the financial crisis.

“There is a worry that there may be a pat-
tern of this unsavory activity that is not in
the best interest of the free market or invest-
ors,” said Jeffrey A. Hirsch, editor of The
Stock Trader’s Almanac. He said the jolt to
the banking sector could prompt skepticism
about the market’s direction and cause
stocks to fall sharply this year, perhaps by as
much as 30 percent, before climbing again.

At the close, the Dow Jones industrial av-
erage was down 125.91 points, or 1.13 percent,
at 11,018.66, after dropping by more than 150
points earlier in the session. The Standard &
Poor’s 500-stock index declined 19.54 points,
or 1.61 percent, to 1,192.13. The Nasdaq fell
34.43 points, or 1.37 percent, to 2,481.26. 

As investors fled stocks, the dollar and 
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For Wall Street
Ends at 6 Days

Continued on Page 7

By EDWARD WYATT

WASHINGTON — President
Obama threatened on Friday to
veto the financial overhaul bill
making its way through Congress
if it failed to include strong re-
strictions on derivatives, which
were at the heart of the financial
crisis two years ago. 

The president’s remarks came
as the Senate took steps toward
tougher derivative regulation.
The chairwoman of the Senate
Agriculture Committee intro-
duced a bill with provisions even
stronger than those the Obama
administration had been seeking.
The measure would, among other
things, require banks and Wall
Street firms to spin off much of
their derivatives operations into
a separate subsidiary, to wall off
the potential for huge losses from
the rest of their banking and
businesses. Financial institutions
will fight that provision vigor-
ously.

Senator Blanche Lincoln, an
Arkansas Democrat facing a
tough re-election challenge who
is also the committee chair-
woman, will be at the forefront of
a legislative fight over deriva-
tives by virtue of her leadership
of the farm panel, which deals
with traditional farm issues as
well as commodity futures reg-
ulation. Mrs. Lincoln’s legislation
would require nearly all deriva-
tives trading to occur on a public
exchange, for greater pricing
transparency, and for trades to
be processed through a third par-

Veto Threat
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Continued on Page 4

By TARA SIEGEL BERNARD

The adage that you can’t take
out a loan to pay for retirement is
not entirely true.

Reverse mortgages, which al-
low older homeowners to pull
cash out of their homes without
making payments, have been
around for decades. They are
often used by people who want to
stay in their homes, but need ex-
tra money to pay medical bills,
for instance, or to retire other
debt. 

Reverse mortgages also have a
reputation for being expensive,
and they are. But if you’ve been
thinking about one, it’s worth
taking a closer look now be-
cause several lenders have
cut prices in recent weeks.
As with most complex finan-
cial products, however, you
need to know exactly what
you’re getting into.

Bank of America, Wells Fargo,
MetLife Bank and Financial
Freedom have all waived their
origination fees and other
charges on certain reverse mort-
gages they sell as part of the Fed-
eral Housing Administration’s
Home Equity Conversion pro-
gram. There’s a reason for the
lower prices: Lenders are mak-
ing profits by packaging the
loans as securities and selling
them to Wall Street investors.
Demand for the securities is high,
experts said, because not only
are the underlying mortgages
backed by the government, but
they also tend to be more predict-
able, with slightly longer lives
than traditional mortgages. 

Consumers were becoming in-
creasingly reluctant to sign up
for reverse mortgages — after
all, homeowners could not pull
out as much equity as they once
could because of the drop in
home values. But when the
F.H.A. also reduced the amount
that people could borrow, even
fewer took out loans.

The potential market is huge.
More than seven million people
over the age of 65 with annual in-
comes below $30,000 own their
homes outright, according to the
Census Bureau’s American
Housing Survey conducted in 
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By JAD MOUAWAD

Ever since the airline industry was deregulated more than three
decades ago, the nation’s top carriers have operated under a basic

premise: bigger is better.
Consolidation, after all, means more routes, which can then at-

tract more passengers. It means savings, too, as executive ranks
are trimmed and reservation systems are combined. And with
fewer airlines chasing the same travelers, profits are sure to fol-
low, the argument goes.

But bigger has not quite turned out to be the cure-all. Ma-
jor airlines continue to lose huge sums of money. In the last
decade, in fact, domestic airlines lost $60 billion.

As talk of big mergers returns, the question is whether
all the old arguments still hold. United Airlines and Continen-

tal Airlines have reopened talks that were dropped two years
ago, even as United is discussing a tie-up with US Airways. If

any of these deals are made, another brand name will disappear,
joining TWA, Pan Am and Northwest, among others. 

But will consolidation help solve the industry’s financial woes? At
a news conference last week, Gerard J. Arpey, the chairman and chief

executive of American Airlines, sounded a note of skepticism. Mergers, he
said, are “not a panacea.” 

Michael E. Levine would
agree. “Do mergers make
sense?” asked Mr. Levine, a
former senior airline executive
who teaches courses on airline
regulation at the New York
University School of Law. “It
is not obvious that they do. I
never understood why tying
two people with two injured
legs would produce a
healthy runner.”

The industry, in fact,
has a long history of botched

mergers, given the difficulty of
bringing together different flight
networks, aircraft models and
distinct cultures, seniority lists
and union agreements. US Air-
ways is still operating with two
sets of employees, five years af-
ter its merger with America
West.

Still, two of the executives
involved in the latest merger dis-
cussions, Glenn F. Tilton of Unit-
ed and W. Douglas Parker of US
Airways, have long argued for
the need for the industry to con-
solidate. There are too many
planes, they contend, too much
competition and too many air-
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out to be an excuse for predatory lend-
ing and fraud, enriching the lenders and
Wall Street at the expense of subprime
borrowers, many of whom ended up in
foreclosure. 

The ratings agencies, which rated the complex
investments that were built with subprime mort-
gages, turned out to be only too happy to be gamed
by firms that paid their fees — slapping AAA ratings
on mortgage bonds doomed to fail. Lehman Brothers

turned out to be disguising the full reality of its hor-
rid balance sheet by playing accounting games. All
over Wall Street, firms pushed mortgage originators
to churn out more loans that were doomed the mo-
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head. It was terrible, to be sure, but on some level
understandable: Dutch tulips, the South Sea bubble,
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Times exposed the role that some firms, including
Goldman Sachs and Deutsche Bank, played in

putting together investment
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they were called — that were primed to blow up.
They did so, reportedly, because some savvy invest-
ors wanted to go short the subprime market. 

On Friday, the Securities and Exchange Com-
mission dropped the hammer, charging Goldman
Sachs with securities fraud for its purported failure
to disclose that the bonds that were the basis for one
particular synthetic C.D.O. had been chosen by none
other than John Paulson, the billionaire hedge fund
investor, who was shorting them. 

Oh, and one other thing is starting to become
clear: synthetic C.D.O.’s made the crisis worse than
it would otherwise have been.
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the news hit.
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months after the Securities and Exchange
Commission accused Goldman Sachs of
fraud in mortgage investments. By day’s
end, the banking sector was left gasping for
air: Goldman dropped nearly 13 percent;
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ica, 5.5 percent; Citigroup, 5.2 percent.
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ile economy.
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made to fail. That revelation stirred concern
among investors that banks may still be re-
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helped bring about the financial crisis.

“There is a worry that there may be a pat-
tern of this unsavory activity that is not in
the best interest of the free market or invest-
ors,” said Jeffrey A. Hirsch, editor of The
Stock Trader’s Almanac. He said the jolt to
the banking sector could prompt skepticism
about the market’s direction and cause
stocks to fall sharply this year, perhaps by as
much as 30 percent, before climbing again.
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low, the argument goes.

But bigger has not quite turned out to be the cure-all. Ma-
jor airlines continue to lose huge sums of money. In the last
decade, in fact, domestic airlines lost $60 billion.

As talk of big mergers returns, the question is whether
all the old arguments still hold. United Airlines and Continen-

tal Airlines have reopened talks that were dropped two years
ago, even as United is discussing a tie-up with US Airways. If

any of these deals are made, another brand name will disappear,
joining TWA, Pan Am and Northwest, among others. 

But will consolidation help solve the industry’s financial woes? At
a news conference last week, Gerard J. Arpey, the chairman and chief

executive of American Airlines, sounded a note of skepticism. Mergers, he
said, are “not a panacea.” 

Michael E. Levine would
agree. “Do mergers make
sense?” asked Mr. Levine, a
former senior airline executive
who teaches courses on airline
regulation at the New York
University School of Law. “It
is not obvious that they do. I
never understood why tying
two people with two injured
legs would produce a
healthy runner.”

The industry, in fact,
has a long history of botched

mergers, given the difficulty of
bringing together different flight
networks, aircraft models and
distinct cultures, seniority lists
and union agreements. US Air-
ways is still operating with two
sets of employees, five years af-
ter its merger with America
West.

Still, two of the executives
involved in the latest merger dis-
cussions, Glenn F. Tilton of Unit-
ed and W. Douglas Parker of US
Airways, have long argued for
the need for the industry to con-
solidate. There are too many
planes, they contend, too much
competition and too many air-
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Can it get any worse?
Every time you pick up another rock along the

winding path that led to the financial crisis, some-
thing else crawls out. Subprime mortgages were sold
as a way to give low-income people a chance at

homeownership and the American
Dream. Instead, the mortgages turned
out to be an excuse for predatory lend-
ing and fraud, enriching the lenders and
Wall Street at the expense of subprime
borrowers, many of whom ended up in
foreclosure. 

The ratings agencies, which rated the complex
investments that were built with subprime mort-
gages, turned out to be only too happy to be gamed
by firms that paid their fees — slapping AAA ratings
on mortgage bonds doomed to fail. Lehman Brothers

turned out to be disguising the full reality of its hor-
rid balance sheet by playing accounting games. All
over Wall Street, firms pushed mortgage originators
to churn out more loans that were doomed the mo-
ment they were made. 

In the immediate aftermath, the conventional
wisdom was that Wall Street had simply lost its
head. It was terrible, to be sure, but on some level
understandable: Dutch tulips, the South Sea bubble,
that sort of thing.

In recent months, though, something more trou-
bling has begun to emerge. In December, Gretchen
Morgenson and Louise Story of The New York
Times exposed the role that some firms, including
Goldman Sachs and Deutsche Bank, played in

putting together investment
structures — synthetic C.D.O.’s,

they were called — that were primed to blow up.
They did so, reportedly, because some savvy invest-
ors wanted to go short the subprime market. 

On Friday, the Securities and Exchange Com-
mission dropped the hammer, charging Goldman
Sachs with securities fraud for its purported failure
to disclose that the bonds that were the basis for one
particular synthetic C.D.O. had been chosen by none
other than John Paulson, the billionaire hedge fund
investor, who was shorting them. 

Oh, and one other thing is starting to become
clear: synthetic C.D.O.’s made the crisis worse than
it would otherwise have been.

•
Remember in the months leading up to the cri-
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A Wall Street Invention That Let the Crisis Mutate 

The Goldman Sachs
booth at the New York
Stock Exchange on Fri-
day. Shares of Gold-
man slid after the Secu-
rities and Exchange
Commission accused
the bank of fraud.
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By JAVIER C. HERNANDEZ

Wall Street seemed headed for another
strong weekly finish on Friday — and then
the news hit.

Stocks fell by the largest amount in two
months after the Securities and Exchange
Commission accused Goldman Sachs of
fraud in mortgage investments. By day’s
end, the banking sector was left gasping for
air: Goldman dropped nearly 13 percent;
Morgan Stanley, 5.6 percent; Bank of Amer-
ica, 5.5 percent; Citigroup, 5.2 percent.

Investors were nervous that the renewed
scrutiny on Goldman could strengthen ef-
forts by the government to overhaul Wall
Street regulation, crimping the banks’ prof-
its and limiting their ability to lend in a frag-
ile economy.

“This may just be the opening salvo,” said
Joseph V. Battipaglia, a market strategist for
Stifel Nicolaus.

The S.E.C.’s lawsuit accused Goldman of
creating mortgage investments that were
made to fail. That revelation stirred concern
among investors that banks may still be re-
lying on high-risk trading practices that
helped bring about the financial crisis.

“There is a worry that there may be a pat-
tern of this unsavory activity that is not in
the best interest of the free market or invest-
ors,” said Jeffrey A. Hirsch, editor of The
Stock Trader’s Almanac. He said the jolt to
the banking sector could prompt skepticism
about the market’s direction and cause
stocks to fall sharply this year, perhaps by as
much as 30 percent, before climbing again.

At the close, the Dow Jones industrial av-
erage was down 125.91 points, or 1.13 percent,
at 11,018.66, after dropping by more than 150
points earlier in the session. The Standard &
Poor’s 500-stock index declined 19.54 points,
or 1.61 percent, to 1,192.13. The Nasdaq fell
34.43 points, or 1.37 percent, to 2,481.26. 

As investors fled stocks, the dollar and 
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By EDWARD WYATT

WASHINGTON — President
Obama threatened on Friday to
veto the financial overhaul bill
making its way through Congress
if it failed to include strong re-
strictions on derivatives, which
were at the heart of the financial
crisis two years ago. 

The president’s remarks came
as the Senate took steps toward
tougher derivative regulation.
The chairwoman of the Senate
Agriculture Committee intro-
duced a bill with provisions even
stronger than those the Obama
administration had been seeking.
The measure would, among other
things, require banks and Wall
Street firms to spin off much of
their derivatives operations into
a separate subsidiary, to wall off
the potential for huge losses from
the rest of their banking and
businesses. Financial institutions
will fight that provision vigor-
ously.

Senator Blanche Lincoln, an
Arkansas Democrat facing a
tough re-election challenge who
is also the committee chair-
woman, will be at the forefront of
a legislative fight over deriva-
tives by virtue of her leadership
of the farm panel, which deals
with traditional farm issues as
well as commodity futures reg-
ulation. Mrs. Lincoln’s legislation
would require nearly all deriva-
tives trading to occur on a public
exchange, for greater pricing
transparency, and for trades to
be processed through a third par-
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By TARA SIEGEL BERNARD

The adage that you can’t take
out a loan to pay for retirement is
not entirely true.

Reverse mortgages, which al-
low older homeowners to pull
cash out of their homes without
making payments, have been
around for decades. They are
often used by people who want to
stay in their homes, but need ex-
tra money to pay medical bills,
for instance, or to retire other
debt. 

Reverse mortgages also have a
reputation for being expensive,
and they are. But if you’ve been
thinking about one, it’s worth
taking a closer look now be-
cause several lenders have
cut prices in recent weeks.
As with most complex finan-
cial products, however, you
need to know exactly what
you’re getting into.

Bank of America, Wells Fargo,
MetLife Bank and Financial
Freedom have all waived their
origination fees and other
charges on certain reverse mort-
gages they sell as part of the Fed-
eral Housing Administration’s
Home Equity Conversion pro-
gram. There’s a reason for the
lower prices: Lenders are mak-
ing profits by packaging the
loans as securities and selling
them to Wall Street investors.
Demand for the securities is high,
experts said, because not only
are the underlying mortgages
backed by the government, but
they also tend to be more predict-
able, with slightly longer lives
than traditional mortgages. 

Consumers were becoming in-
creasingly reluctant to sign up
for reverse mortgages — after
all, homeowners could not pull
out as much equity as they once
could because of the drop in
home values. But when the
F.H.A. also reduced the amount
that people could borrow, even
fewer took out loans.

The potential market is huge.
More than seven million people
over the age of 65 with annual in-
comes below $30,000 own their
homes outright, according to the
Census Bureau’s American
Housing Survey conducted in 
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said, are “not a panacea.” 

Michael E. Levine would
agree. “Do mergers make
sense?” asked Mr. Levine, a
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who teaches courses on airline
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University School of Law. “It
is not obvious that they do. I
never understood why tying
two people with two injured
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distinct cultures, seniority lists
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West.
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The measure would, among other
things, require banks and Wall
Street firms to spin off much of
their derivatives operations into
a separate subsidiary, to wall off
the potential for huge losses from
the rest of their banking and
businesses. Financial institutions
will fight that provision vigor-
ously.

Senator Blanche Lincoln, an
Arkansas Democrat facing a
tough re-election challenge who
is also the committee chair-
woman, will be at the forefront of
a legislative fight over deriva-
tives by virtue of her leadership
of the farm panel, which deals
with traditional farm issues as
well as commodity futures reg-
ulation. Mrs. Lincoln’s legislation
would require nearly all deriva-
tives trading to occur on a public
exchange, for greater pricing
transparency, and for trades to
be processed through a third par-
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By TARA SIEGEL BERNARD

The adage that you can’t take
out a loan to pay for retirement is
not entirely true.

Reverse mortgages, which al-
low older homeowners to pull
cash out of their homes without
making payments, have been
around for decades. They are
often used by people who want to
stay in their homes, but need ex-
tra money to pay medical bills,
for instance, or to retire other
debt. 

Reverse mortgages also have a
reputation for being expensive,
and they are. But if you’ve been
thinking about one, it’s worth
taking a closer look now be-
cause several lenders have
cut prices in recent weeks.
As with most complex finan-
cial products, however, you
need to know exactly what
you’re getting into.

Bank of America, Wells Fargo,
MetLife Bank and Financial
Freedom have all waived their
origination fees and other
charges on certain reverse mort-
gages they sell as part of the Fed-
eral Housing Administration’s
Home Equity Conversion pro-
gram. There’s a reason for the
lower prices: Lenders are mak-
ing profits by packaging the
loans as securities and selling
them to Wall Street investors.
Demand for the securities is high,
experts said, because not only
are the underlying mortgages
backed by the government, but
they also tend to be more predict-
able, with slightly longer lives
than traditional mortgages. 

Consumers were becoming in-
creasingly reluctant to sign up
for reverse mortgages — after
all, homeowners could not pull
out as much equity as they once
could because of the drop in
home values. But when the
F.H.A. also reduced the amount
that people could borrow, even
fewer took out loans.

The potential market is huge.
More than seven million people
over the age of 65 with annual in-
comes below $30,000 own their
homes outright, according to the
Census Bureau’s American
Housing Survey conducted in 
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By JAD MOUAWAD

Ever since the airline industry was deregulated more than three
decades ago, the nation’s top carriers have operated under a basic

premise: bigger is better.
Consolidation, after all, means more routes, which can then at-

tract more passengers. It means savings, too, as executive ranks
are trimmed and reservation systems are combined. And with
fewer airlines chasing the same travelers, profits are sure to fol-
low, the argument goes.

But bigger has not quite turned out to be the cure-all. Ma-
jor airlines continue to lose huge sums of money. In the last
decade, in fact, domestic airlines lost $60 billion.

As talk of big mergers returns, the question is whether
all the old arguments still hold. United Airlines and Continen-

tal Airlines have reopened talks that were dropped two years
ago, even as United is discussing a tie-up with US Airways. If

any of these deals are made, another brand name will disappear,
joining TWA, Pan Am and Northwest, among others. 

But will consolidation help solve the industry’s financial woes? At
a news conference last week, Gerard J. Arpey, the chairman and chief

executive of American Airlines, sounded a note of skepticism. Mergers, he
said, are “not a panacea.” 

Michael E. Levine would
agree. “Do mergers make
sense?” asked Mr. Levine, a
former senior airline executive
who teaches courses on airline
regulation at the New York
University School of Law. “It
is not obvious that they do. I
never understood why tying
two people with two injured
legs would produce a
healthy runner.”

The industry, in fact,
has a long history of botched

mergers, given the difficulty of
bringing together different flight
networks, aircraft models and
distinct cultures, seniority lists
and union agreements. US Air-
ways is still operating with two
sets of employees, five years af-
ter its merger with America
West.

Still, two of the executives
involved in the latest merger dis-
cussions, Glenn F. Tilton of Unit-
ed and W. Douglas Parker of US
Airways, have long argued for
the need for the industry to con-
solidate. There are too many
planes, they contend, too much
competition and too many air-
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S.& P. 500 1,192.13 D 19.54
Dow industrials 11,018.66 D 125.91
Nasdaq composite 2,481.26 D 34.43
10-yr. Treasury yield 3.76% D 0.07
The euro $1.3497 D 0.0079
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March rose for a third
straight month and
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Can it get any worse?
Every time you pick up another rock along the

winding path that led to the financial crisis, some-
thing else crawls out. Subprime mortgages were sold
as a way to give low-income people a chance at

homeownership and the American
Dream. Instead, the mortgages turned
out to be an excuse for predatory lend-
ing and fraud, enriching the lenders and
Wall Street at the expense of subprime
borrowers, many of whom ended up in
foreclosure. 

The ratings agencies, which rated the complex
investments that were built with subprime mort-
gages, turned out to be only too happy to be gamed
by firms that paid their fees — slapping AAA ratings
on mortgage bonds doomed to fail. Lehman Brothers

turned out to be disguising the full reality of its hor-
rid balance sheet by playing accounting games. All
over Wall Street, firms pushed mortgage originators
to churn out more loans that were doomed the mo-
ment they were made. 

In the immediate aftermath, the conventional
wisdom was that Wall Street had simply lost its
head. It was terrible, to be sure, but on some level
understandable: Dutch tulips, the South Sea bubble,
that sort of thing.

In recent months, though, something more trou-
bling has begun to emerge. In December, Gretchen
Morgenson and Louise Story of The New York
Times exposed the role that some firms, including
Goldman Sachs and Deutsche Bank, played in

putting together investment
structures — synthetic C.D.O.’s,

they were called — that were primed to blow up.
They did so, reportedly, because some savvy invest-
ors wanted to go short the subprime market. 

On Friday, the Securities and Exchange Com-
mission dropped the hammer, charging Goldman
Sachs with securities fraud for its purported failure
to disclose that the bonds that were the basis for one
particular synthetic C.D.O. had been chosen by none
other than John Paulson, the billionaire hedge fund
investor, who was shorting them. 

Oh, and one other thing is starting to become
clear: synthetic C.D.O.’s made the crisis worse than
it would otherwise have been.

•
Remember in the months leading up to the cri-
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A Wall Street Invention That Let the Crisis Mutate 

The Goldman Sachs
booth at the New York
Stock Exchange on Fri-
day. Shares of Gold-
man slid after the Secu-
rities and Exchange
Commission accused
the bank of fraud.
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By JAVIER C. HERNANDEZ

Wall Street seemed headed for another
strong weekly finish on Friday — and then
the news hit.

Stocks fell by the largest amount in two
months after the Securities and Exchange
Commission accused Goldman Sachs of
fraud in mortgage investments. By day’s
end, the banking sector was left gasping for
air: Goldman dropped nearly 13 percent;
Morgan Stanley, 5.6 percent; Bank of Amer-
ica, 5.5 percent; Citigroup, 5.2 percent.

Investors were nervous that the renewed
scrutiny on Goldman could strengthen ef-
forts by the government to overhaul Wall
Street regulation, crimping the banks’ prof-
its and limiting their ability to lend in a frag-
ile economy.

“This may just be the opening salvo,” said
Joseph V. Battipaglia, a market strategist for
Stifel Nicolaus.

The S.E.C.’s lawsuit accused Goldman of
creating mortgage investments that were
made to fail. That revelation stirred concern
among investors that banks may still be re-
lying on high-risk trading practices that
helped bring about the financial crisis.

“There is a worry that there may be a pat-
tern of this unsavory activity that is not in
the best interest of the free market or invest-
ors,” said Jeffrey A. Hirsch, editor of The
Stock Trader’s Almanac. He said the jolt to
the banking sector could prompt skepticism
about the market’s direction and cause
stocks to fall sharply this year, perhaps by as
much as 30 percent, before climbing again.

At the close, the Dow Jones industrial av-
erage was down 125.91 points, or 1.13 percent,
at 11,018.66, after dropping by more than 150
points earlier in the session. The Standard &
Poor’s 500-stock index declined 19.54 points,
or 1.61 percent, to 1,192.13. The Nasdaq fell
34.43 points, or 1.37 percent, to 2,481.26. 

As investors fled stocks, the dollar and 
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By DAVID STREITFELD

In a modest sign that the hous-
ing market is moving toward
more normal conditions, the pace
of home building is finally picking
up from its near-death levels.

The Census Bureau reported
Friday that housing starts in

March rose 1.6 percent to a sea-
sonally adjusted annual rate of
626,000. It was the third consec-
utive monthly increase, and bet-
ter than analysts had been pre-
dicting. The rate is now 31 per-
cent above the record low set last
April.

Adding to the sense of mo-
mentum was a significant up-
ward adjustment to the February
numbers, which were originally
reported as 575,000, a decline of
5.9 percent, but now revised to
616,000, an increase of 1.1 percent.

However welcome these num-
bers are to builders, they are
very small improvements when
set against the context of con-
struction’s steep fall over the last
several years. At the height of the
boom, more than two million
homes were being built annually.

The increase in construction
this winter was most likely
spurred by the government’s tax
credit for homebuyers, which is
speeding toward expiration with
little likelihood of being renewed.
Deals have to be signed by the
end of this month to qualify, al-
though they can take two more
months to close.

Joshua Shapiro, an economist

with the consulting firm MFR, es-
timated that a considerable
amount of the recent activity was
a result of the tax credit, and that
housing starts would soon suffer
another setback. That in turn
would act as a considerable
damper on the economy, which
would have to recover despite
housing, not because of it.

“Although signaling something
better than the paralyzed condi-
tions that prevailed a year and
more ago, these data indicate
that home builders are not seeing
a dramatic recovery in demand,”
he said.

While more homes are finally
being built, there are reports that
the millions of homes in foreclo-

sure limbo might finally be mak-
ing their way back to the market.
Builders have to compete for new
buyers with rock-bottom repos-
sessed homes.

Another reason for caution is
that most of the increase in
March was in multi-unit con-
struction, which tends to be vola-
tile. Single-family home starts ac-

tually fell slightly.
In addition, a consumer survey

released Friday by the University
of Michigan sounded a bleak note
for the home building industry. 

Consumers said current condi-
tions were not so bad, but their
worries were increasing for the
future. The survey’s overall in-
dex dropped to 69.5 in April from
73.6 in March. The new level was
the lowest since November. The
historical average is 86.5.

“This turnaround, like all good
things, takes time,” said Jennifer
H. Lee, an analyst with BMO
Capital Markets.

Builders remain gloomy. Earli-
er this week, the National Associ-
ation of Home Builders reported
that sentiment among builders as
measured by its monthly index
had risen to 19 in April, from 15 in
March. 

That rise is roughly equivalent
to moods improving from miser-
able to merely dejected. An index
level above 50, which has not
been seen since the boom, in-
dicates bullish sentiment. The
record low was 8, set in January
2009.
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Home construction in Matthews, N.C. Housing starts rose in March, the third straight increase.

After the Housing Bust,
Construction Shows Life

Strong numbers, but
concerns about future
economic health.

The Dow Minute by Minute
Position of the Dow Jones industrial average at 1-minute intervals yesterday.
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Treasury bonds strengthened,
and the price of oil, gold, and cop-
per fell. The Treasury’s bench-
mark 10-year note rose 17/32, to
9827/32, and the yield fell to 3.76
percent from 3.83 percent late
Thursday.

The steep losses came as a
shock to a market that has been
riding a wave of enthusiasm re-
cently. The Dow has risen for
seven consecutive weeks, and on
Monday it closed above the 11,000
mark for the first time since the
beginning of the financial crisis.

Signs of strength in consumer
spending and sectors like manu-
facturing have strengthened a
sense that a recovery is at hand,
helping sustain Wall Street’s 13-
month rally. 

But with first-quarter earnings
results trickling out, expectations
have proved to be extraordinarily
high. Investors seem more in-
terested in the outlook for profits
for the rest of the year than glit-
tering quarterly results. 

Case in point: Google reported
robust results after the market
closed on Thursday — net income
rose more than 37 percent — but
Wall Street bristled. The compa-
ny’s stock fell 7.6 percent, to
$550.31 a share, as investors re-
mained concerned its profit
would disappoint this year.

General Electric also reported
first-quarter results that beat ex-
pectations, and the company’s
executives offered a brighter out-
look for the rest of the year. But
its stock fell 2.7 percent, to $18.97.

Adding to Friday’s pessimism,
a report showed that consumer
sentiment fell to the lowest level
in five months in April. That
clashed with recent signs that
Americans were beginning to
spend more freely and a broader
sense that the recovery was gain-
ing steam.

In the near term, analysts said
the focus would remain on the fi-
nancial sector, which has driven
much of the momentum in the
stock market over the last year
as interest rates have remained
near zero, making borrowing
cheap.

A central concern is the uncer-
tainty surrounding Washington’s
plan to overhaul financial over-
sight. On Friday, Lawrence H.
Summers, President Obama’s top
economic adviser, said that he ex-
pected financial regulation legis-
lation to pass by June, according
to Bloomberg News. That could
place limits on derivatives trad-
ing, which has proven lucrative

for commercial banks.
The unease has spread to all

types of financial firms. Shares of
regional banks fell on Friday
amid worries that businesses
could encounter difficulty obtain-
ing capital from large banks if
Washington required them to
hold more in reserves. That con-
traction could weigh on local
economies and hurt community
banks.

William T. Fitzpatrick, an ana-
lyst for Optique Capital Manage-
ment, said large banks were par-
ticularly vulnerable to stock de-
clines because of their remark-
able performance over the last
year.

Bank of America, for instance,
reported sterling first-quarter re-
sults on Friday, but its stock fell
in part out of concern it might be
overpriced given the economic
outlook, Mr. Fitzpatrick said.

“Goldman was certainly just
one of the many options that
could trigger a sell-off,” Mr. Fitz-
patrick said. “Financials were
susceptible to something like
this.”

Without a potent rally in the
banking sector, analysts say the
market may have difficulty sus-
taining its momentum.

“As big banks go,” Mr. Fitzpat-
rick said, “so goes the rest of the
economy.” 

JIN LEE/BLOOMBERG NEWS

Traders on Friday on the floor of the New York Stock Exchange. Stocks stumbled after the Securities and Exchange Commission accused Goldman Sachs of fraud. 
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THE FINANCIAL CRISIS: Paying the Price

prime market, which famously
reaped the firm billions in profits,
was the subject of a recent book,
“The Greatest Trade Ever.” Boy,
I’ll say.

Both Gregory Zuckerman, the
author of that book, and Michael
Lewis, who wrote the current
best seller “The Big Short,” make
it clear that the heroes of their
narratives — the handful of peo-
ple who had figured out that sub-
prime mortgages were a looming
disaster — were pushing Wall
Street hard to give them a way to
short the market. Maybe synthet-
ic C.D.O.’s would have been cre-
ated even without their urging,
but it seems a little unlikely. They
were the driving forces.

It is important to note that ev-
ery synthetic C.D.O. required
both investors who were long and
others who were short. That is,
there needed to be investors who
believed the “referenced” bonds
would rise in value, and others
who believed they would fall. Ev-
eryone, on both sides of the
transaction, understood that.
What makes it feel like dirty pool
is the allegation that Paulson &

sis, when the Federal Reserve
chairman, Ben Bernanke, and
Henry Paulson Jr., then the
Treasury secretary, were assur-
ing everyone that the “subprime
problem” could be contained? In
truth, if the only problem had
been the actual mortgage bonds
themselves, they might have
been right. At the peak there
were well over $1 trillion in sub-
prime and Alt-A mortgages that
were securitized on Wall Street.
That’s a lot, to be sure — but it
was a finite number. You could
have only as much exposure as
there were bonds in existence.

The introduction of synthetic
C.D.O.’s changed all that. Unlike
a “normal” collateralized debt
obligation, which contained the
bonds themselves, the synthetic
version contained credit-default
swaps — derivatives that “refer-
enced” a particular group of
mortgage bonds. Once synthetic
C.D.O.’s became popular, Wall
Street no longer needed to feed
the beast with new subprime
loans. It could make an infinite

number of bets on the bonds that
already existed. 

And why did synthetic C.D.O.’s
become popular? One reason
was that the subprime companies
were starting to run out of risky
borrowers to make bad loans to
— and hitting a brick wall. New
Century, a big subprime origina-
tor, went bankrupt in early April
2007, for instance. Yet three
weeks later, the Goldman syn-
thetic C.D.O. deal, called Abacus
2007-ACI, went through, because
it was betting on subprime mort-
gage bonds that already existed
rather than bundling new ones. It
didn’t even have to go to the trou-
ble of repackaging old C.D.O.
tranches into new C.D.O.’s, which
was also a common practice.
(Goldman has vehemently de-
nied any allegations of wrongdo-
ing, pointing out that it lost $90
million on the particular Abacus
deal that is the subject of the
S.E.C. complaint.)

The second reason, though, is
that synthetic C.D.O.’s gave peo-
ple like John Paulson a way to
short the subprime market. Mr.
Paulson’s bet against the sub-

Company and Goldman Sachs
were actively involved in choos-
ing the bonds that would be bet
on — knowing they were going to
be short. In its filing on Thurs-
day, the S.E.C. charged that
Goldman never told investors of
Mr. Paulson’s involvement.
“Credit derivative technology
helped people disguise what they

were doing,” said Janet Tavakoli,
the president of Tavakoli Struc-
tured Finance, and an early crit-
ics of many of the structures that
have now come under scrutiny.

There appear to be other ex-
amples of this, as well. Last
week, Pro Publica, the nonprofit
investigative journalism outfit,
reported how a big Chicago
hedge fund, Magnetar, helped

put together some synthetic
C.D.O.’s — precisely so that it
could bet against them. In his
book, Mr. Zuckerman seems to
have stumbled onto Abacus and
similar deals. One banker, he
writes, “suspected that Paulson
would push for combustible
mortgages and debt to go into
any C.D.O., making it more likely
that it would go up in flames.”
Which is precisely what the
S.E.C. is claiming. But in his
quest to lionize his central char-
acter, Mr. Zuckerman rushes
past what by all rights should
have been the most shocking
revelation in his book. 

Mr. Lewis, for his part, re-
counts a dinner, late in the game,
in which one of his heroes, Steve
Eisman, is seated next to a man
who is taking the long position on
many of the C.D.O.’s he is short-
ing. They get to talking, and the
man says to Mr. Eisman: “I love
guys like you who short my mar-
ket. Without you, I don’t have
anything to buy.” He adds, “The
more excited that you get that
you’re right, the more trades
you’ll do, the more product for

me.”
As a reader, it is hard not to

love that moment, rich as it is in
irony and foreboding. The guy on
the long side — who was making
investments that the housing
and mortgage markets would re-
main strong — is an obvious fool;
Mr. Eisman, on the short side the
trade, is clearly going to be vindi-
cated. (And, by Mr. Lewis’s ac-
count, Mr. Eisman never
“helped” a Wall Street firm pick
the bonds for the C.D.O.’s he was
shorting, the way the S.E.C. says
Mr. Paulson did.)

But on second reading, the
passage isn’t quite so funny. The
people on the short side of those
trades were truly savvy invest-
ors, who, unlike so many others,
did their homework and had in-
sights that made them a great
deal of money. But the rise of
synthetic C.D.O.’s that they
pushed for — and their ability to
use credit-default swaps to short
subprime mortgage bonds —
took an already bad situation
and made it worse. 

And here we are now, all of us,
paying the price.

A Wall Street Invention That Let the Financial Crisis Mutate
From First Business Page

Where every bad
deal was a good one,
to someone.
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By DAVID STREITFELD

In a modest sign that the hous-
ing market is moving toward
more normal conditions, the pace
of home building is finally picking
up from its near-death levels.

The Census Bureau reported
Friday that housing starts in

March rose 1.6 percent to a sea-
sonally adjusted annual rate of
626,000. It was the third consec-
utive monthly increase, and bet-
ter than analysts had been pre-
dicting. The rate is now 31 per-
cent above the record low set last
April.

Adding to the sense of mo-
mentum was a significant up-
ward adjustment to the February
numbers, which were originally
reported as 575,000, a decline of
5.9 percent, but now revised to
616,000, an increase of 1.1 percent.

However welcome these num-
bers are to builders, they are
very small improvements when
set against the context of con-
struction’s steep fall over the last
several years. At the height of the
boom, more than two million
homes were being built annually.

The increase in construction
this winter was most likely
spurred by the government’s tax
credit for homebuyers, which is
speeding toward expiration with
little likelihood of being renewed.
Deals have to be signed by the
end of this month to qualify, al-
though they can take two more
months to close.

Joshua Shapiro, an economist

with the consulting firm MFR, es-
timated that a considerable
amount of the recent activity was
a result of the tax credit, and that
housing starts would soon suffer
another setback. That in turn
would act as a considerable
damper on the economy, which
would have to recover despite
housing, not because of it.

“Although signaling something
better than the paralyzed condi-
tions that prevailed a year and
more ago, these data indicate
that home builders are not seeing
a dramatic recovery in demand,”
he said.

While more homes are finally
being built, there are reports that
the millions of homes in foreclo-

sure limbo might finally be mak-
ing their way back to the market.
Builders have to compete for new
buyers with rock-bottom repos-
sessed homes.

Another reason for caution is
that most of the increase in
March was in multi-unit con-
struction, which tends to be vola-
tile. Single-family home starts ac-

tually fell slightly.
In addition, a consumer survey

released Friday by the University
of Michigan sounded a bleak note
for the home building industry. 

Consumers said current condi-
tions were not so bad, but their
worries were increasing for the
future. The survey’s overall in-
dex dropped to 69.5 in April from
73.6 in March. The new level was
the lowest since November. The
historical average is 86.5.

“This turnaround, like all good
things, takes time,” said Jennifer
H. Lee, an analyst with BMO
Capital Markets.

Builders remain gloomy. Earli-
er this week, the National Associ-
ation of Home Builders reported
that sentiment among builders as
measured by its monthly index
had risen to 19 in April, from 15 in
March. 

That rise is roughly equivalent
to moods improving from miser-
able to merely dejected. An index
level above 50, which has not
been seen since the boom, in-
dicates bullish sentiment. The
record low was 8, set in January
2009.
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Home construction in Matthews, N.C. Housing starts rose in March, the third straight increase.

After the Housing Bust,
Construction Shows Life

Strong numbers, but
concerns about future
economic health.

The Dow Minute by Minute
Position of the Dow Jones industrial average at 1-minute intervals yesterday.
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Treasury bonds strengthened,
and the price of oil, gold, and cop-
per fell. The Treasury’s bench-
mark 10-year note rose 17/32, to
9827/32, and the yield fell to 3.76
percent from 3.83 percent late
Thursday.

The steep losses came as a
shock to a market that has been
riding a wave of enthusiasm re-
cently. The Dow has risen for
seven consecutive weeks, and on
Monday it closed above the 11,000
mark for the first time since the
beginning of the financial crisis.

Signs of strength in consumer
spending and sectors like manu-
facturing have strengthened a
sense that a recovery is at hand,
helping sustain Wall Street’s 13-
month rally. 

But with first-quarter earnings
results trickling out, expectations
have proved to be extraordinarily
high. Investors seem more in-
terested in the outlook for profits
for the rest of the year than glit-
tering quarterly results. 

Case in point: Google reported
robust results after the market
closed on Thursday — net income
rose more than 37 percent — but
Wall Street bristled. The compa-
ny’s stock fell 7.6 percent, to
$550.31 a share, as investors re-
mained concerned its profit
would disappoint this year.

General Electric also reported
first-quarter results that beat ex-
pectations, and the company’s
executives offered a brighter out-
look for the rest of the year. But
its stock fell 2.7 percent, to $18.97.

Adding to Friday’s pessimism,
a report showed that consumer
sentiment fell to the lowest level
in five months in April. That
clashed with recent signs that
Americans were beginning to
spend more freely and a broader
sense that the recovery was gain-
ing steam.

In the near term, analysts said
the focus would remain on the fi-
nancial sector, which has driven
much of the momentum in the
stock market over the last year
as interest rates have remained
near zero, making borrowing
cheap.

A central concern is the uncer-
tainty surrounding Washington’s
plan to overhaul financial over-
sight. On Friday, Lawrence H.
Summers, President Obama’s top
economic adviser, said that he ex-
pected financial regulation legis-
lation to pass by June, according
to Bloomberg News. That could
place limits on derivatives trad-
ing, which has proven lucrative

for commercial banks.
The unease has spread to all

types of financial firms. Shares of
regional banks fell on Friday
amid worries that businesses
could encounter difficulty obtain-
ing capital from large banks if
Washington required them to
hold more in reserves. That con-
traction could weigh on local
economies and hurt community
banks.

William T. Fitzpatrick, an ana-
lyst for Optique Capital Manage-
ment, said large banks were par-
ticularly vulnerable to stock de-
clines because of their remark-
able performance over the last
year.

Bank of America, for instance,
reported sterling first-quarter re-
sults on Friday, but its stock fell
in part out of concern it might be
overpriced given the economic
outlook, Mr. Fitzpatrick said.

“Goldman was certainly just
one of the many options that
could trigger a sell-off,” Mr. Fitz-
patrick said. “Financials were
susceptible to something like
this.”

Without a potent rally in the
banking sector, analysts say the
market may have difficulty sus-
taining its momentum.

“As big banks go,” Mr. Fitzpat-
rick said, “so goes the rest of the
economy.” 

JIN LEE/BLOOMBERG NEWS

Traders on Friday on the floor of the New York Stock Exchange. Stocks stumbled after the Securities and Exchange Commission accused Goldman Sachs of fraud. 
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prime market, which famously
reaped the firm billions in profits,
was the subject of a recent book,
“The Greatest Trade Ever.” Boy,
I’ll say.

Both Gregory Zuckerman, the
author of that book, and Michael
Lewis, who wrote the current
best seller “The Big Short,” make
it clear that the heroes of their
narratives — the handful of peo-
ple who had figured out that sub-
prime mortgages were a looming
disaster — were pushing Wall
Street hard to give them a way to
short the market. Maybe synthet-
ic C.D.O.’s would have been cre-
ated even without their urging,
but it seems a little unlikely. They
were the driving forces.

It is important to note that ev-
ery synthetic C.D.O. required
both investors who were long and
others who were short. That is,
there needed to be investors who
believed the “referenced” bonds
would rise in value, and others
who believed they would fall. Ev-
eryone, on both sides of the
transaction, understood that.
What makes it feel like dirty pool
is the allegation that Paulson &

sis, when the Federal Reserve
chairman, Ben Bernanke, and
Henry Paulson Jr., then the
Treasury secretary, were assur-
ing everyone that the “subprime
problem” could be contained? In
truth, if the only problem had
been the actual mortgage bonds
themselves, they might have
been right. At the peak there
were well over $1 trillion in sub-
prime and Alt-A mortgages that
were securitized on Wall Street.
That’s a lot, to be sure — but it
was a finite number. You could
have only as much exposure as
there were bonds in existence.

The introduction of synthetic
C.D.O.’s changed all that. Unlike
a “normal” collateralized debt
obligation, which contained the
bonds themselves, the synthetic
version contained credit-default
swaps — derivatives that “refer-
enced” a particular group of
mortgage bonds. Once synthetic
C.D.O.’s became popular, Wall
Street no longer needed to feed
the beast with new subprime
loans. It could make an infinite

number of bets on the bonds that
already existed. 

And why did synthetic C.D.O.’s
become popular? One reason
was that the subprime companies
were starting to run out of risky
borrowers to make bad loans to
— and hitting a brick wall. New
Century, a big subprime origina-
tor, went bankrupt in early April
2007, for instance. Yet three
weeks later, the Goldman syn-
thetic C.D.O. deal, called Abacus
2007-ACI, went through, because
it was betting on subprime mort-
gage bonds that already existed
rather than bundling new ones. It
didn’t even have to go to the trou-
ble of repackaging old C.D.O.
tranches into new C.D.O.’s, which
was also a common practice.
(Goldman has vehemently de-
nied any allegations of wrongdo-
ing, pointing out that it lost $90
million on the particular Abacus
deal that is the subject of the
S.E.C. complaint.)

The second reason, though, is
that synthetic C.D.O.’s gave peo-
ple like John Paulson a way to
short the subprime market. Mr.
Paulson’s bet against the sub-

Company and Goldman Sachs
were actively involved in choos-
ing the bonds that would be bet
on — knowing they were going to
be short. In its filing on Thurs-
day, the S.E.C. charged that
Goldman never told investors of
Mr. Paulson’s involvement.
“Credit derivative technology
helped people disguise what they

were doing,” said Janet Tavakoli,
the president of Tavakoli Struc-
tured Finance, and an early crit-
ics of many of the structures that
have now come under scrutiny.

There appear to be other ex-
amples of this, as well. Last
week, Pro Publica, the nonprofit
investigative journalism outfit,
reported how a big Chicago
hedge fund, Magnetar, helped

put together some synthetic
C.D.O.’s — precisely so that it
could bet against them. In his
book, Mr. Zuckerman seems to
have stumbled onto Abacus and
similar deals. One banker, he
writes, “suspected that Paulson
would push for combustible
mortgages and debt to go into
any C.D.O., making it more likely
that it would go up in flames.”
Which is precisely what the
S.E.C. is claiming. But in his
quest to lionize his central char-
acter, Mr. Zuckerman rushes
past what by all rights should
have been the most shocking
revelation in his book. 

Mr. Lewis, for his part, re-
counts a dinner, late in the game,
in which one of his heroes, Steve
Eisman, is seated next to a man
who is taking the long position on
many of the C.D.O.’s he is short-
ing. They get to talking, and the
man says to Mr. Eisman: “I love
guys like you who short my mar-
ket. Without you, I don’t have
anything to buy.” He adds, “The
more excited that you get that
you’re right, the more trades
you’ll do, the more product for

me.”
As a reader, it is hard not to

love that moment, rich as it is in
irony and foreboding. The guy on
the long side — who was making
investments that the housing
and mortgage markets would re-
main strong — is an obvious fool;
Mr. Eisman, on the short side the
trade, is clearly going to be vindi-
cated. (And, by Mr. Lewis’s ac-
count, Mr. Eisman never
“helped” a Wall Street firm pick
the bonds for the C.D.O.’s he was
shorting, the way the S.E.C. says
Mr. Paulson did.)

But on second reading, the
passage isn’t quite so funny. The
people on the short side of those
trades were truly savvy invest-
ors, who, unlike so many others,
did their homework and had in-
sights that made them a great
deal of money. But the rise of
synthetic C.D.O.’s that they
pushed for — and their ability to
use credit-default swaps to short
subprime mortgage bonds —
took an already bad situation
and made it worse. 

And here we are now, all of us,
paying the price.
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deal was a good one,
to someone.

Nxxx,2010-04-17,B,007,Bs-BW,E1

By DAVID STREITFELD

In a modest sign that the hous-
ing market is moving toward
more normal conditions, the pace
of home building is finally picking
up from its near-death levels.

The Census Bureau reported
Friday that housing starts in

March rose 1.6 percent to a sea-
sonally adjusted annual rate of
626,000. It was the third consec-
utive monthly increase, and bet-
ter than analysts had been pre-
dicting. The rate is now 31 per-
cent above the record low set last
April.

Adding to the sense of mo-
mentum was a significant up-
ward adjustment to the February
numbers, which were originally
reported as 575,000, a decline of
5.9 percent, but now revised to
616,000, an increase of 1.1 percent.

However welcome these num-
bers are to builders, they are
very small improvements when
set against the context of con-
struction’s steep fall over the last
several years. At the height of the
boom, more than two million
homes were being built annually.

The increase in construction
this winter was most likely
spurred by the government’s tax
credit for homebuyers, which is
speeding toward expiration with
little likelihood of being renewed.
Deals have to be signed by the
end of this month to qualify, al-
though they can take two more
months to close.

Joshua Shapiro, an economist

with the consulting firm MFR, es-
timated that a considerable
amount of the recent activity was
a result of the tax credit, and that
housing starts would soon suffer
another setback. That in turn
would act as a considerable
damper on the economy, which
would have to recover despite
housing, not because of it.

“Although signaling something
better than the paralyzed condi-
tions that prevailed a year and
more ago, these data indicate
that home builders are not seeing
a dramatic recovery in demand,”
he said.

While more homes are finally
being built, there are reports that
the millions of homes in foreclo-

sure limbo might finally be mak-
ing their way back to the market.
Builders have to compete for new
buyers with rock-bottom repos-
sessed homes.

Another reason for caution is
that most of the increase in
March was in multi-unit con-
struction, which tends to be vola-
tile. Single-family home starts ac-

tually fell slightly.
In addition, a consumer survey

released Friday by the University
of Michigan sounded a bleak note
for the home building industry. 

Consumers said current condi-
tions were not so bad, but their
worries were increasing for the
future. The survey’s overall in-
dex dropped to 69.5 in April from
73.6 in March. The new level was
the lowest since November. The
historical average is 86.5.

“This turnaround, like all good
things, takes time,” said Jennifer
H. Lee, an analyst with BMO
Capital Markets.

Builders remain gloomy. Earli-
er this week, the National Associ-
ation of Home Builders reported
that sentiment among builders as
measured by its monthly index
had risen to 19 in April, from 15 in
March. 

That rise is roughly equivalent
to moods improving from miser-
able to merely dejected. An index
level above 50, which has not
been seen since the boom, in-
dicates bullish sentiment. The
record low was 8, set in January
2009.
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Home construction in Matthews, N.C. Housing starts rose in March, the third straight increase.

After the Housing Bust,
Construction Shows Life

Strong numbers, but
concerns about future
economic health.
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Position of the Dow Jones industrial average at 1-minute intervals yesterday.
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Treasury bonds strengthened,
and the price of oil, gold, and cop-
per fell. The Treasury’s bench-
mark 10-year note rose 17/32, to
9827/32, and the yield fell to 3.76
percent from 3.83 percent late
Thursday.

The steep losses came as a
shock to a market that has been
riding a wave of enthusiasm re-
cently. The Dow has risen for
seven consecutive weeks, and on
Monday it closed above the 11,000
mark for the first time since the
beginning of the financial crisis.

Signs of strength in consumer
spending and sectors like manu-
facturing have strengthened a
sense that a recovery is at hand,
helping sustain Wall Street’s 13-
month rally. 

But with first-quarter earnings
results trickling out, expectations
have proved to be extraordinarily
high. Investors seem more in-
terested in the outlook for profits
for the rest of the year than glit-
tering quarterly results. 

Case in point: Google reported
robust results after the market
closed on Thursday — net income
rose more than 37 percent — but
Wall Street bristled. The compa-
ny’s stock fell 7.6 percent, to
$550.31 a share, as investors re-
mained concerned its profit
would disappoint this year.

General Electric also reported
first-quarter results that beat ex-
pectations, and the company’s
executives offered a brighter out-
look for the rest of the year. But
its stock fell 2.7 percent, to $18.97.

Adding to Friday’s pessimism,
a report showed that consumer
sentiment fell to the lowest level
in five months in April. That
clashed with recent signs that
Americans were beginning to
spend more freely and a broader
sense that the recovery was gain-
ing steam.

In the near term, analysts said
the focus would remain on the fi-
nancial sector, which has driven
much of the momentum in the
stock market over the last year
as interest rates have remained
near zero, making borrowing
cheap.

A central concern is the uncer-
tainty surrounding Washington’s
plan to overhaul financial over-
sight. On Friday, Lawrence H.
Summers, President Obama’s top
economic adviser, said that he ex-
pected financial regulation legis-
lation to pass by June, according
to Bloomberg News. That could
place limits on derivatives trad-
ing, which has proven lucrative

for commercial banks.
The unease has spread to all

types of financial firms. Shares of
regional banks fell on Friday
amid worries that businesses
could encounter difficulty obtain-
ing capital from large banks if
Washington required them to
hold more in reserves. That con-
traction could weigh on local
economies and hurt community
banks.

William T. Fitzpatrick, an ana-
lyst for Optique Capital Manage-
ment, said large banks were par-
ticularly vulnerable to stock de-
clines because of their remark-
able performance over the last
year.

Bank of America, for instance,
reported sterling first-quarter re-
sults on Friday, but its stock fell
in part out of concern it might be
overpriced given the economic
outlook, Mr. Fitzpatrick said.

“Goldman was certainly just
one of the many options that
could trigger a sell-off,” Mr. Fitz-
patrick said. “Financials were
susceptible to something like
this.”

Without a potent rally in the
banking sector, analysts say the
market may have difficulty sus-
taining its momentum.

“As big banks go,” Mr. Fitzpat-
rick said, “so goes the rest of the
economy.” 

JIN LEE/BLOOMBERG NEWS

Traders on Friday on the floor of the New York Stock Exchange. Stocks stumbled after the Securities and Exchange Commission accused Goldman Sachs of fraud. 
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prime market, which famously
reaped the firm billions in profits,
was the subject of a recent book,
“The Greatest Trade Ever.” Boy,
I’ll say.

Both Gregory Zuckerman, the
author of that book, and Michael
Lewis, who wrote the current
best seller “The Big Short,” make
it clear that the heroes of their
narratives — the handful of peo-
ple who had figured out that sub-
prime mortgages were a looming
disaster — were pushing Wall
Street hard to give them a way to
short the market. Maybe synthet-
ic C.D.O.’s would have been cre-
ated even without their urging,
but it seems a little unlikely. They
were the driving forces.

It is important to note that ev-
ery synthetic C.D.O. required
both investors who were long and
others who were short. That is,
there needed to be investors who
believed the “referenced” bonds
would rise in value, and others
who believed they would fall. Ev-
eryone, on both sides of the
transaction, understood that.
What makes it feel like dirty pool
is the allegation that Paulson &

sis, when the Federal Reserve
chairman, Ben Bernanke, and
Henry Paulson Jr., then the
Treasury secretary, were assur-
ing everyone that the “subprime
problem” could be contained? In
truth, if the only problem had
been the actual mortgage bonds
themselves, they might have
been right. At the peak there
were well over $1 trillion in sub-
prime and Alt-A mortgages that
were securitized on Wall Street.
That’s a lot, to be sure — but it
was a finite number. You could
have only as much exposure as
there were bonds in existence.

The introduction of synthetic
C.D.O.’s changed all that. Unlike
a “normal” collateralized debt
obligation, which contained the
bonds themselves, the synthetic
version contained credit-default
swaps — derivatives that “refer-
enced” a particular group of
mortgage bonds. Once synthetic
C.D.O.’s became popular, Wall
Street no longer needed to feed
the beast with new subprime
loans. It could make an infinite

number of bets on the bonds that
already existed. 

And why did synthetic C.D.O.’s
become popular? One reason
was that the subprime companies
were starting to run out of risky
borrowers to make bad loans to
— and hitting a brick wall. New
Century, a big subprime origina-
tor, went bankrupt in early April
2007, for instance. Yet three
weeks later, the Goldman syn-
thetic C.D.O. deal, called Abacus
2007-ACI, went through, because
it was betting on subprime mort-
gage bonds that already existed
rather than bundling new ones. It
didn’t even have to go to the trou-
ble of repackaging old C.D.O.
tranches into new C.D.O.’s, which
was also a common practice.
(Goldman has vehemently de-
nied any allegations of wrongdo-
ing, pointing out that it lost $90
million on the particular Abacus
deal that is the subject of the
S.E.C. complaint.)

The second reason, though, is
that synthetic C.D.O.’s gave peo-
ple like John Paulson a way to
short the subprime market. Mr.
Paulson’s bet against the sub-

Company and Goldman Sachs
were actively involved in choos-
ing the bonds that would be bet
on — knowing they were going to
be short. In its filing on Thurs-
day, the S.E.C. charged that
Goldman never told investors of
Mr. Paulson’s involvement.
“Credit derivative technology
helped people disguise what they

were doing,” said Janet Tavakoli,
the president of Tavakoli Struc-
tured Finance, and an early crit-
ics of many of the structures that
have now come under scrutiny.

There appear to be other ex-
amples of this, as well. Last
week, Pro Publica, the nonprofit
investigative journalism outfit,
reported how a big Chicago
hedge fund, Magnetar, helped

put together some synthetic
C.D.O.’s — precisely so that it
could bet against them. In his
book, Mr. Zuckerman seems to
have stumbled onto Abacus and
similar deals. One banker, he
writes, “suspected that Paulson
would push for combustible
mortgages and debt to go into
any C.D.O., making it more likely
that it would go up in flames.”
Which is precisely what the
S.E.C. is claiming. But in his
quest to lionize his central char-
acter, Mr. Zuckerman rushes
past what by all rights should
have been the most shocking
revelation in his book. 

Mr. Lewis, for his part, re-
counts a dinner, late in the game,
in which one of his heroes, Steve
Eisman, is seated next to a man
who is taking the long position on
many of the C.D.O.’s he is short-
ing. They get to talking, and the
man says to Mr. Eisman: “I love
guys like you who short my mar-
ket. Without you, I don’t have
anything to buy.” He adds, “The
more excited that you get that
you’re right, the more trades
you’ll do, the more product for

me.”
As a reader, it is hard not to

love that moment, rich as it is in
irony and foreboding. The guy on
the long side — who was making
investments that the housing
and mortgage markets would re-
main strong — is an obvious fool;
Mr. Eisman, on the short side the
trade, is clearly going to be vindi-
cated. (And, by Mr. Lewis’s ac-
count, Mr. Eisman never
“helped” a Wall Street firm pick
the bonds for the C.D.O.’s he was
shorting, the way the S.E.C. says
Mr. Paulson did.)

But on second reading, the
passage isn’t quite so funny. The
people on the short side of those
trades were truly savvy invest-
ors, who, unlike so many others,
did their homework and had in-
sights that made them a great
deal of money. But the rise of
synthetic C.D.O.’s that they
pushed for — and their ability to
use credit-default swaps to short
subprime mortgage bonds —
took an already bad situation
and made it worse. 

And here we are now, all of us,
paying the price.

A Wall Street Invention That Let the Financial Crisis Mutate
From First Business Page

Where every bad
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By DAVID STREITFELD

In a modest sign that the hous-
ing market is moving toward
more normal conditions, the pace
of home building is finally picking
up from its near-death levels.

The Census Bureau reported
Friday that housing starts in

March rose 1.6 percent to a sea-
sonally adjusted annual rate of
626,000. It was the third consec-
utive monthly increase, and bet-
ter than analysts had been pre-
dicting. The rate is now 31 per-
cent above the record low set last
April.

Adding to the sense of mo-
mentum was a significant up-
ward adjustment to the February
numbers, which were originally
reported as 575,000, a decline of
5.9 percent, but now revised to
616,000, an increase of 1.1 percent.

However welcome these num-
bers are to builders, they are
very small improvements when
set against the context of con-
struction’s steep fall over the last
several years. At the height of the
boom, more than two million
homes were being built annually.

The increase in construction
this winter was most likely
spurred by the government’s tax
credit for homebuyers, which is
speeding toward expiration with
little likelihood of being renewed.
Deals have to be signed by the
end of this month to qualify, al-
though they can take two more
months to close.

Joshua Shapiro, an economist

with the consulting firm MFR, es-
timated that a considerable
amount of the recent activity was
a result of the tax credit, and that
housing starts would soon suffer
another setback. That in turn
would act as a considerable
damper on the economy, which
would have to recover despite
housing, not because of it.

“Although signaling something
better than the paralyzed condi-
tions that prevailed a year and
more ago, these data indicate
that home builders are not seeing
a dramatic recovery in demand,”
he said.

While more homes are finally
being built, there are reports that
the millions of homes in foreclo-

sure limbo might finally be mak-
ing their way back to the market.
Builders have to compete for new
buyers with rock-bottom repos-
sessed homes.

Another reason for caution is
that most of the increase in
March was in multi-unit con-
struction, which tends to be vola-
tile. Single-family home starts ac-

tually fell slightly.
In addition, a consumer survey

released Friday by the University
of Michigan sounded a bleak note
for the home building industry. 

Consumers said current condi-
tions were not so bad, but their
worries were increasing for the
future. The survey’s overall in-
dex dropped to 69.5 in April from
73.6 in March. The new level was
the lowest since November. The
historical average is 86.5.

“This turnaround, like all good
things, takes time,” said Jennifer
H. Lee, an analyst with BMO
Capital Markets.

Builders remain gloomy. Earli-
er this week, the National Associ-
ation of Home Builders reported
that sentiment among builders as
measured by its monthly index
had risen to 19 in April, from 15 in
March. 

That rise is roughly equivalent
to moods improving from miser-
able to merely dejected. An index
level above 50, which has not
been seen since the boom, in-
dicates bullish sentiment. The
record low was 8, set in January
2009.
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Home construction in Matthews, N.C. Housing starts rose in March, the third straight increase.

After the Housing Bust,
Construction Shows Life

Strong numbers, but
concerns about future
economic health.

The Dow Minute by Minute
Position of the Dow Jones industrial average at 1-minute intervals yesterday.
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Treasury bonds strengthened,
and the price of oil, gold, and cop-
per fell. The Treasury’s bench-
mark 10-year note rose 17/32, to
9827/32, and the yield fell to 3.76
percent from 3.83 percent late
Thursday.

The steep losses came as a
shock to a market that has been
riding a wave of enthusiasm re-
cently. The Dow has risen for
seven consecutive weeks, and on
Monday it closed above the 11,000
mark for the first time since the
beginning of the financial crisis.

Signs of strength in consumer
spending and sectors like manu-
facturing have strengthened a
sense that a recovery is at hand,
helping sustain Wall Street’s 13-
month rally. 

But with first-quarter earnings
results trickling out, expectations
have proved to be extraordinarily
high. Investors seem more in-
terested in the outlook for profits
for the rest of the year than glit-
tering quarterly results. 

Case in point: Google reported
robust results after the market
closed on Thursday — net income
rose more than 37 percent — but
Wall Street bristled. The compa-
ny’s stock fell 7.6 percent, to
$550.31 a share, as investors re-
mained concerned its profit
would disappoint this year.

General Electric also reported
first-quarter results that beat ex-
pectations, and the company’s
executives offered a brighter out-
look for the rest of the year. But
its stock fell 2.7 percent, to $18.97.

Adding to Friday’s pessimism,
a report showed that consumer
sentiment fell to the lowest level
in five months in April. That
clashed with recent signs that
Americans were beginning to
spend more freely and a broader
sense that the recovery was gain-
ing steam.

In the near term, analysts said
the focus would remain on the fi-
nancial sector, which has driven
much of the momentum in the
stock market over the last year
as interest rates have remained
near zero, making borrowing
cheap.

A central concern is the uncer-
tainty surrounding Washington’s
plan to overhaul financial over-
sight. On Friday, Lawrence H.
Summers, President Obama’s top
economic adviser, said that he ex-
pected financial regulation legis-
lation to pass by June, according
to Bloomberg News. That could
place limits on derivatives trad-
ing, which has proven lucrative

for commercial banks.
The unease has spread to all

types of financial firms. Shares of
regional banks fell on Friday
amid worries that businesses
could encounter difficulty obtain-
ing capital from large banks if
Washington required them to
hold more in reserves. That con-
traction could weigh on local
economies and hurt community
banks.

William T. Fitzpatrick, an ana-
lyst for Optique Capital Manage-
ment, said large banks were par-
ticularly vulnerable to stock de-
clines because of their remark-
able performance over the last
year.

Bank of America, for instance,
reported sterling first-quarter re-
sults on Friday, but its stock fell
in part out of concern it might be
overpriced given the economic
outlook, Mr. Fitzpatrick said.

“Goldman was certainly just
one of the many options that
could trigger a sell-off,” Mr. Fitz-
patrick said. “Financials were
susceptible to something like
this.”

Without a potent rally in the
banking sector, analysts say the
market may have difficulty sus-
taining its momentum.

“As big banks go,” Mr. Fitzpat-
rick said, “so goes the rest of the
economy.” 

JIN LEE/BLOOMBERG NEWS

Traders on Friday on the floor of the New York Stock Exchange. Stocks stumbled after the Securities and Exchange Commission accused Goldman Sachs of fraud. 
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prime market, which famously
reaped the firm billions in profits,
was the subject of a recent book,
“The Greatest Trade Ever.” Boy,
I’ll say.

Both Gregory Zuckerman, the
author of that book, and Michael
Lewis, who wrote the current
best seller “The Big Short,” make
it clear that the heroes of their
narratives — the handful of peo-
ple who had figured out that sub-
prime mortgages were a looming
disaster — were pushing Wall
Street hard to give them a way to
short the market. Maybe synthet-
ic C.D.O.’s would have been cre-
ated even without their urging,
but it seems a little unlikely. They
were the driving forces.

It is important to note that ev-
ery synthetic C.D.O. required
both investors who were long and
others who were short. That is,
there needed to be investors who
believed the “referenced” bonds
would rise in value, and others
who believed they would fall. Ev-
eryone, on both sides of the
transaction, understood that.
What makes it feel like dirty pool
is the allegation that Paulson &

sis, when the Federal Reserve
chairman, Ben Bernanke, and
Henry Paulson Jr., then the
Treasury secretary, were assur-
ing everyone that the “subprime
problem” could be contained? In
truth, if the only problem had
been the actual mortgage bonds
themselves, they might have
been right. At the peak there
were well over $1 trillion in sub-
prime and Alt-A mortgages that
were securitized on Wall Street.
That’s a lot, to be sure — but it
was a finite number. You could
have only as much exposure as
there were bonds in existence.

The introduction of synthetic
C.D.O.’s changed all that. Unlike
a “normal” collateralized debt
obligation, which contained the
bonds themselves, the synthetic
version contained credit-default
swaps — derivatives that “refer-
enced” a particular group of
mortgage bonds. Once synthetic
C.D.O.’s became popular, Wall
Street no longer needed to feed
the beast with new subprime
loans. It could make an infinite

number of bets on the bonds that
already existed. 

And why did synthetic C.D.O.’s
become popular? One reason
was that the subprime companies
were starting to run out of risky
borrowers to make bad loans to
— and hitting a brick wall. New
Century, a big subprime origina-
tor, went bankrupt in early April
2007, for instance. Yet three
weeks later, the Goldman syn-
thetic C.D.O. deal, called Abacus
2007-ACI, went through, because
it was betting on subprime mort-
gage bonds that already existed
rather than bundling new ones. It
didn’t even have to go to the trou-
ble of repackaging old C.D.O.
tranches into new C.D.O.’s, which
was also a common practice.
(Goldman has vehemently de-
nied any allegations of wrongdo-
ing, pointing out that it lost $90
million on the particular Abacus
deal that is the subject of the
S.E.C. complaint.)

The second reason, though, is
that synthetic C.D.O.’s gave peo-
ple like John Paulson a way to
short the subprime market. Mr.
Paulson’s bet against the sub-

Company and Goldman Sachs
were actively involved in choos-
ing the bonds that would be bet
on — knowing they were going to
be short. In its filing on Thurs-
day, the S.E.C. charged that
Goldman never told investors of
Mr. Paulson’s involvement.
“Credit derivative technology
helped people disguise what they

were doing,” said Janet Tavakoli,
the president of Tavakoli Struc-
tured Finance, and an early crit-
ics of many of the structures that
have now come under scrutiny.

There appear to be other ex-
amples of this, as well. Last
week, Pro Publica, the nonprofit
investigative journalism outfit,
reported how a big Chicago
hedge fund, Magnetar, helped

put together some synthetic
C.D.O.’s — precisely so that it
could bet against them. In his
book, Mr. Zuckerman seems to
have stumbled onto Abacus and
similar deals. One banker, he
writes, “suspected that Paulson
would push for combustible
mortgages and debt to go into
any C.D.O., making it more likely
that it would go up in flames.”
Which is precisely what the
S.E.C. is claiming. But in his
quest to lionize his central char-
acter, Mr. Zuckerman rushes
past what by all rights should
have been the most shocking
revelation in his book. 

Mr. Lewis, for his part, re-
counts a dinner, late in the game,
in which one of his heroes, Steve
Eisman, is seated next to a man
who is taking the long position on
many of the C.D.O.’s he is short-
ing. They get to talking, and the
man says to Mr. Eisman: “I love
guys like you who short my mar-
ket. Without you, I don’t have
anything to buy.” He adds, “The
more excited that you get that
you’re right, the more trades
you’ll do, the more product for

me.”
As a reader, it is hard not to

love that moment, rich as it is in
irony and foreboding. The guy on
the long side — who was making
investments that the housing
and mortgage markets would re-
main strong — is an obvious fool;
Mr. Eisman, on the short side the
trade, is clearly going to be vindi-
cated. (And, by Mr. Lewis’s ac-
count, Mr. Eisman never
“helped” a Wall Street firm pick
the bonds for the C.D.O.’s he was
shorting, the way the S.E.C. says
Mr. Paulson did.)

But on second reading, the
passage isn’t quite so funny. The
people on the short side of those
trades were truly savvy invest-
ors, who, unlike so many others,
did their homework and had in-
sights that made them a great
deal of money. But the rise of
synthetic C.D.O.’s that they
pushed for — and their ability to
use credit-default swaps to short
subprime mortgage bonds —
took an already bad situation
and made it worse. 

And here we are now, all of us,
paying the price.

A Wall Street Invention That Let the Financial Crisis Mutate
From First Business Page

Where every bad
deal was a good one,
to someone.
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By DAVID STREITFELD

In a modest sign that the hous-
ing market is moving toward
more normal conditions, the pace
of home building is finally picking
up from its near-death levels.

The Census Bureau reported
Friday that housing starts in

March rose 1.6 percent to a sea-
sonally adjusted annual rate of
626,000. It was the third consec-
utive monthly increase, and bet-
ter than analysts had been pre-
dicting. The rate is now 31 per-
cent above the record low set last
April.

Adding to the sense of mo-
mentum was a significant up-
ward adjustment to the February
numbers, which were originally
reported as 575,000, a decline of
5.9 percent, but now revised to
616,000, an increase of 1.1 percent.

However welcome these num-
bers are to builders, they are
very small improvements when
set against the context of con-
struction’s steep fall over the last
several years. At the height of the
boom, more than two million
homes were being built annually.

The increase in construction
this winter was most likely
spurred by the government’s tax
credit for homebuyers, which is
speeding toward expiration with
little likelihood of being renewed.
Deals have to be signed by the
end of this month to qualify, al-
though they can take two more
months to close.

Joshua Shapiro, an economist

with the consulting firm MFR, es-
timated that a considerable
amount of the recent activity was
a result of the tax credit, and that
housing starts would soon suffer
another setback. That in turn
would act as a considerable
damper on the economy, which
would have to recover despite
housing, not because of it.

“Although signaling something
better than the paralyzed condi-
tions that prevailed a year and
more ago, these data indicate
that home builders are not seeing
a dramatic recovery in demand,”
he said.

While more homes are finally
being built, there are reports that
the millions of homes in foreclo-

sure limbo might finally be mak-
ing their way back to the market.
Builders have to compete for new
buyers with rock-bottom repos-
sessed homes.

Another reason for caution is
that most of the increase in
March was in multi-unit con-
struction, which tends to be vola-
tile. Single-family home starts ac-

tually fell slightly.
In addition, a consumer survey

released Friday by the University
of Michigan sounded a bleak note
for the home building industry. 

Consumers said current condi-
tions were not so bad, but their
worries were increasing for the
future. The survey’s overall in-
dex dropped to 69.5 in April from
73.6 in March. The new level was
the lowest since November. The
historical average is 86.5.

“This turnaround, like all good
things, takes time,” said Jennifer
H. Lee, an analyst with BMO
Capital Markets.

Builders remain gloomy. Earli-
er this week, the National Associ-
ation of Home Builders reported
that sentiment among builders as
measured by its monthly index
had risen to 19 in April, from 15 in
March. 

That rise is roughly equivalent
to moods improving from miser-
able to merely dejected. An index
level above 50, which has not
been seen since the boom, in-
dicates bullish sentiment. The
record low was 8, set in January
2009.
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Home construction in Matthews, N.C. Housing starts rose in March, the third straight increase.

After the Housing Bust,
Construction Shows Life

Strong numbers, but
concerns about future
economic health.
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Position of the Dow Jones industrial average at 1-minute intervals yesterday.
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Treasury bonds strengthened,
and the price of oil, gold, and cop-
per fell. The Treasury’s bench-
mark 10-year note rose 17/32, to
9827/32, and the yield fell to 3.76
percent from 3.83 percent late
Thursday.

The steep losses came as a
shock to a market that has been
riding a wave of enthusiasm re-
cently. The Dow has risen for
seven consecutive weeks, and on
Monday it closed above the 11,000
mark for the first time since the
beginning of the financial crisis.

Signs of strength in consumer
spending and sectors like manu-
facturing have strengthened a
sense that a recovery is at hand,
helping sustain Wall Street’s 13-
month rally. 

But with first-quarter earnings
results trickling out, expectations
have proved to be extraordinarily
high. Investors seem more in-
terested in the outlook for profits
for the rest of the year than glit-
tering quarterly results. 

Case in point: Google reported
robust results after the market
closed on Thursday — net income
rose more than 37 percent — but
Wall Street bristled. The compa-
ny’s stock fell 7.6 percent, to
$550.31 a share, as investors re-
mained concerned its profit
would disappoint this year.

General Electric also reported
first-quarter results that beat ex-
pectations, and the company’s
executives offered a brighter out-
look for the rest of the year. But
its stock fell 2.7 percent, to $18.97.

Adding to Friday’s pessimism,
a report showed that consumer
sentiment fell to the lowest level
in five months in April. That
clashed with recent signs that
Americans were beginning to
spend more freely and a broader
sense that the recovery was gain-
ing steam.

In the near term, analysts said
the focus would remain on the fi-
nancial sector, which has driven
much of the momentum in the
stock market over the last year
as interest rates have remained
near zero, making borrowing
cheap.

A central concern is the uncer-
tainty surrounding Washington’s
plan to overhaul financial over-
sight. On Friday, Lawrence H.
Summers, President Obama’s top
economic adviser, said that he ex-
pected financial regulation legis-
lation to pass by June, according
to Bloomberg News. That could
place limits on derivatives trad-
ing, which has proven lucrative

for commercial banks.
The unease has spread to all

types of financial firms. Shares of
regional banks fell on Friday
amid worries that businesses
could encounter difficulty obtain-
ing capital from large banks if
Washington required them to
hold more in reserves. That con-
traction could weigh on local
economies and hurt community
banks.

William T. Fitzpatrick, an ana-
lyst for Optique Capital Manage-
ment, said large banks were par-
ticularly vulnerable to stock de-
clines because of their remark-
able performance over the last
year.

Bank of America, for instance,
reported sterling first-quarter re-
sults on Friday, but its stock fell
in part out of concern it might be
overpriced given the economic
outlook, Mr. Fitzpatrick said.

“Goldman was certainly just
one of the many options that
could trigger a sell-off,” Mr. Fitz-
patrick said. “Financials were
susceptible to something like
this.”

Without a potent rally in the
banking sector, analysts say the
market may have difficulty sus-
taining its momentum.

“As big banks go,” Mr. Fitzpat-
rick said, “so goes the rest of the
economy.” 

JIN LEE/BLOOMBERG NEWS

Traders on Friday on the floor of the New York Stock Exchange. Stocks stumbled after the Securities and Exchange Commission accused Goldman Sachs of fraud. 
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prime market, which famously
reaped the firm billions in profits,
was the subject of a recent book,
“The Greatest Trade Ever.” Boy,
I’ll say.

Both Gregory Zuckerman, the
author of that book, and Michael
Lewis, who wrote the current
best seller “The Big Short,” make
it clear that the heroes of their
narratives — the handful of peo-
ple who had figured out that sub-
prime mortgages were a looming
disaster — were pushing Wall
Street hard to give them a way to
short the market. Maybe synthet-
ic C.D.O.’s would have been cre-
ated even without their urging,
but it seems a little unlikely. They
were the driving forces.

It is important to note that ev-
ery synthetic C.D.O. required
both investors who were long and
others who were short. That is,
there needed to be investors who
believed the “referenced” bonds
would rise in value, and others
who believed they would fall. Ev-
eryone, on both sides of the
transaction, understood that.
What makes it feel like dirty pool
is the allegation that Paulson &

sis, when the Federal Reserve
chairman, Ben Bernanke, and
Henry Paulson Jr., then the
Treasury secretary, were assur-
ing everyone that the “subprime
problem” could be contained? In
truth, if the only problem had
been the actual mortgage bonds
themselves, they might have
been right. At the peak there
were well over $1 trillion in sub-
prime and Alt-A mortgages that
were securitized on Wall Street.
That’s a lot, to be sure — but it
was a finite number. You could
have only as much exposure as
there were bonds in existence.

The introduction of synthetic
C.D.O.’s changed all that. Unlike
a “normal” collateralized debt
obligation, which contained the
bonds themselves, the synthetic
version contained credit-default
swaps — derivatives that “refer-
enced” a particular group of
mortgage bonds. Once synthetic
C.D.O.’s became popular, Wall
Street no longer needed to feed
the beast with new subprime
loans. It could make an infinite

number of bets on the bonds that
already existed. 

And why did synthetic C.D.O.’s
become popular? One reason
was that the subprime companies
were starting to run out of risky
borrowers to make bad loans to
— and hitting a brick wall. New
Century, a big subprime origina-
tor, went bankrupt in early April
2007, for instance. Yet three
weeks later, the Goldman syn-
thetic C.D.O. deal, called Abacus
2007-ACI, went through, because
it was betting on subprime mort-
gage bonds that already existed
rather than bundling new ones. It
didn’t even have to go to the trou-
ble of repackaging old C.D.O.
tranches into new C.D.O.’s, which
was also a common practice.
(Goldman has vehemently de-
nied any allegations of wrongdo-
ing, pointing out that it lost $90
million on the particular Abacus
deal that is the subject of the
S.E.C. complaint.)

The second reason, though, is
that synthetic C.D.O.’s gave peo-
ple like John Paulson a way to
short the subprime market. Mr.
Paulson’s bet against the sub-

Company and Goldman Sachs
were actively involved in choos-
ing the bonds that would be bet
on — knowing they were going to
be short. In its filing on Thurs-
day, the S.E.C. charged that
Goldman never told investors of
Mr. Paulson’s involvement.
“Credit derivative technology
helped people disguise what they

were doing,” said Janet Tavakoli,
the president of Tavakoli Struc-
tured Finance, and an early crit-
ics of many of the structures that
have now come under scrutiny.

There appear to be other ex-
amples of this, as well. Last
week, Pro Publica, the nonprofit
investigative journalism outfit,
reported how a big Chicago
hedge fund, Magnetar, helped

put together some synthetic
C.D.O.’s — precisely so that it
could bet against them. In his
book, Mr. Zuckerman seems to
have stumbled onto Abacus and
similar deals. One banker, he
writes, “suspected that Paulson
would push for combustible
mortgages and debt to go into
any C.D.O., making it more likely
that it would go up in flames.”
Which is precisely what the
S.E.C. is claiming. But in his
quest to lionize his central char-
acter, Mr. Zuckerman rushes
past what by all rights should
have been the most shocking
revelation in his book. 

Mr. Lewis, for his part, re-
counts a dinner, late in the game,
in which one of his heroes, Steve
Eisman, is seated next to a man
who is taking the long position on
many of the C.D.O.’s he is short-
ing. They get to talking, and the
man says to Mr. Eisman: “I love
guys like you who short my mar-
ket. Without you, I don’t have
anything to buy.” He adds, “The
more excited that you get that
you’re right, the more trades
you’ll do, the more product for

me.”
As a reader, it is hard not to

love that moment, rich as it is in
irony and foreboding. The guy on
the long side — who was making
investments that the housing
and mortgage markets would re-
main strong — is an obvious fool;
Mr. Eisman, on the short side the
trade, is clearly going to be vindi-
cated. (And, by Mr. Lewis’s ac-
count, Mr. Eisman never
“helped” a Wall Street firm pick
the bonds for the C.D.O.’s he was
shorting, the way the S.E.C. says
Mr. Paulson did.)

But on second reading, the
passage isn’t quite so funny. The
people on the short side of those
trades were truly savvy invest-
ors, who, unlike so many others,
did their homework and had in-
sights that made them a great
deal of money. But the rise of
synthetic C.D.O.’s that they
pushed for — and their ability to
use credit-default swaps to short
subprime mortgage bonds —
took an already bad situation
and made it worse. 

And here we are now, all of us,
paying the price.

A Wall Street Invention That Let the Financial Crisis Mutate
From First Business Page

Where every bad
deal was a good one,
to someone.
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By DAVID STREITFELD

In a modest sign that the hous-
ing market is moving toward
more normal conditions, the pace
of home building is finally picking
up from its near-death levels.

The Census Bureau reported
Friday that housing starts in

March rose 1.6 percent to a sea-
sonally adjusted annual rate of
626,000. It was the third consec-
utive monthly increase, and bet-
ter than analysts had been pre-
dicting. The rate is now 31 per-
cent above the record low set last
April.

Adding to the sense of mo-
mentum was a significant up-
ward adjustment to the February
numbers, which were originally
reported as 575,000, a decline of
5.9 percent, but now revised to
616,000, an increase of 1.1 percent.

However welcome these num-
bers are to builders, they are
very small improvements when
set against the context of con-
struction’s steep fall over the last
several years. At the height of the
boom, more than two million
homes were being built annually.

The increase in construction
this winter was most likely
spurred by the government’s tax
credit for homebuyers, which is
speeding toward expiration with
little likelihood of being renewed.
Deals have to be signed by the
end of this month to qualify, al-
though they can take two more
months to close.

Joshua Shapiro, an economist

with the consulting firm MFR, es-
timated that a considerable
amount of the recent activity was
a result of the tax credit, and that
housing starts would soon suffer
another setback. That in turn
would act as a considerable
damper on the economy, which
would have to recover despite
housing, not because of it.

“Although signaling something
better than the paralyzed condi-
tions that prevailed a year and
more ago, these data indicate
that home builders are not seeing
a dramatic recovery in demand,”
he said.

While more homes are finally
being built, there are reports that
the millions of homes in foreclo-

sure limbo might finally be mak-
ing their way back to the market.
Builders have to compete for new
buyers with rock-bottom repos-
sessed homes.

Another reason for caution is
that most of the increase in
March was in multi-unit con-
struction, which tends to be vola-
tile. Single-family home starts ac-

tually fell slightly.
In addition, a consumer survey

released Friday by the University
of Michigan sounded a bleak note
for the home building industry. 

Consumers said current condi-
tions were not so bad, but their
worries were increasing for the
future. The survey’s overall in-
dex dropped to 69.5 in April from
73.6 in March. The new level was
the lowest since November. The
historical average is 86.5.

“This turnaround, like all good
things, takes time,” said Jennifer
H. Lee, an analyst with BMO
Capital Markets.

Builders remain gloomy. Earli-
er this week, the National Associ-
ation of Home Builders reported
that sentiment among builders as
measured by its monthly index
had risen to 19 in April, from 15 in
March. 

That rise is roughly equivalent
to moods improving from miser-
able to merely dejected. An index
level above 50, which has not
been seen since the boom, in-
dicates bullish sentiment. The
record low was 8, set in January
2009.
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Home construction in Matthews, N.C. Housing starts rose in March, the third straight increase.

After the Housing Bust,
Construction Shows Life

Strong numbers, but
concerns about future
economic health.

The Dow Minute by Minute
Position of the Dow Jones industrial average at 1-minute intervals yesterday.
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Treasury bonds strengthened,
and the price of oil, gold, and cop-
per fell. The Treasury’s bench-
mark 10-year note rose 17/32, to
9827/32, and the yield fell to 3.76
percent from 3.83 percent late
Thursday.

The steep losses came as a
shock to a market that has been
riding a wave of enthusiasm re-
cently. The Dow has risen for
seven consecutive weeks, and on
Monday it closed above the 11,000
mark for the first time since the
beginning of the financial crisis.

Signs of strength in consumer
spending and sectors like manu-
facturing have strengthened a
sense that a recovery is at hand,
helping sustain Wall Street’s 13-
month rally. 

But with first-quarter earnings
results trickling out, expectations
have proved to be extraordinarily
high. Investors seem more in-
terested in the outlook for profits
for the rest of the year than glit-
tering quarterly results. 

Case in point: Google reported
robust results after the market
closed on Thursday — net income
rose more than 37 percent — but
Wall Street bristled. The compa-
ny’s stock fell 7.6 percent, to
$550.31 a share, as investors re-
mained concerned its profit
would disappoint this year.

General Electric also reported
first-quarter results that beat ex-
pectations, and the company’s
executives offered a brighter out-
look for the rest of the year. But
its stock fell 2.7 percent, to $18.97.

Adding to Friday’s pessimism,
a report showed that consumer
sentiment fell to the lowest level
in five months in April. That
clashed with recent signs that
Americans were beginning to
spend more freely and a broader
sense that the recovery was gain-
ing steam.

In the near term, analysts said
the focus would remain on the fi-
nancial sector, which has driven
much of the momentum in the
stock market over the last year
as interest rates have remained
near zero, making borrowing
cheap.

A central concern is the uncer-
tainty surrounding Washington’s
plan to overhaul financial over-
sight. On Friday, Lawrence H.
Summers, President Obama’s top
economic adviser, said that he ex-
pected financial regulation legis-
lation to pass by June, according
to Bloomberg News. That could
place limits on derivatives trad-
ing, which has proven lucrative

for commercial banks.
The unease has spread to all

types of financial firms. Shares of
regional banks fell on Friday
amid worries that businesses
could encounter difficulty obtain-
ing capital from large banks if
Washington required them to
hold more in reserves. That con-
traction could weigh on local
economies and hurt community
banks.

William T. Fitzpatrick, an ana-
lyst for Optique Capital Manage-
ment, said large banks were par-
ticularly vulnerable to stock de-
clines because of their remark-
able performance over the last
year.

Bank of America, for instance,
reported sterling first-quarter re-
sults on Friday, but its stock fell
in part out of concern it might be
overpriced given the economic
outlook, Mr. Fitzpatrick said.

“Goldman was certainly just
one of the many options that
could trigger a sell-off,” Mr. Fitz-
patrick said. “Financials were
susceptible to something like
this.”

Without a potent rally in the
banking sector, analysts say the
market may have difficulty sus-
taining its momentum.

“As big banks go,” Mr. Fitzpat-
rick said, “so goes the rest of the
economy.” 

JIN LEE/BLOOMBERG NEWS

Traders on Friday on the floor of the New York Stock Exchange. Stocks stumbled after the Securities and Exchange Commission accused Goldman Sachs of fraud. 
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THE FINANCIAL CRISIS: Paying the Price

prime market, which famously
reaped the firm billions in profits,
was the subject of a recent book,
“The Greatest Trade Ever.” Boy,
I’ll say.

Both Gregory Zuckerman, the
author of that book, and Michael
Lewis, who wrote the current
best seller “The Big Short,” make
it clear that the heroes of their
narratives — the handful of peo-
ple who had figured out that sub-
prime mortgages were a looming
disaster — were pushing Wall
Street hard to give them a way to
short the market. Maybe synthet-
ic C.D.O.’s would have been cre-
ated even without their urging,
but it seems a little unlikely. They
were the driving forces.

It is important to note that ev-
ery synthetic C.D.O. required
both investors who were long and
others who were short. That is,
there needed to be investors who
believed the “referenced” bonds
would rise in value, and others
who believed they would fall. Ev-
eryone, on both sides of the
transaction, understood that.
What makes it feel like dirty pool
is the allegation that Paulson &

sis, when the Federal Reserve
chairman, Ben Bernanke, and
Henry Paulson Jr., then the
Treasury secretary, were assur-
ing everyone that the “subprime
problem” could be contained? In
truth, if the only problem had
been the actual mortgage bonds
themselves, they might have
been right. At the peak there
were well over $1 trillion in sub-
prime and Alt-A mortgages that
were securitized on Wall Street.
That’s a lot, to be sure — but it
was a finite number. You could
have only as much exposure as
there were bonds in existence.

The introduction of synthetic
C.D.O.’s changed all that. Unlike
a “normal” collateralized debt
obligation, which contained the
bonds themselves, the synthetic
version contained credit-default
swaps — derivatives that “refer-
enced” a particular group of
mortgage bonds. Once synthetic
C.D.O.’s became popular, Wall
Street no longer needed to feed
the beast with new subprime
loans. It could make an infinite

number of bets on the bonds that
already existed. 

And why did synthetic C.D.O.’s
become popular? One reason
was that the subprime companies
were starting to run out of risky
borrowers to make bad loans to
— and hitting a brick wall. New
Century, a big subprime origina-
tor, went bankrupt in early April
2007, for instance. Yet three
weeks later, the Goldman syn-
thetic C.D.O. deal, called Abacus
2007-ACI, went through, because
it was betting on subprime mort-
gage bonds that already existed
rather than bundling new ones. It
didn’t even have to go to the trou-
ble of repackaging old C.D.O.
tranches into new C.D.O.’s, which
was also a common practice.
(Goldman has vehemently de-
nied any allegations of wrongdo-
ing, pointing out that it lost $90
million on the particular Abacus
deal that is the subject of the
S.E.C. complaint.)

The second reason, though, is
that synthetic C.D.O.’s gave peo-
ple like John Paulson a way to
short the subprime market. Mr.
Paulson’s bet against the sub-

Company and Goldman Sachs
were actively involved in choos-
ing the bonds that would be bet
on — knowing they were going to
be short. In its filing on Thurs-
day, the S.E.C. charged that
Goldman never told investors of
Mr. Paulson’s involvement.
“Credit derivative technology
helped people disguise what they

were doing,” said Janet Tavakoli,
the president of Tavakoli Struc-
tured Finance, and an early crit-
ics of many of the structures that
have now come under scrutiny.

There appear to be other ex-
amples of this, as well. Last
week, Pro Publica, the nonprofit
investigative journalism outfit,
reported how a big Chicago
hedge fund, Magnetar, helped

put together some synthetic
C.D.O.’s — precisely so that it
could bet against them. In his
book, Mr. Zuckerman seems to
have stumbled onto Abacus and
similar deals. One banker, he
writes, “suspected that Paulson
would push for combustible
mortgages and debt to go into
any C.D.O., making it more likely
that it would go up in flames.”
Which is precisely what the
S.E.C. is claiming. But in his
quest to lionize his central char-
acter, Mr. Zuckerman rushes
past what by all rights should
have been the most shocking
revelation in his book. 

Mr. Lewis, for his part, re-
counts a dinner, late in the game,
in which one of his heroes, Steve
Eisman, is seated next to a man
who is taking the long position on
many of the C.D.O.’s he is short-
ing. They get to talking, and the
man says to Mr. Eisman: “I love
guys like you who short my mar-
ket. Without you, I don’t have
anything to buy.” He adds, “The
more excited that you get that
you’re right, the more trades
you’ll do, the more product for

me.”
As a reader, it is hard not to

love that moment, rich as it is in
irony and foreboding. The guy on
the long side — who was making
investments that the housing
and mortgage markets would re-
main strong — is an obvious fool;
Mr. Eisman, on the short side the
trade, is clearly going to be vindi-
cated. (And, by Mr. Lewis’s ac-
count, Mr. Eisman never
“helped” a Wall Street firm pick
the bonds for the C.D.O.’s he was
shorting, the way the S.E.C. says
Mr. Paulson did.)

But on second reading, the
passage isn’t quite so funny. The
people on the short side of those
trades were truly savvy invest-
ors, who, unlike so many others,
did their homework and had in-
sights that made them a great
deal of money. But the rise of
synthetic C.D.O.’s that they
pushed for — and their ability to
use credit-default swaps to short
subprime mortgage bonds —
took an already bad situation
and made it worse. 

And here we are now, all of us,
paying the price.

A Wall Street Invention That Let the Financial Crisis Mutate
From First Business Page

Where every bad
deal was a good one,
to someone.
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By JAMES C. McKINLEY Jr.

FORT HANCOCK, Tex. — The
giant rusty fence of metal bars
along the border here, built in re-
cent years to keep illegal immi-
grants from crossing into the
United States, has a new nick-
name among local residents: Ju-
rassic Park Gate, a nod to the
barrier in a 1993 movie that kept
dangerous dinosaurs at bay in a
theme park. 

On the other side, a brutal war
between drug gangs has forced
dozens of fearful families from
the Mexican town of El Porvenir
to come to the border seeking po-
litical asylum, and scores of other
Mexicans have used special visas
known as border-crossing cards
to flee into the United States.
They say drug gangs have laid
waste to their town, burning
down houses and killing people in
the street.

Americans are taking in their
Mexican relatives, and the local
schools have swelled with trau-
matized children, many of whom
have witnessed gangland vio-
lence, school officials say. 

“It’s very hard over there,”
said Vicente Burciaga, 23, who
fled El Porvenir a month ago with
his wife, Mayra, and their infant
son after gang members burned
down five homes in their neigh-
borhood and killed a neighbor.
“They are killing people over
there who have nothing to do
with drug trafficking,” he said.
“They kill you just for having 

Fleeing Extreme Drug Violence,
Mexican Families Pour Into U.S.

Continued on Page 18
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Residents say drug gangs
have laid waste to El Porvenir.

Ingushetia’s president and a rebel lead-
er are vying for the region’s young men:
some will remain loyal to Russia, but
others will turn against it. PAGE 6

INTERNATIONAL 6-12

A Personal War in the Caucasus
An already hot issue in Alabama, elec-
tronic bingo, has heated up with a fed-
eral corruption investigation into a
pending vote on legalization. PAGE 14

NATIONAL 14-23

Alabama Tense Over Bingo
In the fast-moving world of high tech-
nology, one thing remains unchanged:
fewer opportunities for women. But the
reasons have been evolving. PAGE 1

SUNDAY BUSINESS

Silicon Valley’s Gender Gap Frank Rich PAGE 10

OP-ED IN WEEK IN REVIEW 9-12

VOL. CLIX . . No. 55,014 © 2010 The New York Times NEW YORK, SUNDAY, APRIL 18, 2010

U(D5E71D)x+#!]!/!=!"

By ANEMONA HARTOCOLLIS

When her small executive
search firm in New York City
canceled its health insurance pol-
icy last year because of the re-
cession and rising premiums,
April Welles was able to buy her
own plan and still be covered for
her cancer and multiple sclerosis. 

She was lucky to live in New
York, one of the first states to re-
quire insurance companies to of-
fer comprehensive coverage to
all people regardless of pre-ex-
isting conditions. But Ms. Welles,
58, also pays dearly: Her pre-
mium is $17,876 a year.

“That’s a lot of groceries,” she
said.

New York’s insurance system
has been a working laboratory
for the core provision of the new
federal health care law — insur-
ance even for those who are al-
ready sick and facing huge med-
ical bills — and an expensive les-
son in unplanned consequences.
Premiums for individual and
small group policies have risen
so high that state officials and pa-
tients’ advocates say that New
York’s extensive insurance safe-
ty net for people like Ms. Welles 

New York Offers
Costly Lessons

On Insurance

Continued on Page 20

By LOUISE STORY
and GRETCHEN MORGENSON

For Goldman Sachs, it was a
relatively small transaction. But
for the bank — and the rest of
Wall Street — the stakes couldn’t
be higher. 

Accusations that Goldman de-
frauded customers who bought
investments tied to risky sub-
prime mortgages have only just
begun to reverberate through the
financial world. 

The civil lawsuit that the Secu-
rities and Exchange Commission
filed against Goldman on Friday
seemed to confirm many Ameri-
cans’ worst suspicions about
Wall Street: that the game is
rigged, the odds stacked in the
banks’ favor. It is the first big
case — but probably not the last,
legal experts said — to delve into
a Wall Street firm’s role in the
mortgage fiasco. 

It is a particularly sensitive
time for Wall Street. Washington
policy makers are hotly debating
a sweeping overhaul of the na-
tion’s financial regulations, and
the news could embolden those
seeking to rein in the banks.
President Obama on Saturday
stepped up pressure for financial
reform by accusing Republicans
of “cynical and deceptive” at-
tacks on the measure. [Page 22.] 

The S.E.C.’s action could also
hit Wall Street where it really
hurts: the wallet. It could prompt
dozens of investor claims against
Goldman and other Wall Street ti-
tans that devised and sold toxic
mortgage investments. 

On Saturday, several European
banks that lost money in the deal
said they were reviewing the
matter. They could try to recoup
the money from Goldman.

And it raises new questions
about Goldman, the bank at the
center of more concentric circles
of economic and political power 

For Goldman,
A Deal’s Stakes
Keep Growing

Fraud Case Resonates
in Regulation Debate

Continued on Page 22

By DAVID E. SANGER
and THOM SHANKER

WASHINGTON — Defense
Secretary Robert M. Gates has
warned in a secret three-page
memorandum to top White
House officials that the United
States does not have an effective
long-range policy for dealing
with Iran’s steady progress to-
ward nuclear capability, accord-
ing to government officials famil-
iar with the document.

Several officials said the highly
classified analysis, written in
January to President Obama’s
national security adviser, Gen.
James L. Jones, came in the
midst of an intensifying effort in-
side the Pentagon, the White
House and the intelligence agen-
cies to develop new options for
Mr. Obama. They include a set of
military alternatives, still under
development, to be considered
should diplomacy and sanctions
fail to force Iran to change
course.

Officials familiar with the
memo’s contents would describe
only portions dealing with strat-
egy and policy, and not sections
that apparently dealt with secret
operations against Iran, or how
to deal with Persian Gulf allies.

One senior official, who like
others spoke on the condition of
anonymity because of the sensi-
tive nature of the memo, de-
scribed the document as “a wake-
up call.” But White House offi-
cials dispute that view, insisting
that for 15 months they had been
conducting detailed planning for
many possible outcomes regard-
ing Iran’s nuclear program.

In an interview on Friday, Gen-
eral Jones declined to speak
about the memorandum. But he
said: “On Iran, we are doing
what we said we were going to
do. The fact that we don’t an-
nounce publicly our entire strat-
egy for the world to see doesn’t
mean we don’t have a strategy
that anticipates the full range of
contingencies — we do.”

But in his memo, Mr. Gates
wrote of a variety of concerns, in-
cluding the absence of an effec-
tive strategy should Iran choose 

GATES SAYS U.S.
LACKS A POLICY
TO THWART IRAN

ON NUCLEAR CAPABILITY

Secret ‘Wake-Up’ Memo
Sets Off a Scramble

for New Options
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By ADAM LIPTAK

WASHINGTON — The last two
justices to leave the Supreme
Court, David H. Souter and San-
dra Day O’Connor, were nominat-
ed by Republican presidents and
then drifted left. So did Justice
John Paul Stevens, who an-
nounced his retirement last
week.

Those sorts of surprises are
much less likely these days. 

Call it the legacy of Justice
Souter, who retired last year.
When President George Bush
picked him in 1990, he was called
a stealth candidate and liberal
groups lined up to oppose him.

But on his retirement, Justice
Souter was lauded by the left. He
had voted, for instance, to allow
public universities to consider
race in admissions decisions and
to preserve the core of the consti-
tutional right to abortion identi-
fied in Roe v. Wade. 

Since then, the mantra for Re-
publicans as been “no more Sou-
ters.”

It is not unusual for Supreme

Court justices to disappoint their
sponsors. President Dwight D.
Eisenhower is said to have called
his 1953 appointment of Chief
Justice Earl Warren “the biggest
damn fool mistake I ever made.” 

But 1990 probably marked a
turning point in the confirmation
process. The six justices appoint-
ed in the two decades since have
performed largely as expected,
probably thanks to increased
scrutiny of more robust paper
trails and less ideological drift. 

The contemporary nominee’s
résumé yields so much valuable
information, legal scholars say,
that unexpected judicial deci-
sions are much less likely now.
Nominees’ backgrounds these
days often include work for the
executive branch in Washington 

Why Newer Appointees Offer
Fewer Surprises From Bench

Continued on Page 20

OBAMA V. ROBERTS

The president and the chief justice
are squaring off in a major battle
over the role of government in
American society. Week in Review.
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Travelers packed a Paris train station Saturday as volcanic ash kept jets grounded and a rail strike complicated matters. Page 8. 
Another Day, Another Delay

By ANDREW JACOBS

JIEGU, China — The Buddhist
monks stood atop the jagged re-
mains of a vocational school,
struggling to move concrete
slabs with pickax shovels and
bare hands. Suddenly a cry went
out: An arm, clearly lifeless, was
poking through the debris. 

But before the monks could fin-
ish their task, a group of Chinese
soldiers who had been relaxing
on the school grounds sprang to
action. They put on their army
caps, waved the monks away, and
with a video camera for their unit
rolling, quickly extricated the
body of a young girl.

The monks stifled their rage
and stood below, mumbling a Ti-
betan prayer for the dead. 

“You won’t see the cameras

while we are working,” said one
of the monks, Ga Tsai, who with
200 others, had driven from their
lamasery in Sichuan Province as
soon as they heard about the
quake. 

“We want to save lives. They
see this tragedy as an opportuni-
ty to make propaganda.”

Since a deadly earthquake
nearly flattened this predomi-
nantly Tibetan city early
Wednesday, killing at least 1,400
people, China’s leadership has
treated the quake as a dual emer-
gency — a humanitarian crisis al-
most three miles above sea level
in remote Qinghai Province, and
a fresh test of the Communist
Party’s ability to keep a lid on dis-

After Quake, Ethnic Tibetans
Distrust China’s Helping Hand

Continued on Page 4
ALFRED JIN/REUTERS

Tibetan monks ferried bodies to a dusty rise near Jiegu before setting cremation pyres ablaze.

Late Edition
Today, mostly cloudy and breezy,
high 56. Tonight, partly cloudy,
low 45. Tomorrow, partly sunny
and unseasonably cool, high 55.
Details, SportsSunday, Page 8.
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In a game that occasionally bordered on
the surreal, the Mets defeated the St.
Louis Cardinals, 2-1, in 20 innings. Nei-
ther team scored for the first 18. PAGE 1
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By JAMES C. McKINLEY Jr.

FORT HANCOCK, Tex. — The
giant rusty fence of metal bars
along the border here, built in re-
cent years to keep illegal immi-
grants from crossing into the
United States, has a new nick-
name among local residents: Ju-
rassic Park Gate, a nod to the
barrier in a 1993 movie that kept
dangerous dinosaurs at bay in a
theme park. 

On the other side, a brutal war
between drug gangs has forced
dozens of fearful families from
the Mexican town of El Porvenir
to come to the border seeking po-
litical asylum, and scores of other
Mexicans have used special visas
known as border-crossing cards
to flee into the United States.
They say drug gangs have laid
waste to their town, burning
down houses and killing people in
the street.

Americans are taking in their
Mexican relatives, and the local
schools have swelled with trau-
matized children, many of whom
have witnessed gangland vio-
lence, school officials say. 

“It’s very hard over there,”
said Vicente Burciaga, 23, who
fled El Porvenir a month ago with
his wife, Mayra, and their infant
son after gang members burned
down five homes in their neigh-
borhood and killed a neighbor.
“They are killing people over
there who have nothing to do
with drug trafficking,” he said.
“They kill you just for having 

Fleeing Extreme Drug Violence,
Mexican Families Pour Into U.S.
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Residents say drug gangs
have laid waste to El Porvenir.
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By ANEMONA HARTOCOLLIS

When her small executive
search firm in New York City
canceled its health insurance pol-
icy last year because of the re-
cession and rising premiums,
April Welles was able to buy her
own plan and still be covered for
her cancer and multiple sclerosis. 

She was lucky to live in New
York, one of the first states to re-
quire insurance companies to of-
fer comprehensive coverage to
all people regardless of pre-ex-
isting conditions. But Ms. Welles,
58, also pays dearly: Her pre-
mium is $17,876 a year.

“That’s a lot of groceries,” she
said.

New York’s insurance system
has been a working laboratory
for the core provision of the new
federal health care law — insur-
ance even for those who are al-
ready sick and facing huge med-
ical bills — and an expensive les-
son in unplanned consequences.
Premiums for individual and
small group policies have risen
so high that state officials and pa-
tients’ advocates say that New
York’s extensive insurance safe-
ty net for people like Ms. Welles 
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By LOUISE STORY
and GRETCHEN MORGENSON

For Goldman Sachs, it was a
relatively small transaction. But
for the bank — and the rest of
Wall Street — the stakes couldn’t
be higher. 

Accusations that Goldman de-
frauded customers who bought
investments tied to risky sub-
prime mortgages have only just
begun to reverberate through the
financial world. 

The civil lawsuit that the Secu-
rities and Exchange Commission
filed against Goldman on Friday
seemed to confirm many Ameri-
cans’ worst suspicions about
Wall Street: that the game is
rigged, the odds stacked in the
banks’ favor. It is the first big
case — but probably not the last,
legal experts said — to delve into
a Wall Street firm’s role in the
mortgage fiasco. 

It is a particularly sensitive
time for Wall Street. Washington
policy makers are hotly debating
a sweeping overhaul of the na-
tion’s financial regulations, and
the news could embolden those
seeking to rein in the banks.
President Obama on Saturday
stepped up pressure for financial
reform by accusing Republicans
of “cynical and deceptive” at-
tacks on the measure. [Page 22.] 

The S.E.C.’s action could also
hit Wall Street where it really
hurts: the wallet. It could prompt
dozens of investor claims against
Goldman and other Wall Street ti-
tans that devised and sold toxic
mortgage investments. 

On Saturday, several European
banks that lost money in the deal
said they were reviewing the
matter. They could try to recoup
the money from Goldman.

And it raises new questions
about Goldman, the bank at the
center of more concentric circles
of economic and political power 

For Goldman,
A Deal’s Stakes
Keep Growing

Fraud Case Resonates
in Regulation Debate
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By DAVID E. SANGER
and THOM SHANKER

WASHINGTON — Defense
Secretary Robert M. Gates has
warned in a secret three-page
memorandum to top White
House officials that the United
States does not have an effective
long-range policy for dealing
with Iran’s steady progress to-
ward nuclear capability, accord-
ing to government officials famil-
iar with the document.

Several officials said the highly
classified analysis, written in
January to President Obama’s
national security adviser, Gen.
James L. Jones, came in the
midst of an intensifying effort in-
side the Pentagon, the White
House and the intelligence agen-
cies to develop new options for
Mr. Obama. They include a set of
military alternatives, still under
development, to be considered
should diplomacy and sanctions
fail to force Iran to change
course.

Officials familiar with the
memo’s contents would describe
only portions dealing with strat-
egy and policy, and not sections
that apparently dealt with secret
operations against Iran, or how
to deal with Persian Gulf allies.

One senior official, who like
others spoke on the condition of
anonymity because of the sensi-
tive nature of the memo, de-
scribed the document as “a wake-
up call.” But White House offi-
cials dispute that view, insisting
that for 15 months they had been
conducting detailed planning for
many possible outcomes regard-
ing Iran’s nuclear program.

In an interview on Friday, Gen-
eral Jones declined to speak
about the memorandum. But he
said: “On Iran, we are doing
what we said we were going to
do. The fact that we don’t an-
nounce publicly our entire strat-
egy for the world to see doesn’t
mean we don’t have a strategy
that anticipates the full range of
contingencies — we do.”

But in his memo, Mr. Gates
wrote of a variety of concerns, in-
cluding the absence of an effec-
tive strategy should Iran choose 
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By ADAM LIPTAK

WASHINGTON — The last two
justices to leave the Supreme
Court, David H. Souter and San-
dra Day O’Connor, were nominat-
ed by Republican presidents and
then drifted left. So did Justice
John Paul Stevens, who an-
nounced his retirement last
week.

Those sorts of surprises are
much less likely these days. 

Call it the legacy of Justice
Souter, who retired last year.
When President George Bush
picked him in 1990, he was called
a stealth candidate and liberal
groups lined up to oppose him.

But on his retirement, Justice
Souter was lauded by the left. He
had voted, for instance, to allow
public universities to consider
race in admissions decisions and
to preserve the core of the consti-
tutional right to abortion identi-
fied in Roe v. Wade. 

Since then, the mantra for Re-
publicans as been “no more Sou-
ters.”

It is not unusual for Supreme

Court justices to disappoint their
sponsors. President Dwight D.
Eisenhower is said to have called
his 1953 appointment of Chief
Justice Earl Warren “the biggest
damn fool mistake I ever made.” 

But 1990 probably marked a
turning point in the confirmation
process. The six justices appoint-
ed in the two decades since have
performed largely as expected,
probably thanks to increased
scrutiny of more robust paper
trails and less ideological drift. 

The contemporary nominee’s
résumé yields so much valuable
information, legal scholars say,
that unexpected judicial deci-
sions are much less likely now.
Nominees’ backgrounds these
days often include work for the
executive branch in Washington 

Why Newer Appointees Offer
Fewer Surprises From Bench

Continued on Page 20

OBAMA V. ROBERTS

The president and the chief justice
are squaring off in a major battle
over the role of government in
American society. Week in Review.
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By ANDREW JACOBS

JIEGU, China — The Buddhist
monks stood atop the jagged re-
mains of a vocational school,
struggling to move concrete
slabs with pickax shovels and
bare hands. Suddenly a cry went
out: An arm, clearly lifeless, was
poking through the debris. 

But before the monks could fin-
ish their task, a group of Chinese
soldiers who had been relaxing
on the school grounds sprang to
action. They put on their army
caps, waved the monks away, and
with a video camera for their unit
rolling, quickly extricated the
body of a young girl.

The monks stifled their rage
and stood below, mumbling a Ti-
betan prayer for the dead. 

“You won’t see the cameras

while we are working,” said one
of the monks, Ga Tsai, who with
200 others, had driven from their
lamasery in Sichuan Province as
soon as they heard about the
quake. 

“We want to save lives. They
see this tragedy as an opportuni-
ty to make propaganda.”

Since a deadly earthquake
nearly flattened this predomi-
nantly Tibetan city early
Wednesday, killing at least 1,400
people, China’s leadership has
treated the quake as a dual emer-
gency — a humanitarian crisis al-
most three miles above sea level
in remote Qinghai Province, and
a fresh test of the Communist
Party’s ability to keep a lid on dis-

After Quake, Ethnic Tibetans
Distrust China’s Helping Hand

Continued on Page 4
ALFRED JIN/REUTERS

Tibetan monks ferried bodies to a dusty rise near Jiegu before setting cremation pyres ablaze.
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By JAMES C. McKINLEY Jr.

FORT HANCOCK, Tex. — The
giant rusty fence of metal bars
along the border here, built in re-
cent years to keep illegal immi-
grants from crossing into the
United States, has a new nick-
name among local residents: Ju-
rassic Park Gate, a nod to the
barrier in a 1993 movie that kept
dangerous dinosaurs at bay in a
theme park. 

On the other side, a brutal war
between drug gangs has forced
dozens of fearful families from
the Mexican town of El Porvenir
to come to the border seeking po-
litical asylum, and scores of other
Mexicans have used special visas
known as border-crossing cards
to flee into the United States.
They say drug gangs have laid
waste to their town, burning
down houses and killing people in
the street.

Americans are taking in their
Mexican relatives, and the local
schools have swelled with trau-
matized children, many of whom
have witnessed gangland vio-
lence, school officials say. 

“It’s very hard over there,”
said Vicente Burciaga, 23, who
fled El Porvenir a month ago with
his wife, Mayra, and their infant
son after gang members burned
down five homes in their neigh-
borhood and killed a neighbor.
“They are killing people over
there who have nothing to do
with drug trafficking,” he said.
“They kill you just for having 

Fleeing Extreme Drug Violence,
Mexican Families Pour Into U.S.
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By ANEMONA HARTOCOLLIS

When her small executive
search firm in New York City
canceled its health insurance pol-
icy last year because of the re-
cession and rising premiums,
April Welles was able to buy her
own plan and still be covered for
her cancer and multiple sclerosis. 

She was lucky to live in New
York, one of the first states to re-
quire insurance companies to of-
fer comprehensive coverage to
all people regardless of pre-ex-
isting conditions. But Ms. Welles,
58, also pays dearly: Her pre-
mium is $17,876 a year.

“That’s a lot of groceries,” she
said.

New York’s insurance system
has been a working laboratory
for the core provision of the new
federal health care law — insur-
ance even for those who are al-
ready sick and facing huge med-
ical bills — and an expensive les-
son in unplanned consequences.
Premiums for individual and
small group policies have risen
so high that state officials and pa-
tients’ advocates say that New
York’s extensive insurance safe-
ty net for people like Ms. Welles 

New York Offers
Costly Lessons

On Insurance

Continued on Page 20

By LOUISE STORY
and GRETCHEN MORGENSON

For Goldman Sachs, it was a
relatively small transaction. But
for the bank — and the rest of
Wall Street — the stakes couldn’t
be higher. 

Accusations that Goldman de-
frauded customers who bought
investments tied to risky sub-
prime mortgages have only just
begun to reverberate through the
financial world. 

The civil lawsuit that the Secu-
rities and Exchange Commission
filed against Goldman on Friday
seemed to confirm many Ameri-
cans’ worst suspicions about
Wall Street: that the game is
rigged, the odds stacked in the
banks’ favor. It is the first big
case — but probably not the last,
legal experts said — to delve into
a Wall Street firm’s role in the
mortgage fiasco. 

It is a particularly sensitive
time for Wall Street. Washington
policy makers are hotly debating
a sweeping overhaul of the na-
tion’s financial regulations, and
the news could embolden those
seeking to rein in the banks.
President Obama on Saturday
stepped up pressure for financial
reform by accusing Republicans
of “cynical and deceptive” at-
tacks on the measure. [Page 22.] 

The S.E.C.’s action could also
hit Wall Street where it really
hurts: the wallet. It could prompt
dozens of investor claims against
Goldman and other Wall Street ti-
tans that devised and sold toxic
mortgage investments. 

On Saturday, several European
banks that lost money in the deal
said they were reviewing the
matter. They could try to recoup
the money from Goldman.

And it raises new questions
about Goldman, the bank at the
center of more concentric circles
of economic and political power 

For Goldman,
A Deal’s Stakes
Keep Growing

Fraud Case Resonates
in Regulation Debate

Continued on Page 22

By DAVID E. SANGER
and THOM SHANKER

WASHINGTON — Defense
Secretary Robert M. Gates has
warned in a secret three-page
memorandum to top White
House officials that the United
States does not have an effective
long-range policy for dealing
with Iran’s steady progress to-
ward nuclear capability, accord-
ing to government officials famil-
iar with the document.

Several officials said the highly
classified analysis, written in
January to President Obama’s
national security adviser, Gen.
James L. Jones, came in the
midst of an intensifying effort in-
side the Pentagon, the White
House and the intelligence agen-
cies to develop new options for
Mr. Obama. They include a set of
military alternatives, still under
development, to be considered
should diplomacy and sanctions
fail to force Iran to change
course.

Officials familiar with the
memo’s contents would describe
only portions dealing with strat-
egy and policy, and not sections
that apparently dealt with secret
operations against Iran, or how
to deal with Persian Gulf allies.

One senior official, who like
others spoke on the condition of
anonymity because of the sensi-
tive nature of the memo, de-
scribed the document as “a wake-
up call.” But White House offi-
cials dispute that view, insisting
that for 15 months they had been
conducting detailed planning for
many possible outcomes regard-
ing Iran’s nuclear program.

In an interview on Friday, Gen-
eral Jones declined to speak
about the memorandum. But he
said: “On Iran, we are doing
what we said we were going to
do. The fact that we don’t an-
nounce publicly our entire strat-
egy for the world to see doesn’t
mean we don’t have a strategy
that anticipates the full range of
contingencies — we do.”

But in his memo, Mr. Gates
wrote of a variety of concerns, in-
cluding the absence of an effec-
tive strategy should Iran choose 
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WASHINGTON — The last two
justices to leave the Supreme
Court, David H. Souter and San-
dra Day O’Connor, were nominat-
ed by Republican presidents and
then drifted left. So did Justice
John Paul Stevens, who an-
nounced his retirement last
week.

Those sorts of surprises are
much less likely these days. 

Call it the legacy of Justice
Souter, who retired last year.
When President George Bush
picked him in 1990, he was called
a stealth candidate and liberal
groups lined up to oppose him.

But on his retirement, Justice
Souter was lauded by the left. He
had voted, for instance, to allow
public universities to consider
race in admissions decisions and
to preserve the core of the consti-
tutional right to abortion identi-
fied in Roe v. Wade. 

Since then, the mantra for Re-
publicans as been “no more Sou-
ters.”

It is not unusual for Supreme

Court justices to disappoint their
sponsors. President Dwight D.
Eisenhower is said to have called
his 1953 appointment of Chief
Justice Earl Warren “the biggest
damn fool mistake I ever made.” 

But 1990 probably marked a
turning point in the confirmation
process. The six justices appoint-
ed in the two decades since have
performed largely as expected,
probably thanks to increased
scrutiny of more robust paper
trails and less ideological drift. 

The contemporary nominee’s
résumé yields so much valuable
information, legal scholars say,
that unexpected judicial deci-
sions are much less likely now.
Nominees’ backgrounds these
days often include work for the
executive branch in Washington 
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By ANDREW JACOBS

JIEGU, China — The Buddhist
monks stood atop the jagged re-
mains of a vocational school,
struggling to move concrete
slabs with pickax shovels and
bare hands. Suddenly a cry went
out: An arm, clearly lifeless, was
poking through the debris. 

But before the monks could fin-
ish their task, a group of Chinese
soldiers who had been relaxing
on the school grounds sprang to
action. They put on their army
caps, waved the monks away, and
with a video camera for their unit
rolling, quickly extricated the
body of a young girl.

The monks stifled their rage
and stood below, mumbling a Ti-
betan prayer for the dead. 

“You won’t see the cameras

while we are working,” said one
of the monks, Ga Tsai, who with
200 others, had driven from their
lamasery in Sichuan Province as
soon as they heard about the
quake. 

“We want to save lives. They
see this tragedy as an opportuni-
ty to make propaganda.”

Since a deadly earthquake
nearly flattened this predomi-
nantly Tibetan city early
Wednesday, killing at least 1,400
people, China’s leadership has
treated the quake as a dual emer-
gency — a humanitarian crisis al-
most three miles above sea level
in remote Qinghai Province, and
a fresh test of the Communist
Party’s ability to keep a lid on dis-

After Quake, Ethnic Tibetans
Distrust China’s Helping Hand
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Tibetan monks ferried bodies to a dusty rise near Jiegu before setting cremation pyres ablaze.
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By JAMES C. McKINLEY Jr.

FORT HANCOCK, Tex. — The
giant rusty fence of metal bars
along the border here, built in re-
cent years to keep illegal immi-
grants from crossing into the
United States, has a new nick-
name among local residents: Ju-
rassic Park Gate, a nod to the
barrier in a 1993 movie that kept
dangerous dinosaurs at bay in a
theme park. 

On the other side, a brutal war
between drug gangs has forced
dozens of fearful families from
the Mexican town of El Porvenir
to come to the border seeking po-
litical asylum, and scores of other
Mexicans have used special visas
known as border-crossing cards
to flee into the United States.
They say drug gangs have laid
waste to their town, burning
down houses and killing people in
the street.

Americans are taking in their
Mexican relatives, and the local
schools have swelled with trau-
matized children, many of whom
have witnessed gangland vio-
lence, school officials say. 

“It’s very hard over there,”
said Vicente Burciaga, 23, who
fled El Porvenir a month ago with
his wife, Mayra, and their infant
son after gang members burned
down five homes in their neigh-
borhood and killed a neighbor.
“They are killing people over
there who have nothing to do
with drug trafficking,” he said.
“They kill you just for having 
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By ANEMONA HARTOCOLLIS

When her small executive
search firm in New York City
canceled its health insurance pol-
icy last year because of the re-
cession and rising premiums,
April Welles was able to buy her
own plan and still be covered for
her cancer and multiple sclerosis. 

She was lucky to live in New
York, one of the first states to re-
quire insurance companies to of-
fer comprehensive coverage to
all people regardless of pre-ex-
isting conditions. But Ms. Welles,
58, also pays dearly: Her pre-
mium is $17,876 a year.

“That’s a lot of groceries,” she
said.

New York’s insurance system
has been a working laboratory
for the core provision of the new
federal health care law — insur-
ance even for those who are al-
ready sick and facing huge med-
ical bills — and an expensive les-
son in unplanned consequences.
Premiums for individual and
small group policies have risen
so high that state officials and pa-
tients’ advocates say that New
York’s extensive insurance safe-
ty net for people like Ms. Welles 
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By LOUISE STORY
and GRETCHEN MORGENSON

For Goldman Sachs, it was a
relatively small transaction. But
for the bank — and the rest of
Wall Street — the stakes couldn’t
be higher. 

Accusations that Goldman de-
frauded customers who bought
investments tied to risky sub-
prime mortgages have only just
begun to reverberate through the
financial world. 

The civil lawsuit that the Secu-
rities and Exchange Commission
filed against Goldman on Friday
seemed to confirm many Ameri-
cans’ worst suspicions about
Wall Street: that the game is
rigged, the odds stacked in the
banks’ favor. It is the first big
case — but probably not the last,
legal experts said — to delve into
a Wall Street firm’s role in the
mortgage fiasco. 

It is a particularly sensitive
time for Wall Street. Washington
policy makers are hotly debating
a sweeping overhaul of the na-
tion’s financial regulations, and
the news could embolden those
seeking to rein in the banks.
President Obama on Saturday
stepped up pressure for financial
reform by accusing Republicans
of “cynical and deceptive” at-
tacks on the measure. [Page 22.] 

The S.E.C.’s action could also
hit Wall Street where it really
hurts: the wallet. It could prompt
dozens of investor claims against
Goldman and other Wall Street ti-
tans that devised and sold toxic
mortgage investments. 

On Saturday, several European
banks that lost money in the deal
said they were reviewing the
matter. They could try to recoup
the money from Goldman.

And it raises new questions
about Goldman, the bank at the
center of more concentric circles
of economic and political power 

For Goldman,
A Deal’s Stakes
Keep Growing

Fraud Case Resonates
in Regulation Debate
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By DAVID E. SANGER
and THOM SHANKER

WASHINGTON — Defense
Secretary Robert M. Gates has
warned in a secret three-page
memorandum to top White
House officials that the United
States does not have an effective
long-range policy for dealing
with Iran’s steady progress to-
ward nuclear capability, accord-
ing to government officials famil-
iar with the document.

Several officials said the highly
classified analysis, written in
January to President Obama’s
national security adviser, Gen.
James L. Jones, came in the
midst of an intensifying effort in-
side the Pentagon, the White
House and the intelligence agen-
cies to develop new options for
Mr. Obama. They include a set of
military alternatives, still under
development, to be considered
should diplomacy and sanctions
fail to force Iran to change
course.

Officials familiar with the
memo’s contents would describe
only portions dealing with strat-
egy and policy, and not sections
that apparently dealt with secret
operations against Iran, or how
to deal with Persian Gulf allies.

One senior official, who like
others spoke on the condition of
anonymity because of the sensi-
tive nature of the memo, de-
scribed the document as “a wake-
up call.” But White House offi-
cials dispute that view, insisting
that for 15 months they had been
conducting detailed planning for
many possible outcomes regard-
ing Iran’s nuclear program.

In an interview on Friday, Gen-
eral Jones declined to speak
about the memorandum. But he
said: “On Iran, we are doing
what we said we were going to
do. The fact that we don’t an-
nounce publicly our entire strat-
egy for the world to see doesn’t
mean we don’t have a strategy
that anticipates the full range of
contingencies — we do.”

But in his memo, Mr. Gates
wrote of a variety of concerns, in-
cluding the absence of an effec-
tive strategy should Iran choose 
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WASHINGTON — The last two
justices to leave the Supreme
Court, David H. Souter and San-
dra Day O’Connor, were nominat-
ed by Republican presidents and
then drifted left. So did Justice
John Paul Stevens, who an-
nounced his retirement last
week.

Those sorts of surprises are
much less likely these days. 

Call it the legacy of Justice
Souter, who retired last year.
When President George Bush
picked him in 1990, he was called
a stealth candidate and liberal
groups lined up to oppose him.

But on his retirement, Justice
Souter was lauded by the left. He
had voted, for instance, to allow
public universities to consider
race in admissions decisions and
to preserve the core of the consti-
tutional right to abortion identi-
fied in Roe v. Wade. 

Since then, the mantra for Re-
publicans as been “no more Sou-
ters.”

It is not unusual for Supreme

Court justices to disappoint their
sponsors. President Dwight D.
Eisenhower is said to have called
his 1953 appointment of Chief
Justice Earl Warren “the biggest
damn fool mistake I ever made.” 

But 1990 probably marked a
turning point in the confirmation
process. The six justices appoint-
ed in the two decades since have
performed largely as expected,
probably thanks to increased
scrutiny of more robust paper
trails and less ideological drift. 

The contemporary nominee’s
résumé yields so much valuable
information, legal scholars say,
that unexpected judicial deci-
sions are much less likely now.
Nominees’ backgrounds these
days often include work for the
executive branch in Washington 
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By ANDREW JACOBS

JIEGU, China — The Buddhist
monks stood atop the jagged re-
mains of a vocational school,
struggling to move concrete
slabs with pickax shovels and
bare hands. Suddenly a cry went
out: An arm, clearly lifeless, was
poking through the debris. 

But before the monks could fin-
ish their task, a group of Chinese
soldiers who had been relaxing
on the school grounds sprang to
action. They put on their army
caps, waved the monks away, and
with a video camera for their unit
rolling, quickly extricated the
body of a young girl.

The monks stifled their rage
and stood below, mumbling a Ti-
betan prayer for the dead. 

“You won’t see the cameras

while we are working,” said one
of the monks, Ga Tsai, who with
200 others, had driven from their
lamasery in Sichuan Province as
soon as they heard about the
quake. 

“We want to save lives. They
see this tragedy as an opportuni-
ty to make propaganda.”

Since a deadly earthquake
nearly flattened this predomi-
nantly Tibetan city early
Wednesday, killing at least 1,400
people, China’s leadership has
treated the quake as a dual emer-
gency — a humanitarian crisis al-
most three miles above sea level
in remote Qinghai Province, and
a fresh test of the Communist
Party’s ability to keep a lid on dis-
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Tibetan monks ferried bodies to a dusty rise near Jiegu before setting cremation pyres ablaze.
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By JAMES C. McKINLEY Jr.

FORT HANCOCK, Tex. — The
giant rusty fence of metal bars
along the border here, built in re-
cent years to keep illegal immi-
grants from crossing into the
United States, has a new nick-
name among local residents: Ju-
rassic Park Gate, a nod to the
barrier in a 1993 movie that kept
dangerous dinosaurs at bay in a
theme park. 

On the other side, a brutal war
between drug gangs has forced
dozens of fearful families from
the Mexican town of El Porvenir
to come to the border seeking po-
litical asylum, and scores of other
Mexicans have used special visas
known as border-crossing cards
to flee into the United States.
They say drug gangs have laid
waste to their town, burning
down houses and killing people in
the street.

Americans are taking in their
Mexican relatives, and the local
schools have swelled with trau-
matized children, many of whom
have witnessed gangland vio-
lence, school officials say. 

“It’s very hard over there,”
said Vicente Burciaga, 23, who
fled El Porvenir a month ago with
his wife, Mayra, and their infant
son after gang members burned
down five homes in their neigh-
borhood and killed a neighbor.
“They are killing people over
there who have nothing to do
with drug trafficking,” he said.
“They kill you just for having 
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By ANEMONA HARTOCOLLIS

When her small executive
search firm in New York City
canceled its health insurance pol-
icy last year because of the re-
cession and rising premiums,
April Welles was able to buy her
own plan and still be covered for
her cancer and multiple sclerosis. 

She was lucky to live in New
York, one of the first states to re-
quire insurance companies to of-
fer comprehensive coverage to
all people regardless of pre-ex-
isting conditions. But Ms. Welles,
58, also pays dearly: Her pre-
mium is $17,876 a year.

“That’s a lot of groceries,” she
said.

New York’s insurance system
has been a working laboratory
for the core provision of the new
federal health care law — insur-
ance even for those who are al-
ready sick and facing huge med-
ical bills — and an expensive les-
son in unplanned consequences.
Premiums for individual and
small group policies have risen
so high that state officials and pa-
tients’ advocates say that New
York’s extensive insurance safe-
ty net for people like Ms. Welles 

New York Offers
Costly Lessons

On Insurance

Continued on Page 20

By LOUISE STORY
and GRETCHEN MORGENSON

For Goldman Sachs, it was a
relatively small transaction. But
for the bank — and the rest of
Wall Street — the stakes couldn’t
be higher. 

Accusations that Goldman de-
frauded customers who bought
investments tied to risky sub-
prime mortgages have only just
begun to reverberate through the
financial world. 

The civil lawsuit that the Secu-
rities and Exchange Commission
filed against Goldman on Friday
seemed to confirm many Ameri-
cans’ worst suspicions about
Wall Street: that the game is
rigged, the odds stacked in the
banks’ favor. It is the first big
case — but probably not the last,
legal experts said — to delve into
a Wall Street firm’s role in the
mortgage fiasco. 

It is a particularly sensitive
time for Wall Street. Washington
policy makers are hotly debating
a sweeping overhaul of the na-
tion’s financial regulations, and
the news could embolden those
seeking to rein in the banks.
President Obama on Saturday
stepped up pressure for financial
reform by accusing Republicans
of “cynical and deceptive” at-
tacks on the measure. [Page 22.] 

The S.E.C.’s action could also
hit Wall Street where it really
hurts: the wallet. It could prompt
dozens of investor claims against
Goldman and other Wall Street ti-
tans that devised and sold toxic
mortgage investments. 

On Saturday, several European
banks that lost money in the deal
said they were reviewing the
matter. They could try to recoup
the money from Goldman.

And it raises new questions
about Goldman, the bank at the
center of more concentric circles
of economic and political power 

For Goldman,
A Deal’s Stakes
Keep Growing

Fraud Case Resonates
in Regulation Debate

Continued on Page 22

By DAVID E. SANGER
and THOM SHANKER

WASHINGTON — Defense
Secretary Robert M. Gates has
warned in a secret three-page
memorandum to top White
House officials that the United
States does not have an effective
long-range policy for dealing
with Iran’s steady progress to-
ward nuclear capability, accord-
ing to government officials famil-
iar with the document.

Several officials said the highly
classified analysis, written in
January to President Obama’s
national security adviser, Gen.
James L. Jones, came in the
midst of an intensifying effort in-
side the Pentagon, the White
House and the intelligence agen-
cies to develop new options for
Mr. Obama. They include a set of
military alternatives, still under
development, to be considered
should diplomacy and sanctions
fail to force Iran to change
course.

Officials familiar with the
memo’s contents would describe
only portions dealing with strat-
egy and policy, and not sections
that apparently dealt with secret
operations against Iran, or how
to deal with Persian Gulf allies.

One senior official, who like
others spoke on the condition of
anonymity because of the sensi-
tive nature of the memo, de-
scribed the document as “a wake-
up call.” But White House offi-
cials dispute that view, insisting
that for 15 months they had been
conducting detailed planning for
many possible outcomes regard-
ing Iran’s nuclear program.

In an interview on Friday, Gen-
eral Jones declined to speak
about the memorandum. But he
said: “On Iran, we are doing
what we said we were going to
do. The fact that we don’t an-
nounce publicly our entire strat-
egy for the world to see doesn’t
mean we don’t have a strategy
that anticipates the full range of
contingencies — we do.”

But in his memo, Mr. Gates
wrote of a variety of concerns, in-
cluding the absence of an effec-
tive strategy should Iran choose 

GATES SAYS U.S.
LACKS A POLICY
TO THWART IRAN

ON NUCLEAR CAPABILITY

Secret ‘Wake-Up’ Memo
Sets Off a Scramble

for New Options
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SUPREME COURT MEMO

By ADAM LIPTAK

WASHINGTON — The last two
justices to leave the Supreme
Court, David H. Souter and San-
dra Day O’Connor, were nominat-
ed by Republican presidents and
then drifted left. So did Justice
John Paul Stevens, who an-
nounced his retirement last
week.

Those sorts of surprises are
much less likely these days. 

Call it the legacy of Justice
Souter, who retired last year.
When President George Bush
picked him in 1990, he was called
a stealth candidate and liberal
groups lined up to oppose him.

But on his retirement, Justice
Souter was lauded by the left. He
had voted, for instance, to allow
public universities to consider
race in admissions decisions and
to preserve the core of the consti-
tutional right to abortion identi-
fied in Roe v. Wade. 

Since then, the mantra for Re-
publicans as been “no more Sou-
ters.”

It is not unusual for Supreme

Court justices to disappoint their
sponsors. President Dwight D.
Eisenhower is said to have called
his 1953 appointment of Chief
Justice Earl Warren “the biggest
damn fool mistake I ever made.” 

But 1990 probably marked a
turning point in the confirmation
process. The six justices appoint-
ed in the two decades since have
performed largely as expected,
probably thanks to increased
scrutiny of more robust paper
trails and less ideological drift. 

The contemporary nominee’s
résumé yields so much valuable
information, legal scholars say,
that unexpected judicial deci-
sions are much less likely now.
Nominees’ backgrounds these
days often include work for the
executive branch in Washington 

Why Newer Appointees Offer
Fewer Surprises From Bench

Continued on Page 20

OBAMA V. ROBERTS

The president and the chief justice
are squaring off in a major battle
over the role of government in
American society. Week in Review.

MICHAEL KAMBER FOR THE NEW YORK TIMES

Travelers packed a Paris train station Saturday as volcanic ash kept jets grounded and a rail strike complicated matters. Page 8. 
Another Day, Another Delay

By ANDREW JACOBS

JIEGU, China — The Buddhist
monks stood atop the jagged re-
mains of a vocational school,
struggling to move concrete
slabs with pickax shovels and
bare hands. Suddenly a cry went
out: An arm, clearly lifeless, was
poking through the debris. 

But before the monks could fin-
ish their task, a group of Chinese
soldiers who had been relaxing
on the school grounds sprang to
action. They put on their army
caps, waved the monks away, and
with a video camera for their unit
rolling, quickly extricated the
body of a young girl.

The monks stifled their rage
and stood below, mumbling a Ti-
betan prayer for the dead. 

“You won’t see the cameras

while we are working,” said one
of the monks, Ga Tsai, who with
200 others, had driven from their
lamasery in Sichuan Province as
soon as they heard about the
quake. 

“We want to save lives. They
see this tragedy as an opportuni-
ty to make propaganda.”

Since a deadly earthquake
nearly flattened this predomi-
nantly Tibetan city early
Wednesday, killing at least 1,400
people, China’s leadership has
treated the quake as a dual emer-
gency — a humanitarian crisis al-
most three miles above sea level
in remote Qinghai Province, and
a fresh test of the Communist
Party’s ability to keep a lid on dis-

After Quake, Ethnic Tibetans
Distrust China’s Helping Hand

Continued on Page 4
ALFRED JIN/REUTERS

Tibetan monks ferried bodies to a dusty rise near Jiegu before setting cremation pyres ablaze.

Late Edition
Today, mostly cloudy and breezy,
high 56. Tonight, partly cloudy,
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Details, SportsSunday, Page 8.

$6 beyond the greater New York metropolitan area. $5.00
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might have legal standing to pur-
sue a possible claim.

Goldman faces a dilemma in its
response. Wall Street firms tend
to settle cases like this one, but
Goldman’s statement on Friday
indicated it intended to dig in its
heels and fight, perhaps in part to
discourage suits by investors.
That strategy could set it up for a
long, messy and public battle.

The S.E.C. complaint named
just one Goldman employee: Fa-
brice Tourre, a vice president in
the bank’s mortgage operation
who worked on the questionable
transaction. 

But securities lawyers say Mr.
Tourre appears to be a small fish.
Federal investigators may try to

gain his cooperation and extend
their investigation to other Gold-
man employees. On Friday, Mr.
Tourre’s lawyer did not provide a
comment on the complaint.

A big question is how far up
this might go. The S.E.C. said the
deal in its complaint had been ap-
proved by a panel at Goldman,
the Mortgage Capital Committee. 

“It’s typical that they’d start
with someone lower down on the
chain and try to exert pressure
on that person,” said Bradley D.
Simon of Simon & Partners, a
white-collar defense lawyer in
New York. “Is it really conceiv-
able that no one else was in-
volved in this?” 

than any other on Wall Street.
Goldman — whose controversial
success has leapt from the finan-
cial pages to the cover of Rolling
Stone — has fiercely defended its
actions before, during and after
the financial crisis. On Friday, it
called the S.E.C.’s accusations
“unfounded.” 

Wall Street played a complex
and, at times, seemingly conflict-
ed role in the mortgage collapse.
Goldman and others worked be-
hind the scenes, bundling home
loans into investments for sale to
investors the world over. Even
now, more than 18 months after
Washington rescued the teeter-
ing financial system, no one
knows for sure how much money
was lost on those investments.

The public outcry against the
bank bailouts was driven in part
by suspicions that a heads-we-
win, tails-you-lose ethos per-
vades the financial industry. To
many, that Goldman and others
are once again minting money —
and paying big bonuses to their
employees — is evidence that
Wall Street got a sweet deal at
taxpayers’ expense. The accusa-
tions against Goldman may only
further those suspicions.

“The S.E.C. suit against Gold-
man, if proven true, will confirm
to people their suspicions about
the total selfishness of these fi-
nancial institutions,” said Steve
Fraser, a Wall Street historian
and author of “Wall Street:
America’s Dream Palace.”
“There’s nothing more damaging
than that. This is way beyond
recklessness. This is way beyond
incompetence. This is cynical,
selfish exploiting.”

On Friday, Goldman’s stock
took a beating, falling 13 percent
and wiping out more than $10 bil-
lion of the company’s market val-
ue. It was a possible sign that in-
vestors fear that the S.E.C. com-
plaint will damage Goldman’s
reputation and its ability to keep
its hands on so many sides of a
trade — a practice that is im-
mensely profitable for the firm.

It is unclear whether the S.E.C.
can prevail against Goldman.
The bank has long maintained
that it puts its clients first and, in
a letter in its latest annual report,
it reiterated that position. Gold-
man said it never “bet against
our clients” in its trades but rath-
er was trying to hedge against

other trading positions. 
The transaction cited in the

S.E.C. complaint cost investors
just over $1 billion, relatively
small by Wall Street standards.

Still, Wall Street analysts said
Goldman and other banks, hav-
ing navigated the financial crisis,
might now face a new kind of
risk: angry investors. Most ma-
jor Wall Street banks also created
collateralized debt obligations,
which are at the heart of the
Goldman case. C.D.O.’s, which
are essentially bundles of securi-
ties backed by mortgages or oth-
er debt securities, turned out to
be among the most toxic invest-
ments ever devised. 

“Any investor who bought
these C.D.O.’s and lost a signif-
icant amount of money is prob-
ably looking at their investment
and wanting to know: what were
the details behind the sale?” said
William Tanona, an analyst at
Collins Stewart. “Will they con-
tact the S.E.C. and say, ‘Here’s
the transaction we participated
in, and we’d love to know who is
on the other side of it?’”

The biggest victim among in-
vestors, the S.E.C. complaint
said, was the Royal Bank of Scot-
land, which inherited a loss of
$841 million after it took over the
Dutch bank ABN Amro. Accord-
ing to a person briefed on the
matter, the Royal Bank, now con-
trolled by the British govern-
ment, is studying the documents
but is not ready to decide wheth-
er to try to recoup money from
Goldman.

The German bank IKB
Deutsche Industriebank, as well
as the German government,
which in 2007 put up billions to
prevent IKB from collapsing, still
seemed to be sorting out who

As the housing market began
to fracture in 2007, senior Gold-
man executives began oversee-
ing the mortgage department
closely, said four former Gold-
man Sachs employees, who
spoke on the condition they not
be identified because of the sensi-
tivity of the matter.

Senior executives routinely
visited the unit. Among them
were David A. Viniar, the chief fi-
nancial officer; Gary D. Cohn,
then the co-president; and Pablo
Salame, a sales and trading exec-
utive, these former employees
said. Even Goldman’s chief exec-
utive, Lloyd C. Blankfein, got in-
volved. 

Top executives met routinely
with Dan Sparks, the head of the
mortgage trading unit, who re-
tired in spring 2008. Managers in-
structed several traders to sell
housing-related investments. In-
deed, they urged Mr. Tourre and
a colleague, Jonathan Egol, to
place more bets against mort-
gage investments, the former
employees said. 

A Goldman spokesman said
Saturday that the top executives
were not involved in the approval
process for Abacus, the deal cited
by the S.E.C., and that their in-
volvement with the mortgage de-
partment in 2007 was related to
their desire to counterbalance
the positive bets on housing the
banks had already made. 

Mr. Blankfein has already been
questioned by a Congressional
commission about the toxic vehi-
cles Goldman devised and sold,
even as the bank realized the
housing market was in trouble.

Recent public statements
made by Mr. Blankfein seem to
conflict with the S.E.C. account.

In testimony in January before
the Financial Crisis Inquiry Com-
mission, the panel appointed by
Congress to examine the causes
of the crisis, for example, he de-
scribed Goldman’s approach to
dealing with its clients: “Of
course, we have an obligation to
fully disclose what an instrument
is and to be honest in our deal-
ings, but we are not managing
somebody else’s money.” 

But the S.E.C. complaint says
Goldman misled investors who
bought one of the bank’s Abacus
deals. The bank failed to tell them
the mortgage bonds underpin-
ning the investment had been se-
lected by a hedge fund manager
who wanted to bet against the in-
vestment, the S.E.C. says. Those
bonds were especially vulnera-
ble, the commission says. 

BRENDAN McDERMID/REUTERS

The main office of Goldman Sachs in Lower Manhattan. The company could face a drawn-out, messy and public legal battle.

For Goldman Sachs, a Deal’s Stakes Keep Growing

RAMIN TALAIE/EUROPEAN PRESSPHOTO AGENCY

A Congressional panel has questioned Lloyd Blankfein, the
chief executive of Goldman Sachs, about some of its products.

A challenge for a
bank that says it 
puts its clients first.

From Page 1

Graham Bowley and Jack Ewing
contributed reporting.

By SHERYL GAY STOLBERG

WASHINGTON — President
Obama on Saturday accused Sen-
ator Mitch McConnell, the Re-
publican leader, of waging a
“cynical and deceptive” attack
against a measure to tighten reg-
ulation of the nation’s financial
system, and vowed to move
ahead on the bill with or without
the minority party’s support.

Mr. Obama used his weekly ad-
dress to make the case for the
bill, which would create a new
consumer protection authority
and impose new rules aimed at
avoiding a repeat of the condi-
tions that led to the economic
meltdown of 2008. Republicans,
led by Mr. McConnell, have as-
serted that the measure would
encourage future bailouts by cre-
ating a fund to rescue companies
whose failure would damage the
broader economy.

Some Democrats have also
raised concerns about that fund,
and the White House has sug-
gested that it is not wedded to it.
During a briefing with reporters
last week, Treasury Secretary
Timothy F. Geithner noted that
the fund was not in the White
House’s original proposal for the
financial legislation. 

Given the White House’s posi-
tion, a spokesman for Mr. McCon-
nell called the president’s com-
ments about the senator “espe-
cially disappointing.”

Mr. Obama, using Mr. McCon-
nell’s title but not his name, sug-
gested that the Republican leader
is being duplicitous, and said Mr.
McConnell had met recently with
top Wall Street executives to talk
about “how to block progress” on
the bill.

“Lo and behold, when he re-
turned to Washington, the Senate
Republican leader came out
against the common-sense re-
forms we’ve proposed,” Mr. Oba-

ma said. “In doing so, he made
the cynical and deceptive asser-
tion that reform would somehow
enable future bailouts — when he
knows that it would do just the
opposite.”

Republicans and Democrats
have been tussling all week over
the measure, with Republicans
threatening to vote not only
against the bill itself but against
allowing it to come to the floor for
debate. Mr. Obama attacked
“special interests” for opposing
the measure, and vowed that
Democrats would move ahead
however they could.

There is broad agreement be-
tween the two parties that tax-
payers should never again have
to bail out financial institutions.
But there is deep disagreement
about the measure being drafted
in the Senate. The bill would es-
tablish a $50 billion “orderly liq-
uidation fund,” financed by as-
sessments on “systemically im-
portant” financial institutions, as
well as banks with at least $50 bil-
lion in assets. The measure would
give the Treasury secretary au-
thority to step in if such “system-
ically important” institutions
were on the verge of failure.

Republicans are concerned
about designating certain large
financial institutions as “system-
ically important,” and say that to
do so would create a foundation
for future bailouts. Democrats
say the measure, approved last
month by the Senate Banking
Committee on a party-line vote,
would not put taxpayers at risk,
because banks themselves would
be financing the rescue fund.

“My hope is that Democrats
and Republicans can find com-
mon ground and move forward
together,” Mr. Obama said in his
address. “But this is certain: one
way or another, we will move for-
ward.”

Obama Accuses the G.O.P.
Of Blocking Fiscal Reform
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might have legal standing to pur-
sue a possible claim.

Goldman faces a dilemma in its
response. Wall Street firms tend
to settle cases like this one, but
Goldman’s statement on Friday
indicated it intended to dig in its
heels and fight, perhaps in part to
discourage suits by investors.
That strategy could set it up for a
long, messy and public battle.

The S.E.C. complaint named
just one Goldman employee: Fa-
brice Tourre, a vice president in
the bank’s mortgage operation
who worked on the questionable
transaction. 

But securities lawyers say Mr.
Tourre appears to be a small fish.
Federal investigators may try to

gain his cooperation and extend
their investigation to other Gold-
man employees. On Friday, Mr.
Tourre’s lawyer did not provide a
comment on the complaint.

A big question is how far up
this might go. The S.E.C. said the
deal in its complaint had been ap-
proved by a panel at Goldman,
the Mortgage Capital Committee. 

“It’s typical that they’d start
with someone lower down on the
chain and try to exert pressure
on that person,” said Bradley D.
Simon of Simon & Partners, a
white-collar defense lawyer in
New York. “Is it really conceiv-
able that no one else was in-
volved in this?” 

than any other on Wall Street.
Goldman — whose controversial
success has leapt from the finan-
cial pages to the cover of Rolling
Stone — has fiercely defended its
actions before, during and after
the financial crisis. On Friday, it
called the S.E.C.’s accusations
“unfounded.” 

Wall Street played a complex
and, at times, seemingly conflict-
ed role in the mortgage collapse.
Goldman and others worked be-
hind the scenes, bundling home
loans into investments for sale to
investors the world over. Even
now, more than 18 months after
Washington rescued the teeter-
ing financial system, no one
knows for sure how much money
was lost on those investments.

The public outcry against the
bank bailouts was driven in part
by suspicions that a heads-we-
win, tails-you-lose ethos per-
vades the financial industry. To
many, that Goldman and others
are once again minting money —
and paying big bonuses to their
employees — is evidence that
Wall Street got a sweet deal at
taxpayers’ expense. The accusa-
tions against Goldman may only
further those suspicions.

“The S.E.C. suit against Gold-
man, if proven true, will confirm
to people their suspicions about
the total selfishness of these fi-
nancial institutions,” said Steve
Fraser, a Wall Street historian
and author of “Wall Street:
America’s Dream Palace.”
“There’s nothing more damaging
than that. This is way beyond
recklessness. This is way beyond
incompetence. This is cynical,
selfish exploiting.”

On Friday, Goldman’s stock
took a beating, falling 13 percent
and wiping out more than $10 bil-
lion of the company’s market val-
ue. It was a possible sign that in-
vestors fear that the S.E.C. com-
plaint will damage Goldman’s
reputation and its ability to keep
its hands on so many sides of a
trade — a practice that is im-
mensely profitable for the firm.

It is unclear whether the S.E.C.
can prevail against Goldman.
The bank has long maintained
that it puts its clients first and, in
a letter in its latest annual report,
it reiterated that position. Gold-
man said it never “bet against
our clients” in its trades but rath-
er was trying to hedge against

other trading positions. 
The transaction cited in the

S.E.C. complaint cost investors
just over $1 billion, relatively
small by Wall Street standards.

Still, Wall Street analysts said
Goldman and other banks, hav-
ing navigated the financial crisis,
might now face a new kind of
risk: angry investors. Most ma-
jor Wall Street banks also created
collateralized debt obligations,
which are at the heart of the
Goldman case. C.D.O.’s, which
are essentially bundles of securi-
ties backed by mortgages or oth-
er debt securities, turned out to
be among the most toxic invest-
ments ever devised. 

“Any investor who bought
these C.D.O.’s and lost a signif-
icant amount of money is prob-
ably looking at their investment
and wanting to know: what were
the details behind the sale?” said
William Tanona, an analyst at
Collins Stewart. “Will they con-
tact the S.E.C. and say, ‘Here’s
the transaction we participated
in, and we’d love to know who is
on the other side of it?’”

The biggest victim among in-
vestors, the S.E.C. complaint
said, was the Royal Bank of Scot-
land, which inherited a loss of
$841 million after it took over the
Dutch bank ABN Amro. Accord-
ing to a person briefed on the
matter, the Royal Bank, now con-
trolled by the British govern-
ment, is studying the documents
but is not ready to decide wheth-
er to try to recoup money from
Goldman.

The German bank IKB
Deutsche Industriebank, as well
as the German government,
which in 2007 put up billions to
prevent IKB from collapsing, still
seemed to be sorting out who

As the housing market began
to fracture in 2007, senior Gold-
man executives began oversee-
ing the mortgage department
closely, said four former Gold-
man Sachs employees, who
spoke on the condition they not
be identified because of the sensi-
tivity of the matter.

Senior executives routinely
visited the unit. Among them
were David A. Viniar, the chief fi-
nancial officer; Gary D. Cohn,
then the co-president; and Pablo
Salame, a sales and trading exec-
utive, these former employees
said. Even Goldman’s chief exec-
utive, Lloyd C. Blankfein, got in-
volved. 

Top executives met routinely
with Dan Sparks, the head of the
mortgage trading unit, who re-
tired in spring 2008. Managers in-
structed several traders to sell
housing-related investments. In-
deed, they urged Mr. Tourre and
a colleague, Jonathan Egol, to
place more bets against mort-
gage investments, the former
employees said. 

A Goldman spokesman said
Saturday that the top executives
were not involved in the approval
process for Abacus, the deal cited
by the S.E.C., and that their in-
volvement with the mortgage de-
partment in 2007 was related to
their desire to counterbalance
the positive bets on housing the
banks had already made. 

Mr. Blankfein has already been
questioned by a Congressional
commission about the toxic vehi-
cles Goldman devised and sold,
even as the bank realized the
housing market was in trouble.

Recent public statements
made by Mr. Blankfein seem to
conflict with the S.E.C. account.

In testimony in January before
the Financial Crisis Inquiry Com-
mission, the panel appointed by
Congress to examine the causes
of the crisis, for example, he de-
scribed Goldman’s approach to
dealing with its clients: “Of
course, we have an obligation to
fully disclose what an instrument
is and to be honest in our deal-
ings, but we are not managing
somebody else’s money.” 

But the S.E.C. complaint says
Goldman misled investors who
bought one of the bank’s Abacus
deals. The bank failed to tell them
the mortgage bonds underpin-
ning the investment had been se-
lected by a hedge fund manager
who wanted to bet against the in-
vestment, the S.E.C. says. Those
bonds were especially vulnera-
ble, the commission says. 

BRENDAN McDERMID/REUTERS

The main office of Goldman Sachs in Lower Manhattan. The company could face a drawn-out, messy and public legal battle.

For Goldman Sachs, a Deal’s Stakes Keep Growing
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A Congressional panel has questioned Lloyd Blankfein, the
chief executive of Goldman Sachs, about some of its products.

A challenge for a
bank that says it 
puts its clients first.

From Page 1

Graham Bowley and Jack Ewing
contributed reporting.

By SHERYL GAY STOLBERG

WASHINGTON — President
Obama on Saturday accused Sen-
ator Mitch McConnell, the Re-
publican leader, of waging a
“cynical and deceptive” attack
against a measure to tighten reg-
ulation of the nation’s financial
system, and vowed to move
ahead on the bill with or without
the minority party’s support.

Mr. Obama used his weekly ad-
dress to make the case for the
bill, which would create a new
consumer protection authority
and impose new rules aimed at
avoiding a repeat of the condi-
tions that led to the economic
meltdown of 2008. Republicans,
led by Mr. McConnell, have as-
serted that the measure would
encourage future bailouts by cre-
ating a fund to rescue companies
whose failure would damage the
broader economy.

Some Democrats have also
raised concerns about that fund,
and the White House has sug-
gested that it is not wedded to it.
During a briefing with reporters
last week, Treasury Secretary
Timothy F. Geithner noted that
the fund was not in the White
House’s original proposal for the
financial legislation. 

Given the White House’s posi-
tion, a spokesman for Mr. McCon-
nell called the president’s com-
ments about the senator “espe-
cially disappointing.”

Mr. Obama, using Mr. McCon-
nell’s title but not his name, sug-
gested that the Republican leader
is being duplicitous, and said Mr.
McConnell had met recently with
top Wall Street executives to talk
about “how to block progress” on
the bill.

“Lo and behold, when he re-
turned to Washington, the Senate
Republican leader came out
against the common-sense re-
forms we’ve proposed,” Mr. Oba-

ma said. “In doing so, he made
the cynical and deceptive asser-
tion that reform would somehow
enable future bailouts — when he
knows that it would do just the
opposite.”

Republicans and Democrats
have been tussling all week over
the measure, with Republicans
threatening to vote not only
against the bill itself but against
allowing it to come to the floor for
debate. Mr. Obama attacked
“special interests” for opposing
the measure, and vowed that
Democrats would move ahead
however they could.

There is broad agreement be-
tween the two parties that tax-
payers should never again have
to bail out financial institutions.
But there is deep disagreement
about the measure being drafted
in the Senate. The bill would es-
tablish a $50 billion “orderly liq-
uidation fund,” financed by as-
sessments on “systemically im-
portant” financial institutions, as
well as banks with at least $50 bil-
lion in assets. The measure would
give the Treasury secretary au-
thority to step in if such “system-
ically important” institutions
were on the verge of failure.

Republicans are concerned
about designating certain large
financial institutions as “system-
ically important,” and say that to
do so would create a foundation
for future bailouts. Democrats
say the measure, approved last
month by the Senate Banking
Committee on a party-line vote,
would not put taxpayers at risk,
because banks themselves would
be financing the rescue fund.

“My hope is that Democrats
and Republicans can find com-
mon ground and move forward
together,” Mr. Obama said in his
address. “But this is certain: one
way or another, we will move for-
ward.”

Obama Accuses the G.O.P.
Of Blocking Fiscal Reform
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might have legal standing to pur-
sue a possible claim.

Goldman faces a dilemma in its
response. Wall Street firms tend
to settle cases like this one, but
Goldman’s statement on Friday
indicated it intended to dig in its
heels and fight, perhaps in part to
discourage suits by investors.
That strategy could set it up for a
long, messy and public battle.

The S.E.C. complaint named
just one Goldman employee: Fa-
brice Tourre, a vice president in
the bank’s mortgage operation
who worked on the questionable
transaction. 

But securities lawyers say Mr.
Tourre appears to be a small fish.
Federal investigators may try to

gain his cooperation and extend
their investigation to other Gold-
man employees. On Friday, Mr.
Tourre’s lawyer did not provide a
comment on the complaint.

A big question is how far up
this might go. The S.E.C. said the
deal in its complaint had been ap-
proved by a panel at Goldman,
the Mortgage Capital Committee. 

“It’s typical that they’d start
with someone lower down on the
chain and try to exert pressure
on that person,” said Bradley D.
Simon of Simon & Partners, a
white-collar defense lawyer in
New York. “Is it really conceiv-
able that no one else was in-
volved in this?” 

than any other on Wall Street.
Goldman — whose controversial
success has leapt from the finan-
cial pages to the cover of Rolling
Stone — has fiercely defended its
actions before, during and after
the financial crisis. On Friday, it
called the S.E.C.’s accusations
“unfounded.” 

Wall Street played a complex
and, at times, seemingly conflict-
ed role in the mortgage collapse.
Goldman and others worked be-
hind the scenes, bundling home
loans into investments for sale to
investors the world over. Even
now, more than 18 months after
Washington rescued the teeter-
ing financial system, no one
knows for sure how much money
was lost on those investments.

The public outcry against the
bank bailouts was driven in part
by suspicions that a heads-we-
win, tails-you-lose ethos per-
vades the financial industry. To
many, that Goldman and others
are once again minting money —
and paying big bonuses to their
employees — is evidence that
Wall Street got a sweet deal at
taxpayers’ expense. The accusa-
tions against Goldman may only
further those suspicions.

“The S.E.C. suit against Gold-
man, if proven true, will confirm
to people their suspicions about
the total selfishness of these fi-
nancial institutions,” said Steve
Fraser, a Wall Street historian
and author of “Wall Street:
America’s Dream Palace.”
“There’s nothing more damaging
than that. This is way beyond
recklessness. This is way beyond
incompetence. This is cynical,
selfish exploiting.”

On Friday, Goldman’s stock
took a beating, falling 13 percent
and wiping out more than $10 bil-
lion of the company’s market val-
ue. It was a possible sign that in-
vestors fear that the S.E.C. com-
plaint will damage Goldman’s
reputation and its ability to keep
its hands on so many sides of a
trade — a practice that is im-
mensely profitable for the firm.

It is unclear whether the S.E.C.
can prevail against Goldman.
The bank has long maintained
that it puts its clients first and, in
a letter in its latest annual report,
it reiterated that position. Gold-
man said it never “bet against
our clients” in its trades but rath-
er was trying to hedge against

other trading positions. 
The transaction cited in the

S.E.C. complaint cost investors
just over $1 billion, relatively
small by Wall Street standards.

Still, Wall Street analysts said
Goldman and other banks, hav-
ing navigated the financial crisis,
might now face a new kind of
risk: angry investors. Most ma-
jor Wall Street banks also created
collateralized debt obligations,
which are at the heart of the
Goldman case. C.D.O.’s, which
are essentially bundles of securi-
ties backed by mortgages or oth-
er debt securities, turned out to
be among the most toxic invest-
ments ever devised. 

“Any investor who bought
these C.D.O.’s and lost a signif-
icant amount of money is prob-
ably looking at their investment
and wanting to know: what were
the details behind the sale?” said
William Tanona, an analyst at
Collins Stewart. “Will they con-
tact the S.E.C. and say, ‘Here’s
the transaction we participated
in, and we’d love to know who is
on the other side of it?’”

The biggest victim among in-
vestors, the S.E.C. complaint
said, was the Royal Bank of Scot-
land, which inherited a loss of
$841 million after it took over the
Dutch bank ABN Amro. Accord-
ing to a person briefed on the
matter, the Royal Bank, now con-
trolled by the British govern-
ment, is studying the documents
but is not ready to decide wheth-
er to try to recoup money from
Goldman.

The German bank IKB
Deutsche Industriebank, as well
as the German government,
which in 2007 put up billions to
prevent IKB from collapsing, still
seemed to be sorting out who

As the housing market began
to fracture in 2007, senior Gold-
man executives began oversee-
ing the mortgage department
closely, said four former Gold-
man Sachs employees, who
spoke on the condition they not
be identified because of the sensi-
tivity of the matter.

Senior executives routinely
visited the unit. Among them
were David A. Viniar, the chief fi-
nancial officer; Gary D. Cohn,
then the co-president; and Pablo
Salame, a sales and trading exec-
utive, these former employees
said. Even Goldman’s chief exec-
utive, Lloyd C. Blankfein, got in-
volved. 

Top executives met routinely
with Dan Sparks, the head of the
mortgage trading unit, who re-
tired in spring 2008. Managers in-
structed several traders to sell
housing-related investments. In-
deed, they urged Mr. Tourre and
a colleague, Jonathan Egol, to
place more bets against mort-
gage investments, the former
employees said. 

A Goldman spokesman said
Saturday that the top executives
were not involved in the approval
process for Abacus, the deal cited
by the S.E.C., and that their in-
volvement with the mortgage de-
partment in 2007 was related to
their desire to counterbalance
the positive bets on housing the
banks had already made. 

Mr. Blankfein has already been
questioned by a Congressional
commission about the toxic vehi-
cles Goldman devised and sold,
even as the bank realized the
housing market was in trouble.

Recent public statements
made by Mr. Blankfein seem to
conflict with the S.E.C. account.

In testimony in January before
the Financial Crisis Inquiry Com-
mission, the panel appointed by
Congress to examine the causes
of the crisis, for example, he de-
scribed Goldman’s approach to
dealing with its clients: “Of
course, we have an obligation to
fully disclose what an instrument
is and to be honest in our deal-
ings, but we are not managing
somebody else’s money.” 

But the S.E.C. complaint says
Goldman misled investors who
bought one of the bank’s Abacus
deals. The bank failed to tell them
the mortgage bonds underpin-
ning the investment had been se-
lected by a hedge fund manager
who wanted to bet against the in-
vestment, the S.E.C. says. Those
bonds were especially vulnera-
ble, the commission says. 

BRENDAN McDERMID/REUTERS

The main office of Goldman Sachs in Lower Manhattan. The company could face a drawn-out, messy and public legal battle.

For Goldman Sachs, a Deal’s Stakes Keep Growing
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A Congressional panel has questioned Lloyd Blankfein, the
chief executive of Goldman Sachs, about some of its products.

A challenge for a
bank that says it 
puts its clients first.
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By SHERYL GAY STOLBERG

WASHINGTON — President
Obama on Saturday accused Sen-
ator Mitch McConnell, the Re-
publican leader, of waging a
“cynical and deceptive” attack
against a measure to tighten reg-
ulation of the nation’s financial
system, and vowed to move
ahead on the bill with or without
the minority party’s support.

Mr. Obama used his weekly ad-
dress to make the case for the
bill, which would create a new
consumer protection authority
and impose new rules aimed at
avoiding a repeat of the condi-
tions that led to the economic
meltdown of 2008. Republicans,
led by Mr. McConnell, have as-
serted that the measure would
encourage future bailouts by cre-
ating a fund to rescue companies
whose failure would damage the
broader economy.

Some Democrats have also
raised concerns about that fund,
and the White House has sug-
gested that it is not wedded to it.
During a briefing with reporters
last week, Treasury Secretary
Timothy F. Geithner noted that
the fund was not in the White
House’s original proposal for the
financial legislation. 

Given the White House’s posi-
tion, a spokesman for Mr. McCon-
nell called the president’s com-
ments about the senator “espe-
cially disappointing.”

Mr. Obama, using Mr. McCon-
nell’s title but not his name, sug-
gested that the Republican leader
is being duplicitous, and said Mr.
McConnell had met recently with
top Wall Street executives to talk
about “how to block progress” on
the bill.

“Lo and behold, when he re-
turned to Washington, the Senate
Republican leader came out
against the common-sense re-
forms we’ve proposed,” Mr. Oba-

ma said. “In doing so, he made
the cynical and deceptive asser-
tion that reform would somehow
enable future bailouts — when he
knows that it would do just the
opposite.”

Republicans and Democrats
have been tussling all week over
the measure, with Republicans
threatening to vote not only
against the bill itself but against
allowing it to come to the floor for
debate. Mr. Obama attacked
“special interests” for opposing
the measure, and vowed that
Democrats would move ahead
however they could.

There is broad agreement be-
tween the two parties that tax-
payers should never again have
to bail out financial institutions.
But there is deep disagreement
about the measure being drafted
in the Senate. The bill would es-
tablish a $50 billion “orderly liq-
uidation fund,” financed by as-
sessments on “systemically im-
portant” financial institutions, as
well as banks with at least $50 bil-
lion in assets. The measure would
give the Treasury secretary au-
thority to step in if such “system-
ically important” institutions
were on the verge of failure.

Republicans are concerned
about designating certain large
financial institutions as “system-
ically important,” and say that to
do so would create a foundation
for future bailouts. Democrats
say the measure, approved last
month by the Senate Banking
Committee on a party-line vote,
would not put taxpayers at risk,
because banks themselves would
be financing the rescue fund.

“My hope is that Democrats
and Republicans can find com-
mon ground and move forward
together,” Mr. Obama said in his
address. “But this is certain: one
way or another, we will move for-
ward.”

Obama Accuses the G.O.P.
Of Blocking Fiscal Reform
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might have legal standing to pur-
sue a possible claim.

Goldman faces a dilemma in its
response. Wall Street firms tend
to settle cases like this one, but
Goldman’s statement on Friday
indicated it intended to dig in its
heels and fight, perhaps in part to
discourage suits by investors.
That strategy could set it up for a
long, messy and public battle.

The S.E.C. complaint named
just one Goldman employee: Fa-
brice Tourre, a vice president in
the bank’s mortgage operation
who worked on the questionable
transaction. 

But securities lawyers say Mr.
Tourre appears to be a small fish.
Federal investigators may try to

gain his cooperation and extend
their investigation to other Gold-
man employees. On Friday, Mr.
Tourre’s lawyer did not provide a
comment on the complaint.

A big question is how far up
this might go. The S.E.C. said the
deal in its complaint had been ap-
proved by a panel at Goldman,
the Mortgage Capital Committee. 

“It’s typical that they’d start
with someone lower down on the
chain and try to exert pressure
on that person,” said Bradley D.
Simon of Simon & Partners, a
white-collar defense lawyer in
New York. “Is it really conceiv-
able that no one else was in-
volved in this?” 

than any other on Wall Street.
Goldman — whose controversial
success has leapt from the finan-
cial pages to the cover of Rolling
Stone — has fiercely defended its
actions before, during and after
the financial crisis. On Friday, it
called the S.E.C.’s accusations
“unfounded.” 

Wall Street played a complex
and, at times, seemingly conflict-
ed role in the mortgage collapse.
Goldman and others worked be-
hind the scenes, bundling home
loans into investments for sale to
investors the world over. Even
now, more than 18 months after
Washington rescued the teeter-
ing financial system, no one
knows for sure how much money
was lost on those investments.

The public outcry against the
bank bailouts was driven in part
by suspicions that a heads-we-
win, tails-you-lose ethos per-
vades the financial industry. To
many, that Goldman and others
are once again minting money —
and paying big bonuses to their
employees — is evidence that
Wall Street got a sweet deal at
taxpayers’ expense. The accusa-
tions against Goldman may only
further those suspicions.

“The S.E.C. suit against Gold-
man, if proven true, will confirm
to people their suspicions about
the total selfishness of these fi-
nancial institutions,” said Steve
Fraser, a Wall Street historian
and author of “Wall Street:
America’s Dream Palace.”
“There’s nothing more damaging
than that. This is way beyond
recklessness. This is way beyond
incompetence. This is cynical,
selfish exploiting.”

On Friday, Goldman’s stock
took a beating, falling 13 percent
and wiping out more than $10 bil-
lion of the company’s market val-
ue. It was a possible sign that in-
vestors fear that the S.E.C. com-
plaint will damage Goldman’s
reputation and its ability to keep
its hands on so many sides of a
trade — a practice that is im-
mensely profitable for the firm.

It is unclear whether the S.E.C.
can prevail against Goldman.
The bank has long maintained
that it puts its clients first and, in
a letter in its latest annual report,
it reiterated that position. Gold-
man said it never “bet against
our clients” in its trades but rath-
er was trying to hedge against

other trading positions. 
The transaction cited in the

S.E.C. complaint cost investors
just over $1 billion, relatively
small by Wall Street standards.

Still, Wall Street analysts said
Goldman and other banks, hav-
ing navigated the financial crisis,
might now face a new kind of
risk: angry investors. Most ma-
jor Wall Street banks also created
collateralized debt obligations,
which are at the heart of the
Goldman case. C.D.O.’s, which
are essentially bundles of securi-
ties backed by mortgages or oth-
er debt securities, turned out to
be among the most toxic invest-
ments ever devised. 

“Any investor who bought
these C.D.O.’s and lost a signif-
icant amount of money is prob-
ably looking at their investment
and wanting to know: what were
the details behind the sale?” said
William Tanona, an analyst at
Collins Stewart. “Will they con-
tact the S.E.C. and say, ‘Here’s
the transaction we participated
in, and we’d love to know who is
on the other side of it?’”

The biggest victim among in-
vestors, the S.E.C. complaint
said, was the Royal Bank of Scot-
land, which inherited a loss of
$841 million after it took over the
Dutch bank ABN Amro. Accord-
ing to a person briefed on the
matter, the Royal Bank, now con-
trolled by the British govern-
ment, is studying the documents
but is not ready to decide wheth-
er to try to recoup money from
Goldman.

The German bank IKB
Deutsche Industriebank, as well
as the German government,
which in 2007 put up billions to
prevent IKB from collapsing, still
seemed to be sorting out who

As the housing market began
to fracture in 2007, senior Gold-
man executives began oversee-
ing the mortgage department
closely, said four former Gold-
man Sachs employees, who
spoke on the condition they not
be identified because of the sensi-
tivity of the matter.

Senior executives routinely
visited the unit. Among them
were David A. Viniar, the chief fi-
nancial officer; Gary D. Cohn,
then the co-president; and Pablo
Salame, a sales and trading exec-
utive, these former employees
said. Even Goldman’s chief exec-
utive, Lloyd C. Blankfein, got in-
volved. 

Top executives met routinely
with Dan Sparks, the head of the
mortgage trading unit, who re-
tired in spring 2008. Managers in-
structed several traders to sell
housing-related investments. In-
deed, they urged Mr. Tourre and
a colleague, Jonathan Egol, to
place more bets against mort-
gage investments, the former
employees said. 

A Goldman spokesman said
Saturday that the top executives
were not involved in the approval
process for Abacus, the deal cited
by the S.E.C., and that their in-
volvement with the mortgage de-
partment in 2007 was related to
their desire to counterbalance
the positive bets on housing the
banks had already made. 

Mr. Blankfein has already been
questioned by a Congressional
commission about the toxic vehi-
cles Goldman devised and sold,
even as the bank realized the
housing market was in trouble.

Recent public statements
made by Mr. Blankfein seem to
conflict with the S.E.C. account.

In testimony in January before
the Financial Crisis Inquiry Com-
mission, the panel appointed by
Congress to examine the causes
of the crisis, for example, he de-
scribed Goldman’s approach to
dealing with its clients: “Of
course, we have an obligation to
fully disclose what an instrument
is and to be honest in our deal-
ings, but we are not managing
somebody else’s money.” 

But the S.E.C. complaint says
Goldman misled investors who
bought one of the bank’s Abacus
deals. The bank failed to tell them
the mortgage bonds underpin-
ning the investment had been se-
lected by a hedge fund manager
who wanted to bet against the in-
vestment, the S.E.C. says. Those
bonds were especially vulnera-
ble, the commission says. 

BRENDAN McDERMID/REUTERS

The main office of Goldman Sachs in Lower Manhattan. The company could face a drawn-out, messy and public legal battle.

For Goldman Sachs, a Deal’s Stakes Keep Growing
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A Congressional panel has questioned Lloyd Blankfein, the
chief executive of Goldman Sachs, about some of its products.

A challenge for a
bank that says it 
puts its clients first.
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By SHERYL GAY STOLBERG

WASHINGTON — President
Obama on Saturday accused Sen-
ator Mitch McConnell, the Re-
publican leader, of waging a
“cynical and deceptive” attack
against a measure to tighten reg-
ulation of the nation’s financial
system, and vowed to move
ahead on the bill with or without
the minority party’s support.

Mr. Obama used his weekly ad-
dress to make the case for the
bill, which would create a new
consumer protection authority
and impose new rules aimed at
avoiding a repeat of the condi-
tions that led to the economic
meltdown of 2008. Republicans,
led by Mr. McConnell, have as-
serted that the measure would
encourage future bailouts by cre-
ating a fund to rescue companies
whose failure would damage the
broader economy.

Some Democrats have also
raised concerns about that fund,
and the White House has sug-
gested that it is not wedded to it.
During a briefing with reporters
last week, Treasury Secretary
Timothy F. Geithner noted that
the fund was not in the White
House’s original proposal for the
financial legislation. 

Given the White House’s posi-
tion, a spokesman for Mr. McCon-
nell called the president’s com-
ments about the senator “espe-
cially disappointing.”

Mr. Obama, using Mr. McCon-
nell’s title but not his name, sug-
gested that the Republican leader
is being duplicitous, and said Mr.
McConnell had met recently with
top Wall Street executives to talk
about “how to block progress” on
the bill.

“Lo and behold, when he re-
turned to Washington, the Senate
Republican leader came out
against the common-sense re-
forms we’ve proposed,” Mr. Oba-

ma said. “In doing so, he made
the cynical and deceptive asser-
tion that reform would somehow
enable future bailouts — when he
knows that it would do just the
opposite.”

Republicans and Democrats
have been tussling all week over
the measure, with Republicans
threatening to vote not only
against the bill itself but against
allowing it to come to the floor for
debate. Mr. Obama attacked
“special interests” for opposing
the measure, and vowed that
Democrats would move ahead
however they could.

There is broad agreement be-
tween the two parties that tax-
payers should never again have
to bail out financial institutions.
But there is deep disagreement
about the measure being drafted
in the Senate. The bill would es-
tablish a $50 billion “orderly liq-
uidation fund,” financed by as-
sessments on “systemically im-
portant” financial institutions, as
well as banks with at least $50 bil-
lion in assets. The measure would
give the Treasury secretary au-
thority to step in if such “system-
ically important” institutions
were on the verge of failure.

Republicans are concerned
about designating certain large
financial institutions as “system-
ically important,” and say that to
do so would create a foundation
for future bailouts. Democrats
say the measure, approved last
month by the Senate Banking
Committee on a party-line vote,
would not put taxpayers at risk,
because banks themselves would
be financing the rescue fund.

“My hope is that Democrats
and Republicans can find com-
mon ground and move forward
together,” Mr. Obama said in his
address. “But this is certain: one
way or another, we will move for-
ward.”

Obama Accuses the G.O.P.
Of Blocking Fiscal Reform
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might have legal standing to pur-
sue a possible claim.

Goldman faces a dilemma in its
response. Wall Street firms tend
to settle cases like this one, but
Goldman’s statement on Friday
indicated it intended to dig in its
heels and fight, perhaps in part to
discourage suits by investors.
That strategy could set it up for a
long, messy and public battle.

The S.E.C. complaint named
just one Goldman employee: Fa-
brice Tourre, a vice president in
the bank’s mortgage operation
who worked on the questionable
transaction. 

But securities lawyers say Mr.
Tourre appears to be a small fish.
Federal investigators may try to

gain his cooperation and extend
their investigation to other Gold-
man employees. On Friday, Mr.
Tourre’s lawyer did not provide a
comment on the complaint.

A big question is how far up
this might go. The S.E.C. said the
deal in its complaint had been ap-
proved by a panel at Goldman,
the Mortgage Capital Committee. 

“It’s typical that they’d start
with someone lower down on the
chain and try to exert pressure
on that person,” said Bradley D.
Simon of Simon & Partners, a
white-collar defense lawyer in
New York. “Is it really conceiv-
able that no one else was in-
volved in this?” 

than any other on Wall Street.
Goldman — whose controversial
success has leapt from the finan-
cial pages to the cover of Rolling
Stone — has fiercely defended its
actions before, during and after
the financial crisis. On Friday, it
called the S.E.C.’s accusations
“unfounded.” 

Wall Street played a complex
and, at times, seemingly conflict-
ed role in the mortgage collapse.
Goldman and others worked be-
hind the scenes, bundling home
loans into investments for sale to
investors the world over. Even
now, more than 18 months after
Washington rescued the teeter-
ing financial system, no one
knows for sure how much money
was lost on those investments.

The public outcry against the
bank bailouts was driven in part
by suspicions that a heads-we-
win, tails-you-lose ethos per-
vades the financial industry. To
many, that Goldman and others
are once again minting money —
and paying big bonuses to their
employees — is evidence that
Wall Street got a sweet deal at
taxpayers’ expense. The accusa-
tions against Goldman may only
further those suspicions.

“The S.E.C. suit against Gold-
man, if proven true, will confirm
to people their suspicions about
the total selfishness of these fi-
nancial institutions,” said Steve
Fraser, a Wall Street historian
and author of “Wall Street:
America’s Dream Palace.”
“There’s nothing more damaging
than that. This is way beyond
recklessness. This is way beyond
incompetence. This is cynical,
selfish exploiting.”

On Friday, Goldman’s stock
took a beating, falling 13 percent
and wiping out more than $10 bil-
lion of the company’s market val-
ue. It was a possible sign that in-
vestors fear that the S.E.C. com-
plaint will damage Goldman’s
reputation and its ability to keep
its hands on so many sides of a
trade — a practice that is im-
mensely profitable for the firm.

It is unclear whether the S.E.C.
can prevail against Goldman.
The bank has long maintained
that it puts its clients first and, in
a letter in its latest annual report,
it reiterated that position. Gold-
man said it never “bet against
our clients” in its trades but rath-
er was trying to hedge against

other trading positions. 
The transaction cited in the

S.E.C. complaint cost investors
just over $1 billion, relatively
small by Wall Street standards.

Still, Wall Street analysts said
Goldman and other banks, hav-
ing navigated the financial crisis,
might now face a new kind of
risk: angry investors. Most ma-
jor Wall Street banks also created
collateralized debt obligations,
which are at the heart of the
Goldman case. C.D.O.’s, which
are essentially bundles of securi-
ties backed by mortgages or oth-
er debt securities, turned out to
be among the most toxic invest-
ments ever devised. 

“Any investor who bought
these C.D.O.’s and lost a signif-
icant amount of money is prob-
ably looking at their investment
and wanting to know: what were
the details behind the sale?” said
William Tanona, an analyst at
Collins Stewart. “Will they con-
tact the S.E.C. and say, ‘Here’s
the transaction we participated
in, and we’d love to know who is
on the other side of it?’”

The biggest victim among in-
vestors, the S.E.C. complaint
said, was the Royal Bank of Scot-
land, which inherited a loss of
$841 million after it took over the
Dutch bank ABN Amro. Accord-
ing to a person briefed on the
matter, the Royal Bank, now con-
trolled by the British govern-
ment, is studying the documents
but is not ready to decide wheth-
er to try to recoup money from
Goldman.

The German bank IKB
Deutsche Industriebank, as well
as the German government,
which in 2007 put up billions to
prevent IKB from collapsing, still
seemed to be sorting out who

As the housing market began
to fracture in 2007, senior Gold-
man executives began oversee-
ing the mortgage department
closely, said four former Gold-
man Sachs employees, who
spoke on the condition they not
be identified because of the sensi-
tivity of the matter.

Senior executives routinely
visited the unit. Among them
were David A. Viniar, the chief fi-
nancial officer; Gary D. Cohn,
then the co-president; and Pablo
Salame, a sales and trading exec-
utive, these former employees
said. Even Goldman’s chief exec-
utive, Lloyd C. Blankfein, got in-
volved. 

Top executives met routinely
with Dan Sparks, the head of the
mortgage trading unit, who re-
tired in spring 2008. Managers in-
structed several traders to sell
housing-related investments. In-
deed, they urged Mr. Tourre and
a colleague, Jonathan Egol, to
place more bets against mort-
gage investments, the former
employees said. 

A Goldman spokesman said
Saturday that the top executives
were not involved in the approval
process for Abacus, the deal cited
by the S.E.C., and that their in-
volvement with the mortgage de-
partment in 2007 was related to
their desire to counterbalance
the positive bets on housing the
banks had already made. 

Mr. Blankfein has already been
questioned by a Congressional
commission about the toxic vehi-
cles Goldman devised and sold,
even as the bank realized the
housing market was in trouble.

Recent public statements
made by Mr. Blankfein seem to
conflict with the S.E.C. account.

In testimony in January before
the Financial Crisis Inquiry Com-
mission, the panel appointed by
Congress to examine the causes
of the crisis, for example, he de-
scribed Goldman’s approach to
dealing with its clients: “Of
course, we have an obligation to
fully disclose what an instrument
is and to be honest in our deal-
ings, but we are not managing
somebody else’s money.” 

But the S.E.C. complaint says
Goldman misled investors who
bought one of the bank’s Abacus
deals. The bank failed to tell them
the mortgage bonds underpin-
ning the investment had been se-
lected by a hedge fund manager
who wanted to bet against the in-
vestment, the S.E.C. says. Those
bonds were especially vulnera-
ble, the commission says. 

BRENDAN McDERMID/REUTERS

The main office of Goldman Sachs in Lower Manhattan. The company could face a drawn-out, messy and public legal battle.

For Goldman Sachs, a Deal’s Stakes Keep Growing
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A Congressional panel has questioned Lloyd Blankfein, the
chief executive of Goldman Sachs, about some of its products.

A challenge for a
bank that says it 
puts its clients first.
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Graham Bowley and Jack Ewing
contributed reporting.

By SHERYL GAY STOLBERG

WASHINGTON — President
Obama on Saturday accused Sen-
ator Mitch McConnell, the Re-
publican leader, of waging a
“cynical and deceptive” attack
against a measure to tighten reg-
ulation of the nation’s financial
system, and vowed to move
ahead on the bill with or without
the minority party’s support.

Mr. Obama used his weekly ad-
dress to make the case for the
bill, which would create a new
consumer protection authority
and impose new rules aimed at
avoiding a repeat of the condi-
tions that led to the economic
meltdown of 2008. Republicans,
led by Mr. McConnell, have as-
serted that the measure would
encourage future bailouts by cre-
ating a fund to rescue companies
whose failure would damage the
broader economy.

Some Democrats have also
raised concerns about that fund,
and the White House has sug-
gested that it is not wedded to it.
During a briefing with reporters
last week, Treasury Secretary
Timothy F. Geithner noted that
the fund was not in the White
House’s original proposal for the
financial legislation. 

Given the White House’s posi-
tion, a spokesman for Mr. McCon-
nell called the president’s com-
ments about the senator “espe-
cially disappointing.”

Mr. Obama, using Mr. McCon-
nell’s title but not his name, sug-
gested that the Republican leader
is being duplicitous, and said Mr.
McConnell had met recently with
top Wall Street executives to talk
about “how to block progress” on
the bill.

“Lo and behold, when he re-
turned to Washington, the Senate
Republican leader came out
against the common-sense re-
forms we’ve proposed,” Mr. Oba-

ma said. “In doing so, he made
the cynical and deceptive asser-
tion that reform would somehow
enable future bailouts — when he
knows that it would do just the
opposite.”

Republicans and Democrats
have been tussling all week over
the measure, with Republicans
threatening to vote not only
against the bill itself but against
allowing it to come to the floor for
debate. Mr. Obama attacked
“special interests” for opposing
the measure, and vowed that
Democrats would move ahead
however they could.

There is broad agreement be-
tween the two parties that tax-
payers should never again have
to bail out financial institutions.
But there is deep disagreement
about the measure being drafted
in the Senate. The bill would es-
tablish a $50 billion “orderly liq-
uidation fund,” financed by as-
sessments on “systemically im-
portant” financial institutions, as
well as banks with at least $50 bil-
lion in assets. The measure would
give the Treasury secretary au-
thority to step in if such “system-
ically important” institutions
were on the verge of failure.

Republicans are concerned
about designating certain large
financial institutions as “system-
ically important,” and say that to
do so would create a foundation
for future bailouts. Democrats
say the measure, approved last
month by the Senate Banking
Committee on a party-line vote,
would not put taxpayers at risk,
because banks themselves would
be financing the rescue fund.

“My hope is that Democrats
and Republicans can find com-
mon ground and move forward
together,” Mr. Obama said in his
address. “But this is certain: one
way or another, we will move for-
ward.”

Obama Accuses the G.O.P.
Of Blocking Fiscal Reform
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might have legal standing to pur-
sue a possible claim.

Goldman faces a dilemma in its
response. Wall Street firms tend
to settle cases like this one, but
Goldman’s statement on Friday
indicated it intended to dig in its
heels and fight, perhaps in part to
discourage suits by investors.
That strategy could set it up for a
long, messy and public battle.

The S.E.C. complaint named
just one Goldman employee: Fa-
brice Tourre, a vice president in
the bank’s mortgage operation
who worked on the questionable
transaction. 

But securities lawyers say Mr.
Tourre appears to be a small fish.
Federal investigators may try to

gain his cooperation and extend
their investigation to other Gold-
man employees. On Friday, Mr.
Tourre’s lawyer did not provide a
comment on the complaint.

A big question is how far up
this might go. The S.E.C. said the
deal in its complaint had been ap-
proved by a panel at Goldman,
the Mortgage Capital Committee. 

“It’s typical that they’d start
with someone lower down on the
chain and try to exert pressure
on that person,” said Bradley D.
Simon of Simon & Partners, a
white-collar defense lawyer in
New York. “Is it really conceiv-
able that no one else was in-
volved in this?” 

than any other on Wall Street.
Goldman — whose controversial
success has leapt from the finan-
cial pages to the cover of Rolling
Stone — has fiercely defended its
actions before, during and after
the financial crisis. On Friday, it
called the S.E.C.’s accusations
“unfounded.” 

Wall Street played a complex
and, at times, seemingly conflict-
ed role in the mortgage collapse.
Goldman and others worked be-
hind the scenes, bundling home
loans into investments for sale to
investors the world over. Even
now, more than 18 months after
Washington rescued the teeter-
ing financial system, no one
knows for sure how much money
was lost on those investments.

The public outcry against the
bank bailouts was driven in part
by suspicions that a heads-we-
win, tails-you-lose ethos per-
vades the financial industry. To
many, that Goldman and others
are once again minting money —
and paying big bonuses to their
employees — is evidence that
Wall Street got a sweet deal at
taxpayers’ expense. The accusa-
tions against Goldman may only
further those suspicions.

“The S.E.C. suit against Gold-
man, if proven true, will confirm
to people their suspicions about
the total selfishness of these fi-
nancial institutions,” said Steve
Fraser, a Wall Street historian
and author of “Wall Street:
America’s Dream Palace.”
“There’s nothing more damaging
than that. This is way beyond
recklessness. This is way beyond
incompetence. This is cynical,
selfish exploiting.”

On Friday, Goldman’s stock
took a beating, falling 13 percent
and wiping out more than $10 bil-
lion of the company’s market val-
ue. It was a possible sign that in-
vestors fear that the S.E.C. com-
plaint will damage Goldman’s
reputation and its ability to keep
its hands on so many sides of a
trade — a practice that is im-
mensely profitable for the firm.

It is unclear whether the S.E.C.
can prevail against Goldman.
The bank has long maintained
that it puts its clients first and, in
a letter in its latest annual report,
it reiterated that position. Gold-
man said it never “bet against
our clients” in its trades but rath-
er was trying to hedge against

other trading positions. 
The transaction cited in the

S.E.C. complaint cost investors
just over $1 billion, relatively
small by Wall Street standards.

Still, Wall Street analysts said
Goldman and other banks, hav-
ing navigated the financial crisis,
might now face a new kind of
risk: angry investors. Most ma-
jor Wall Street banks also created
collateralized debt obligations,
which are at the heart of the
Goldman case. C.D.O.’s, which
are essentially bundles of securi-
ties backed by mortgages or oth-
er debt securities, turned out to
be among the most toxic invest-
ments ever devised. 

“Any investor who bought
these C.D.O.’s and lost a signif-
icant amount of money is prob-
ably looking at their investment
and wanting to know: what were
the details behind the sale?” said
William Tanona, an analyst at
Collins Stewart. “Will they con-
tact the S.E.C. and say, ‘Here’s
the transaction we participated
in, and we’d love to know who is
on the other side of it?’”

The biggest victim among in-
vestors, the S.E.C. complaint
said, was the Royal Bank of Scot-
land, which inherited a loss of
$841 million after it took over the
Dutch bank ABN Amro. Accord-
ing to a person briefed on the
matter, the Royal Bank, now con-
trolled by the British govern-
ment, is studying the documents
but is not ready to decide wheth-
er to try to recoup money from
Goldman.

The German bank IKB
Deutsche Industriebank, as well
as the German government,
which in 2007 put up billions to
prevent IKB from collapsing, still
seemed to be sorting out who

As the housing market began
to fracture in 2007, senior Gold-
man executives began oversee-
ing the mortgage department
closely, said four former Gold-
man Sachs employees, who
spoke on the condition they not
be identified because of the sensi-
tivity of the matter.

Senior executives routinely
visited the unit. Among them
were David A. Viniar, the chief fi-
nancial officer; Gary D. Cohn,
then the co-president; and Pablo
Salame, a sales and trading exec-
utive, these former employees
said. Even Goldman’s chief exec-
utive, Lloyd C. Blankfein, got in-
volved. 

Top executives met routinely
with Dan Sparks, the head of the
mortgage trading unit, who re-
tired in spring 2008. Managers in-
structed several traders to sell
housing-related investments. In-
deed, they urged Mr. Tourre and
a colleague, Jonathan Egol, to
place more bets against mort-
gage investments, the former
employees said. 

A Goldman spokesman said
Saturday that the top executives
were not involved in the approval
process for Abacus, the deal cited
by the S.E.C., and that their in-
volvement with the mortgage de-
partment in 2007 was related to
their desire to counterbalance
the positive bets on housing the
banks had already made. 

Mr. Blankfein has already been
questioned by a Congressional
commission about the toxic vehi-
cles Goldman devised and sold,
even as the bank realized the
housing market was in trouble.

Recent public statements
made by Mr. Blankfein seem to
conflict with the S.E.C. account.

In testimony in January before
the Financial Crisis Inquiry Com-
mission, the panel appointed by
Congress to examine the causes
of the crisis, for example, he de-
scribed Goldman’s approach to
dealing with its clients: “Of
course, we have an obligation to
fully disclose what an instrument
is and to be honest in our deal-
ings, but we are not managing
somebody else’s money.” 

But the S.E.C. complaint says
Goldman misled investors who
bought one of the bank’s Abacus
deals. The bank failed to tell them
the mortgage bonds underpin-
ning the investment had been se-
lected by a hedge fund manager
who wanted to bet against the in-
vestment, the S.E.C. says. Those
bonds were especially vulnera-
ble, the commission says. 

BRENDAN McDERMID/REUTERS

The main office of Goldman Sachs in Lower Manhattan. The company could face a drawn-out, messy and public legal battle.

For Goldman Sachs, a Deal’s Stakes Keep Growing
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A Congressional panel has questioned Lloyd Blankfein, the
chief executive of Goldman Sachs, about some of its products.

A challenge for a
bank that says it 
puts its clients first.
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By SHERYL GAY STOLBERG

WASHINGTON — President
Obama on Saturday accused Sen-
ator Mitch McConnell, the Re-
publican leader, of waging a
“cynical and deceptive” attack
against a measure to tighten reg-
ulation of the nation’s financial
system, and vowed to move
ahead on the bill with or without
the minority party’s support.

Mr. Obama used his weekly ad-
dress to make the case for the
bill, which would create a new
consumer protection authority
and impose new rules aimed at
avoiding a repeat of the condi-
tions that led to the economic
meltdown of 2008. Republicans,
led by Mr. McConnell, have as-
serted that the measure would
encourage future bailouts by cre-
ating a fund to rescue companies
whose failure would damage the
broader economy.

Some Democrats have also
raised concerns about that fund,
and the White House has sug-
gested that it is not wedded to it.
During a briefing with reporters
last week, Treasury Secretary
Timothy F. Geithner noted that
the fund was not in the White
House’s original proposal for the
financial legislation. 

Given the White House’s posi-
tion, a spokesman for Mr. McCon-
nell called the president’s com-
ments about the senator “espe-
cially disappointing.”

Mr. Obama, using Mr. McCon-
nell’s title but not his name, sug-
gested that the Republican leader
is being duplicitous, and said Mr.
McConnell had met recently with
top Wall Street executives to talk
about “how to block progress” on
the bill.

“Lo and behold, when he re-
turned to Washington, the Senate
Republican leader came out
against the common-sense re-
forms we’ve proposed,” Mr. Oba-

ma said. “In doing so, he made
the cynical and deceptive asser-
tion that reform would somehow
enable future bailouts — when he
knows that it would do just the
opposite.”

Republicans and Democrats
have been tussling all week over
the measure, with Republicans
threatening to vote not only
against the bill itself but against
allowing it to come to the floor for
debate. Mr. Obama attacked
“special interests” for opposing
the measure, and vowed that
Democrats would move ahead
however they could.

There is broad agreement be-
tween the two parties that tax-
payers should never again have
to bail out financial institutions.
But there is deep disagreement
about the measure being drafted
in the Senate. The bill would es-
tablish a $50 billion “orderly liq-
uidation fund,” financed by as-
sessments on “systemically im-
portant” financial institutions, as
well as banks with at least $50 bil-
lion in assets. The measure would
give the Treasury secretary au-
thority to step in if such “system-
ically important” institutions
were on the verge of failure.

Republicans are concerned
about designating certain large
financial institutions as “system-
ically important,” and say that to
do so would create a foundation
for future bailouts. Democrats
say the measure, approved last
month by the Senate Banking
Committee on a party-line vote,
would not put taxpayers at risk,
because banks themselves would
be financing the rescue fund.

“My hope is that Democrats
and Republicans can find com-
mon ground and move forward
together,” Mr. Obama said in his
address. “But this is certain: one
way or another, we will move for-
ward.”

Obama Accuses the G.O.P.
Of Blocking Fiscal Reform
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Late Edition
Today, intervals of clouds and sun-
shine, slightly milder, high 60. To-
night, partly cloudy, low 44. Tomor-
row, sunshine, pleasant, high 65.
Weather map appears on Page D8.
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By LISA W. FODERARO

Not long ago education schools
had a virtual monopoly on the
teaching profession. They dictat-
ed how and when people became
teachers by offering coursework,
arranging apprenticeships and
granting master’s degrees.

But now those schools are feel-
ing under siege. Officials in
Washington, D.C., and New York
State, where some of the best-
known education schools are lo-
cated, have stepped up criticisms
that the schools are still too fo-
cused on theory and not enough
on the craft of effective teaching. 

In an ever-tightening job mar-
ket, their graduates are compet-
ing with the products of alterna-
tive programs like Teach for
America, which puts recent col-
lege graduates into teaching jobs
without previous teaching expe-
rience or education coursework.

And this week, the New York
State Board of Regents could de-
liver the biggest blow. It will vote
on whether to greatly expand the
role of the alternative organiza-
tions by allowing them to create
their own master’s degree pro-
grams. At the extreme, the pro-
posal could make education
schools extraneous.

“In a lot of respects, what the
Regents have done is the ghost of
Christmas future,” said Arthur
Levine, a former president of 

Alternate Path 
For Teachers 
Gains Ground

Continued on Page A21

By LYDIA POLGREEN

HARIDWAR, India — The sun
slumbered well beneath the hori-
zon, but Swami Ramdev had
been up for hours. Swathed in a
saffron loincloth, he led his
charges, a few hundred devotees
in this holy city on the Ganges
River and tens of millions more
watching on television, through a
rapid-fire series of yoga poses.

“If you sweat this much in the
morning, you will never get old,”
he shouted, the Chiclet-white
dazzle of his smile undimmed by
the wild bush of his beard. His
own 50-ish body, lithe and supple
as it whipped through the poses,
underscored the point. 

Without skipping a beat, Swa-
mi Ramdev, who as one of India’s
most popular and influential gu-
rus has reintroduced yoga to In-
dia’s masses, segued seamlessly
into his latest passion: politics. 

“We clean up our bodies,” he
cried. “Then we will clean up our
democracy!” 

Swami Ramdev plans to do for
the body politic what he has al-
ready done to the country’s
creaky physiques: whip it into

shape. He announced last month
that he would found a political
party that would field candidates
for each of the 543 parliamentary
seats in India’s next general elec-
tion in 2014. 

“What the people need is hon-
est, brave and responsible lead-
ership,” he said in an interview at
the sprawling campus of his rap-
idly expanding yoga, natural
foods and medicine empire in
northern India. The country’s po-
litical system is riddled with cor-
ruption and riven by the deep di-

Indian Who Built Yoga Empire
Starts Work on the Body Politic

KUNI TAKAHASHI FOR THE NEW YORK TIMES

Swami Ramdev says his goal
is to cleanse Indian politics. 

Continued on Page A3

By ANDREA ELLIOTT

When President Obama took
the stage in Cairo last June,
promising a new relationship
with the Islamic world, Muslims
in America wondered only half-
jokingly whether the overture in-
cluded them. After all, Mr. Oba-
ma had kept his distance during
the campaign, never visiting an
American mosque and describing

the false claim that he was Mus-
lim as a “smear” on his Web site. 

Nearly a year later, Mr. Obama
has yet to set foot in an American
mosque. And he still has not met
with Muslim and Arab-American
leaders. But less publicly, his ad-
ministration has reached out to
this politically isolated constitu-
ency in a sustained and widening
effort that has left even skeptics
surprised. 

Muslim and Arab-American

advocates have participated in
policy discussions and received
briefings from top White House
aides and other officials on health
care legislation, foreign policy,
the economy, immigration and
national security. They have met
privately with a senior White
House adviser, Valerie Jarrett,
Homeland Security Secretary
Janet Napolitano and Attorney
General Eric H. Holder Jr. to dis-
cuss civil liberties concerns and
counterterrorism strategy. 

The impact of this continuing
dialogue is difficult to measure,
but White House officials cited
several recent government ac-
tions that were influenced, in
part, by the discussions. The
meeting with Ms. Napolitano was
among many factors that contrib-
uted to the government’s deci-
sion this month to end a policy
subjecting passengers from 14
countries, most of them Muslim,
to additional scrutiny at airports,
the officials said. 

That emergency directive, en-
acted after a failed Dec. 25 bomb-
ing plot, has been replaced with a
new set of intelligence-based pro-
tocols that law enforcement offi-
cials consider more effective.

Also this month, Tariq Rama-
dan, a prominent Muslim aca-

White House Quietly Courts Muslims in U.S.

Continued on Page A16
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Thousands gathered for an emotional funeral service for Presi-
dent Lech Kaczynski and his wife, Maria, in Krakow. Page A8.

Poland Says Farewell 

By JACKIE CALMES

WASHINGTON — With the
Senate scheduled to begin debate
on a financial overhaul bill this
week, the fraud suit against the
Wall Street titan Goldman Sachs
has emboldened Democrats to
ratchet up pressure on Repub-
licans who oppose the Obama ad-
ministration’s proposal.

In a sign of the Democrats’ in-
creasing confidence that they
have the better of the argument
in an election year defined by
voter anger at big banks and bail-
outs, White House officials said
Sunday that President Obama
would take his campaign for a
regulatory overhaul on the road
in coming weeks.

That campaign will resemble
his push that helped the health
care bill past its final hurdles.

Mr. Obama in effect has made
the measure’s fate a highly per-
sonal showdown with the Senate
Republican leader, Mitch McCon-

nell of Kentucky. Over the last 15
months, Mr. McConnell has
sought to defeat each of the Dem-
ocratic president’s domestic pri-
orities in turn.

In a televised appearance on
Sunday, Mr. McConnell asserted
that Mr. Obama was “trying to
politicize this issue,” and stoutly
defended his argument in recent
days that the Democratic bill
would institutionalize taxpayer
bailouts of big banks. On Satur-
day, Mr. Obama used his weekly
radio and Internet address to de-

Democrats Seize on Oversight

Continued on Page B9

By LOUISE STORY

Tensions were rising inside
Goldman Sachs. 

It was late 2006, and an argu-
ment had broken out inside the
Wall Street bank’s prized mort-
gage unit — a dispute that would
reach all the way up to the execu-
tive suite. 

One camp of traders was in-
sisting that the American hous-
ing market was safe. Another
thought it was poised for col-
lapse.

Among those who saw disaster
looming were an effusive young
Frenchman, Fabrice P. Tourre,
and his quiet colleague, Jonathan
M. Egol, the mastermind behind
a series of mortgage deals known
as the Abacus investments. 

Their elite mortgage unit is
now at the center of allegations
that Goldman and Mr. Tourre, 31,
defrauded investors with one of
those complex deals. 

The Securities and Exchange
Commission filed a civil fraud
suit on Friday that essentially
says that Goldman built the fi-
nancial equivalent of a time
bomb and then sold it to unwit-
ting investors. Mr. Egol, 40, was

not named in the S.E.C.’s suit.
Goldman has vowed to fight

the S.E.C. But the allegations
have left many on Wall Street
wondering how far the investiga-
tion might spread inside Gold-
man and perhaps beyond.

Pressure on Goldman mounted
on Sunday as two members of
Congress and Gordon Brown,
Britain’s prime minister, called
for investigations into the bank’s
role in the mortgage market.
Germany also said it was consid-
ering legal action against the
bank. [Page B1.] 

Mr. Tourre was the only person
named in the S.E.C. suit. But ac-
cording to interviews with eight
former Goldman employees, sen-
ior bank executives played a piv-
otal role in overseeing the mort-
gage unit just as the housing
market began to go south. These
people spoke on the condition
that they not be named so as not
to jeopardize business relation-
ships or to anger executives at
Goldman, viewed as the most
powerful bank on Wall Street. 

According to these people, ex-

Top Leaders at Goldman
Had a Role in Mortgages 

Ex-Employees Say Executives Kept Watch 
as Mortgage Unit Set Its Strategy

Continued on Page B9

By JAD MOUAWAD
and NICOLA CLARK

As Europe grounded most air-
line flights for a fourth day on
Sunday because of a volcanic ash
cloud spreading from Iceland, in-
creasingly desperate airlines ran
test flights to show that flying
was safe and pressed aviation au-
thorities to loosen the flight ban.

Airlines complained that Euro-
pean governments were over-
reacting to the threat, relying on
incomplete data from computer
models rather than real-world
safety tests in the air above Eu-
rope. In a blunt statement Sun-
day, representatives of Europe’s
airlines and airports called for
“an immediate reassessment of
the present restrictions.”

Europe’s transportation minis-
ters decided to meet in Brussels
on Monday to discuss how and
when to get planes back in the
air. 

“It is clear that this is not sus-
tainable,” the European Union’s
transport commissioner, Siim
Kallas, told reporters in Brussels.
“We cannot just wait until this
ash cloud dissipates.”

Europe remained a scene of
travel chaos, with deserted air-
ports and grounded planes;
stranded travelers stormed ports
and bus and train stations. Lon-
don’s St. Pancras train station,
where Eurostar trains leave for
Paris and Brussels, was packed
with people anxious to find a way
to Continental Europe. 

Angela Merkel, the German
chancellor, finally arrived back in
Germany from San Francisco, af-
ter a three-day odyssey through
North Dakota, Portugal and Italy
via plane, armored car and bus.
And one group of intrepid Sa-
maritans tried to evacuate
stranded travelers by dinghy 

AIRLINES PRESS
EUROPE TO EASE

BAN ON FLIGHTS

PLANES TEST RISK OF ASH

Travel Remains Frozen
— Officials to Meet

to Set a Plan 
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NOT LETTING UP In Iceland, the Eyjafjallajokull volcano continued to erupt Sunday, feeding a cloud
of ash hanging above much of Europe. The disruption to air travel has left people stranded at air-
ports the world over. Two travelers, below, spent another day waiting Sunday in Hong Kong.
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LIFE CLOSE TO NORMAL In much of Iceland, the
source of the ash plumes over Europe, the air
has been clear and life has remained close to
normal after the eruption. PAGE A11

MODERN DUNKIRK FIZZLES Britons in inflat-
able boats tried to ferry volcano-stranded
countrymen from France, but the French reso-
lutely said “non!” to them. PAGE A10

STRANDED ON BOTH SIDES Some European
film stars might not make it to the Tribeca
Film Festival, and travelers at Kennedy air-
port looked for other ways home. PAGE A11

Most of the health care overhaul has yet
to take effect, but many doctors are al-
ready facing one new task: they find
themselves having to answer questions
from patients about a law that many do
not understand themselves, and that
they may have opposed. PAGE A12
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Puzzling Over Health Care
Samuel Clemens, the literary genius
who, as Mark Twain, wrote “The Adven-
tures of Huckleberry Finn,” was a tal-
ented critic as well. The proof has resid-
ed, mostly unnoticed, in a small library
in Redding, Conn., that holds hundreds
of his personal books. PAGE A17
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Literary Lion, but Also a Critic

A deliberately disheveled revival of the
1983 musical “La Cage aux Folles”
opens on Broadway, starring Kelsey
Grammer and, above, Douglas Hodge. A
review by Ben Brantley. PAGE C1
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Those Guys in Dresses Return
Defense Secretary Robert M. Gates ac-
knowledged writing a memo raising
questions about Iran policy, but said his
goal was to contribute to a “timely deci-
sion-making process.” PAGE A6
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Gates Explains Memo on Iran
People StyleWatch has been a success
by tossing out old notions of what maga-
zine editorial pages should contain and
baldly selling products focused on
cheap, mass-market fashion. PAGE B1
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Magazine’s Pitch Is a Winner

Tips for the Working Golfer
Bill Pennington starts a new round of
videos on learning to improve one’s golf
game, this time discussing with Annika
Sorenstam how to train for the season
without leaving the office. Blog posts
will look at how to get ready for the
coming year on the links. 
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Pope Benedict XVI greeting nuns in
Malta. He also met privately with a
small group of victims of sexual abuse
by priests, his first such encounter since
the latest wave of scandal enveloped the
Roman Catholic Church. PAGE A4
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Late Edition
Today, intervals of clouds and sun-
shine, slightly milder, high 60. To-
night, partly cloudy, low 44. Tomor-
row, sunshine, pleasant, high 65.
Weather map appears on Page D8.
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By LISA W. FODERARO

Not long ago education schools
had a virtual monopoly on the
teaching profession. They dictat-
ed how and when people became
teachers by offering coursework,
arranging apprenticeships and
granting master’s degrees.

But now those schools are feel-
ing under siege. Officials in
Washington, D.C., and New York
State, where some of the best-
known education schools are lo-
cated, have stepped up criticisms
that the schools are still too fo-
cused on theory and not enough
on the craft of effective teaching. 

In an ever-tightening job mar-
ket, their graduates are compet-
ing with the products of alterna-
tive programs like Teach for
America, which puts recent col-
lege graduates into teaching jobs
without previous teaching expe-
rience or education coursework.

And this week, the New York
State Board of Regents could de-
liver the biggest blow. It will vote
on whether to greatly expand the
role of the alternative organiza-
tions by allowing them to create
their own master’s degree pro-
grams. At the extreme, the pro-
posal could make education
schools extraneous.

“In a lot of respects, what the
Regents have done is the ghost of
Christmas future,” said Arthur
Levine, a former president of 

Alternate Path 
For Teachers 
Gains Ground

Continued on Page A21

By LYDIA POLGREEN

HARIDWAR, India — The sun
slumbered well beneath the hori-
zon, but Swami Ramdev had
been up for hours. Swathed in a
saffron loincloth, he led his
charges, a few hundred devotees
in this holy city on the Ganges
River and tens of millions more
watching on television, through a
rapid-fire series of yoga poses.

“If you sweat this much in the
morning, you will never get old,”
he shouted, the Chiclet-white
dazzle of his smile undimmed by
the wild bush of his beard. His
own 50-ish body, lithe and supple
as it whipped through the poses,
underscored the point. 

Without skipping a beat, Swa-
mi Ramdev, who as one of India’s
most popular and influential gu-
rus has reintroduced yoga to In-
dia’s masses, segued seamlessly
into his latest passion: politics. 

“We clean up our bodies,” he
cried. “Then we will clean up our
democracy!” 

Swami Ramdev plans to do for
the body politic what he has al-
ready done to the country’s
creaky physiques: whip it into

shape. He announced last month
that he would found a political
party that would field candidates
for each of the 543 parliamentary
seats in India’s next general elec-
tion in 2014. 

“What the people need is hon-
est, brave and responsible lead-
ership,” he said in an interview at
the sprawling campus of his rap-
idly expanding yoga, natural
foods and medicine empire in
northern India. The country’s po-
litical system is riddled with cor-
ruption and riven by the deep di-

Indian Who Built Yoga Empire
Starts Work on the Body Politic

KUNI TAKAHASHI FOR THE NEW YORK TIMES

Swami Ramdev says his goal
is to cleanse Indian politics. 

Continued on Page A3

By ANDREA ELLIOTT

When President Obama took
the stage in Cairo last June,
promising a new relationship
with the Islamic world, Muslims
in America wondered only half-
jokingly whether the overture in-
cluded them. After all, Mr. Oba-
ma had kept his distance during
the campaign, never visiting an
American mosque and describing

the false claim that he was Mus-
lim as a “smear” on his Web site. 

Nearly a year later, Mr. Obama
has yet to set foot in an American
mosque. And he still has not met
with Muslim and Arab-American
leaders. But less publicly, his ad-
ministration has reached out to
this politically isolated constitu-
ency in a sustained and widening
effort that has left even skeptics
surprised. 

Muslim and Arab-American

advocates have participated in
policy discussions and received
briefings from top White House
aides and other officials on health
care legislation, foreign policy,
the economy, immigration and
national security. They have met
privately with a senior White
House adviser, Valerie Jarrett,
Homeland Security Secretary
Janet Napolitano and Attorney
General Eric H. Holder Jr. to dis-
cuss civil liberties concerns and
counterterrorism strategy. 

The impact of this continuing
dialogue is difficult to measure,
but White House officials cited
several recent government ac-
tions that were influenced, in
part, by the discussions. The
meeting with Ms. Napolitano was
among many factors that contrib-
uted to the government’s deci-
sion this month to end a policy
subjecting passengers from 14
countries, most of them Muslim,
to additional scrutiny at airports,
the officials said. 

That emergency directive, en-
acted after a failed Dec. 25 bomb-
ing plot, has been replaced with a
new set of intelligence-based pro-
tocols that law enforcement offi-
cials consider more effective.

Also this month, Tariq Rama-
dan, a prominent Muslim aca-

White House Quietly Courts Muslims in U.S.

Continued on Page A16
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Thousands gathered for an emotional funeral service for Presi-
dent Lech Kaczynski and his wife, Maria, in Krakow. Page A8.

Poland Says Farewell 

By JACKIE CALMES

WASHINGTON — With the
Senate scheduled to begin debate
on a financial overhaul bill this
week, the fraud suit against the
Wall Street titan Goldman Sachs
has emboldened Democrats to
ratchet up pressure on Repub-
licans who oppose the Obama ad-
ministration’s proposal.

In a sign of the Democrats’ in-
creasing confidence that they
have the better of the argument
in an election year defined by
voter anger at big banks and bail-
outs, White House officials said
Sunday that President Obama
would take his campaign for a
regulatory overhaul on the road
in coming weeks.

That campaign will resemble
his push that helped the health
care bill past its final hurdles.

Mr. Obama in effect has made
the measure’s fate a highly per-
sonal showdown with the Senate
Republican leader, Mitch McCon-

nell of Kentucky. Over the last 15
months, Mr. McConnell has
sought to defeat each of the Dem-
ocratic president’s domestic pri-
orities in turn.

In a televised appearance on
Sunday, Mr. McConnell asserted
that Mr. Obama was “trying to
politicize this issue,” and stoutly
defended his argument in recent
days that the Democratic bill
would institutionalize taxpayer
bailouts of big banks. On Satur-
day, Mr. Obama used his weekly
radio and Internet address to de-

Democrats Seize on Oversight

Continued on Page B9

By LOUISE STORY

Tensions were rising inside
Goldman Sachs. 

It was late 2006, and an argu-
ment had broken out inside the
Wall Street bank’s prized mort-
gage unit — a dispute that would
reach all the way up to the execu-
tive suite. 

One camp of traders was in-
sisting that the American hous-
ing market was safe. Another
thought it was poised for col-
lapse.

Among those who saw disaster
looming were an effusive young
Frenchman, Fabrice P. Tourre,
and his quiet colleague, Jonathan
M. Egol, the mastermind behind
a series of mortgage deals known
as the Abacus investments. 

Their elite mortgage unit is
now at the center of allegations
that Goldman and Mr. Tourre, 31,
defrauded investors with one of
those complex deals. 

The Securities and Exchange
Commission filed a civil fraud
suit on Friday that essentially
says that Goldman built the fi-
nancial equivalent of a time
bomb and then sold it to unwit-
ting investors. Mr. Egol, 40, was

not named in the S.E.C.’s suit.
Goldman has vowed to fight

the S.E.C. But the allegations
have left many on Wall Street
wondering how far the investiga-
tion might spread inside Gold-
man and perhaps beyond.

Pressure on Goldman mounted
on Sunday as two members of
Congress and Gordon Brown,
Britain’s prime minister, called
for investigations into the bank’s
role in the mortgage market.
Germany also said it was consid-
ering legal action against the
bank. [Page B1.] 

Mr. Tourre was the only person
named in the S.E.C. suit. But ac-
cording to interviews with eight
former Goldman employees, sen-
ior bank executives played a piv-
otal role in overseeing the mort-
gage unit just as the housing
market began to go south. These
people spoke on the condition
that they not be named so as not
to jeopardize business relation-
ships or to anger executives at
Goldman, viewed as the most
powerful bank on Wall Street. 

According to these people, ex-

Top Leaders at Goldman
Had a Role in Mortgages 

Ex-Employees Say Executives Kept Watch 
as Mortgage Unit Set Its Strategy

Continued on Page B9

By JAD MOUAWAD
and NICOLA CLARK

As Europe grounded most air-
line flights for a fourth day on
Sunday because of a volcanic ash
cloud spreading from Iceland, in-
creasingly desperate airlines ran
test flights to show that flying
was safe and pressed aviation au-
thorities to loosen the flight ban.

Airlines complained that Euro-
pean governments were over-
reacting to the threat, relying on
incomplete data from computer
models rather than real-world
safety tests in the air above Eu-
rope. In a blunt statement Sun-
day, representatives of Europe’s
airlines and airports called for
“an immediate reassessment of
the present restrictions.”

Europe’s transportation minis-
ters decided to meet in Brussels
on Monday to discuss how and
when to get planes back in the
air. 

“It is clear that this is not sus-
tainable,” the European Union’s
transport commissioner, Siim
Kallas, told reporters in Brussels.
“We cannot just wait until this
ash cloud dissipates.”

Europe remained a scene of
travel chaos, with deserted air-
ports and grounded planes;
stranded travelers stormed ports
and bus and train stations. Lon-
don’s St. Pancras train station,
where Eurostar trains leave for
Paris and Brussels, was packed
with people anxious to find a way
to Continental Europe. 

Angela Merkel, the German
chancellor, finally arrived back in
Germany from San Francisco, af-
ter a three-day odyssey through
North Dakota, Portugal and Italy
via plane, armored car and bus.
And one group of intrepid Sa-
maritans tried to evacuate
stranded travelers by dinghy 
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NOT LETTING UP In Iceland, the Eyjafjallajokull volcano continued to erupt Sunday, feeding a cloud
of ash hanging above much of Europe. The disruption to air travel has left people stranded at air-
ports the world over. Two travelers, below, spent another day waiting Sunday in Hong Kong.
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ed, mostly unnoticed, in a small library
in Redding, Conn., that holds hundreds
of his personal books. PAGE A17
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ecutives up to and including
Lloyd C. Blankfein, the chairman
and chief executive, took an ac-
tive role in overseeing the mort-
gage unit as the tremors in the
housing market began to rever-
berate through the nation’s econ-
omy. It was Goldman’s top lead-
ership, these people say, that fi-
nally ended the dispute on the
mortgage desk by siding with
those who, like Mr. Tourre and
Mr. Egol, believed home prices
would decline. 

Lucas van Praag, a Goldman
spokesman, said that senior ex-
ecutives were not involved in ap-
proving the Abacus deals. He
said that the executives had
sought to balance Goldman’s pos-
itive bets on the mortgage mar-
ket, rather than take an overall
negative view.

Mr. Tourre, who now works for
Goldman in London, declined to
comment, as did Mr. Egol, Mr.
van Praag said. 

Mortgage specialists like those
at Goldman were, in a sense, the
mad scientists of the subprime
era. They devised investments by
bundling together bonds backed
by home loans, a process that en-
abled mortgage lenders to make
even more loans. 

While this sort of financing
helped make loans available, the
most exotic creations also spread
the growing risks inside the
American housing market
throughout the financial world.
When the boom went bust, the re-
sults were disastrous. 

By early 2007, Goldman’s mort-
gage unit had become a hive of
intense activity. By then, the
business had captured the atten-
tion of senior management. In
addition to Mr. Blankfein, Gary
D. Cohn, Goldman’s president,
and David A. Viniar, the chief fi-
nancial officer, visited the mort-
gage unit frequently, often for
hours at a time. 

Such high-level involvement
was unusual elsewhere on Wall
Street, where many executives
spent little time learning the
workings of their mortgage busi-
nesses or how those businesses
might endanger their companies. 

The decision to get rid of posi-

tive bets on mortgages turned
out to be prescient. Unlike most
other Wall Street banks, Gold-
man profited from its mortgage
business as the housing bubble
was inflating and then again
when the bubble burst. 

At the heart of all of this is the
mortgage trading unit that, at its
peak, employed several hundred
people. As recently as 2007, Gold-
man’s mortgage division was
split into 11 subgroups, each with
a specialty, according to an in-
ternal Goldman document that
was provided to The New York
Times by a former employee.

Together, these groups stood
astride the nation’s real estate
market. One group, for instance,
handled actual home loans. An-
other provided mortgage advice.
A third syndicated loans among
banks. And still another handled
commercial real estate. 

During the boom, Goldman’s
mortgage unit was a leader on
Wall Street. In 2006 alone, the
bank underwrote $26 billion of
collateralized debt obligations,
according to Dealogic, a financial
data provider. Many C.D.O.’s
have since turned out to be bad
investments. 

But in 2006, some inside Gold-
man began to worry about the
fragile state of housing. Daniel L.
Sparks, the Texan who ran the
mortgage unit, sided with those
who believed the market was
safe. Two of his traders, Joshua S.
Birnbaum and Michael J. Swen-
son, had placed a big bet that
mortgage bonds would rise in
value.

But this camp clashed with
Goldman sales staff who were
working with hedge funds that
wanted to bet against subprime
mortgages. Mr. Birnbaum told
the team to stop promoting bets
against some mortgage invest-
ments since such trades were
hurting the market and Gold-
man’s own position, according to
two former Goldman employees.

But a few desks away, Mr.
Tourre and Mr. Egol were quietly
working on the Abacus deals.

They were, former colleagues
say, something of an odd couple.
A slight man with a flair for sales-
manship, Mr. Tourre joined Gold-
man in 2001, after coming to the

United States to study business
operations at Stanford. At Gold-
man, he courted investors like
European banks and big hedge
funds. 

The taller Mr. Egol, a specialist
in analytical finance with a quiet
but sometimes intimidating de-
meanor, devised the Abacus in-
vestments. He came to Goldman
after studying aerospace engi-
neering at Princeton and finance
at the Booth School of the Uni-
versity of Chicago. 

What united them was an un-
usually negative view on the
mortgage market. As far back as
2005, they clashed with Goldman
traders who worked with big
mortgage lenders like Country-
wide to buy and package loans.
Their Abacus deals included in-
surancelike protection that would
pay out if certain mortgage bonds
soured. Such credit-default
swaps were not worth much in
2005, when housing was flying
high, but became highly valuable

once the market sputtered. 
“Egol and Fabrice were way

ahead of their time,” said a for-
mer Goldman worker. “They saw
the writing on the wall in this
market as early as 2005.”

Unlike many of their col-

leagues at Goldman and other
banks, they argued that the na-
tion’s mortgage market was far
more interconnected than be-
lieved, former Goldman employ-
ees said. Their view was that if
one group of mortgages or mort-
gage bonds ran into trouble, the
entire market might falter. 

Mr. Tourre and Mr. Egol creat-
ed a way for a prominent hedge

fund manager, John A. Paulson,
to bet against risky mortgages. 

With Mr. Paulson’s help, Gold-
man created an Abacus invest-
ment that, the S.E.C. now says,
was devised to fall apart. By bet-
ting against that Abacus invest-
ment, Mr. Paulson reaped $1 bil-
lion in profit, according to the
S.E.C. Mr. Paulson was not
named in the S.E.C. complaint. 

Goldman’s top ranks changed
its stance on housing in Decem-
ber 2006. In a meeting in a win-
dowless conference room on the
executive floor, Mr. Viniar, the
chief financial officer, and Mr.
Cohn, the president, gathered
about 10 executives for a briefing.
Mr. Sparks, the head of the mort-
gage unit, walked them through
the numbers. The group was
unanimous: Goldman had to re-
duce its exposure to the increas-
ingly troubled mortgage market. 

A few months later, in Febru-
ary 2007, senior executives began
turning up on the trading floor.

The message, one former em-
ployee said, was clear: manage-
ment was watching. 

“They basically said, ‘What
does this department do? Tell us
everything about mortgages,’”
this person said. 

The executives told Mr. Sparks
to tell his traders to sell Gold-
man’s positive bets on housing.
The traders’ short positions —
that is, negative bets, mostly
used to hedge other investments
— were placed in a central trad-
ing account. 

Not everyone was happy about
it. One trader leaving the firm
wrote the mortgage unit a one-
word e-mail message: “good-
bye.” 

Goldman turned over all these
negative positions to Mr. Swen-
son and Mr. Birnbaum, the trad-
ers who had previously been pos-
itive on the market. Along with
Mr. Sparks, they have been cred-
ited for managing the short posi-
tion that yielded a $4 billion profit
for Goldman in 2007. Mr. Sparks
retired in 2008. Mr. Birnbaum
also left in 2008, to start his own
hedge fund. 

But former Goldman employ-
ees said those traders benefited
from the short positions that
were given to them. And their
trading was tightly overseen by
senior executives. 

At one point in the summer of
2007, for instance, Mr. Birnbaum
made a case to Mr. Cohn that
some mortgage assets were
cheap and that Goldman should
let him add $10 billion in positive
bets. Mr. Cohn said no.

Meantime, Goldman managers
instructed Mr. Egol in early 2007
to add insurance against mort-
gage bonds. 

By the third quarter of 2007, the
mortgage unit was minting
money, while Goldman’s rivals
were losing big. 

Mr. Viniar, the chief financial
officer, told analysts that the
mortgage unit was posting
record profits because of its short
bets that mortgage investments
would lose value. 

“Our risk bias in that market
was to be short, and that net
short position was profitable,”
Mr. Viniar said. 

Goldman Executives Described as Staying Close to Mortgage Action
From Page A1
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Gary Cohn, left, and Lloyd Blankfein appeared in a Goldman Sachs 2006 annual report. 

The bank says leaders
didn’t approve deals
faulted by the S.E.C.

ulators would,” she said. “I do
think the S.E.C. got diverted by
that philosophy.”

The S.E.C. has adopted an un-
usually aggressive posture with
Goldman Sachs. Though it in-
formed the company in the mid-
dle of last year that it might face
charges, Goldman did not know
until the news was already out on
Friday that the S.E.C. had filed a
civil fraud lawsuit, according to
people on both sides of the issue
who spoke on the condition of an-
onymity because they were not
authorized to discuss the case.
Goldman was not given the
chance to discuss a settlement or
prepare for the announcement, a
departure from common prac-
tice.

In the long run, the agency’s
reputation will rest more on
whether it can win its case
against Goldman than on its ag-
gressive tone.

The S.E.C. charged last week
that Goldman had created and
sold a mortgage investment that
was secretly intended to fail.
Goldman said the charges were
“completely unfounded in law
and fact,” and that it would “vig-
orously contest them and defend
the firm and its reputation.” Gold-
man said that it lost money on the
transactions at issue.

Goldman has already provided
answers to some of the S.E.C.’s
questions. In the fall Goldman re-
sponded to a Wells notice from
the S.E.C., producing two hefty
filings — a 40-page response on
Sept. 10 and a 16-page response
on Sept. 25. In those filings, Gold-
man said it was common practice
for banks to devise synthetic
C.D.O.’s — collateralized debt ob-
ligations, which are a bundle of
mortgage bonds — to suit an in-
vestor. Goldman cited other
mortgage bundles that other
banks created in partnership
with hedge funds, where the
hedge fund’s role was not dis-
closed. 

Regarding the S.E.C.’S allega-
tion of fraud in a specific Abacus
deal by Goldman that was creat-
ed at the request of the hedge
fund Paulson & Company, in
which Paulson helped select the
toxic securities that went into
that deal, Goldman said, “the
non-disclosure of Paulson’s role

(and its separate hedge in trans-
action with Goldman Sachs) sim-
ply reflected industry practice
not to disclose client names.” In-
deed, it added later that firms
had an ethical “obligation not to
divulge client information.”

Not all of the S.E.C.’s recent ac-
tions have been winners. Last
August, a federal judge in New
York slapped down a proposed
$33 million settlement with Bank
of America over accusations that
it had failed to adequately dis-
close to shareholders details of
the financial condition of Merrill
Lynch as the two were merging.
More than six months later, the
judge reluctantly approved a $150
million settlement, but he com-
plained that it was an insufficient
penalty.

And the commission has been
the subject of three scathing in-
vestigative reports over its fail-
ure to catch irregularities in
some of the biggest investment
debacles in history, including
those involving Lehman Brothers
and Bernard L. Madoff Invest-
ment Securities. It had even re-
ceived tips years ago that Mr.
Madoff was running a Ponzi
scheme but failed to develop a
case against him.

On Friday, the S.E.C. inspector
general faulted the commission
for failing to uncover a possible
$7 billion Ponzi scheme at the
Stanford Financial Group. Al-
though its examiners had discov-
ered evidence of wrongdoing in
2002, the district enforcement di-
vision did not take action, the in-
spector general said. 

Ms. Schapiro said in an in-
terview over the weekend that
the S.E.C. shortcomings noted in
the recent reports had been ad-
dressed in part by the makeover

of the enforcement division.
Mr. Khuzami, the new enforce-

ment director, said one of the
most important changes was
eliminating a rule that required
investigators to get majority ap-
proval of the five-person commis-
sion in order to issue subpoenas,
which has allowed the division to
move more quickly. 

Marcel Kahan, a law professor
at New York University, said the
risk to Goldman’s reputation was
greater than its legal exposure.
For instance, he said that Gold-
man’s stock dropped nearly 13
percent on Friday, causing a
greater loss in market capitaliza-
tion than the worst imaginable
S.E.C. fine.

“I think the negative P.R. for
Goldman is a multiple of the legal
one,” he said. “It’s very bad for
business. You don’t want to get
the impression with your client
that you are doing shady things.”

As a consequence, Professor
Kahan said, Goldman had no in-
centive to settle the case and
would hire the nation’s best law-
yers to try to clear its name. Simi-
larly, he said the S.E.C. had as
much or more to lose, given its
record in the last decade.

But just taking on Goldman
Sachs is a sign the agency is
more certain of its role as a tough
watchdog for the markets, said
Donald C. Langevoort, a law pro-
fessor at Georgetown University
who formerly worked in the of-
fice of the agency’s general coun-
sel. 

“The S.E.C. has long lacked the
kind of resources that would give
them the confidence that they
could take on a Goldman Sachs,”
he said, “because if Goldman
Sachs decides to litigate, you
know it’s going to be a war.”

With Suit,
S.E.C. Puts
Wall Street
On Notice
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Robert Khuzami, the S.E.C. director of enforcement, said this
weekend that the agency was stepping up its investigations.

Andrew Martin contributed re-
porting from New York.

investor who then bet against
them and profited immensely
when the bonds failed.

Even before the Goldman suit,
Democrats had become more as-
sured that they would prevail in
passing the Senate bill. That
would give Mr. Obama another
major achievement once it was
reconciled with legislation the
House approved last year and
sent to him for his signature.

To be sure, the efforts by Mr.
Obama and the Democrats to
step up the pressure on Repub-
licans could backfire and harden
their position. But industry lob-
byists and administration offi-
cials suggested over the weekend
that the controversy surrounding

nounce Mr. McConnell’s claim as
“cynical and deceptive” because
“he knows that it would do just
the opposite.”

Republicans, Democrats and fi-
nancial industry officials were re-
luctant to speculate about the
fallout from the government’s
civil case against Goldman,
which was filed on Friday. Pri-
vately, there was widespread
agreement that the attention to
the Wall Street scandal would
benefit the Democrats’ efforts to
pass the most comprehensive
overhaul of financial regulation
since the Great Depression. 

“I can’t comment on the details
of that investigation or on the
merits,” the Treasury secretary,
Timothy F. Geithner, said on
“Meet the Press” on NBC. “But I
can tell you that I am very confi-
dent that we’re going to have the
votes for a strong package of fi-
nancial reforms that will bring
derivative markets out of the
dark, help protect the taxpayers
from having to fund future bail-
outs and try to make sure we’re
getting Americans some basic
protection against fraud and
abuse.”

Administration officials were
especially unwilling to discuss
the Goldman case because it was
filed by the Securities and Ex-
change Commission, an inde-
pendent federal agency. Also,
they fear that being seen as ex-
ploiting the issue could hurt, es-
pecially amid suggestions from
some Republicans and television
pundits that the lawsuit’s timing
was suspicious, coming so close
to the planned Senate debate on
the financial overhaul bill.

Just before the Goldman law-
suit became public, Mr. McCon-
nell secured 41 Senate Repub-
licans’ signatures on a letter op-
posing the Democrats’ Senate bill
— enough opponents in theory to
keep the bill from coming to the
floor for debate. But now, the na-
tional media attention to the
Goldman case has called that
unanimity into question. 

While Goldman denies any
wrongdoing, the accusations
against the Wall Street power-
house provide real-life evidence
for many Americans’ conviction
that the financial game, as it is
now played, is rigged against
them. The accusations of fraud
involve derivatives, the sort of
complex financial instruments
that helped to lead to the banking
system’s near-collapse in 2008,
and which the pending legislation
would regulate for the first time. 

Goldman is accused of creating
and marketing derivatives tied to
high-risk subprime mortgages,
without telling investors that the
mortgage bonds for the portfolio
had been picked by a billionaire

Goldman would spur continuing
negotiations this week before the
Senate debate on a number of
outstanding differences, like
those on regulating derivatives.

Republicans might remain
united on the Democrats’ first try
to bring the bill to the Senate
floor. But before long, some Re-
publicans could break ranks and
vote to permit debate, rather
than risk filibustering tighter
regulation of big financial firms. 

Senator Scott Brown, the Re-
publican from Massachusetts
who has made a point of show-
casing his independence, said on
Sunday that he would be willing
to work with Democrats on a
compromise version. “We abso-
lutely need to fix certain areas in
financial reform,” Mr. Brown said
on “Face the Nation” on CBS.

And on Monday, Mr. Geithner

will meet with Senator Susan Col-
lins of Maine, who was the last of
the Senate Republicans to agree
to sign Mr. McConnell’s letter op-
posing the Democratic bill. 

Several Republicans on the
Senate Banking Committee have
worked with Democrats on the
committee for the last year on bi-
partisan legislation, despite Mr.
McConnell’s intervention at
times against their talks. Unlike
their actions with the less pop-
ular health care bill, which Re-
publicans felt free to try to block,
Mr. McConnell and other leaders
have been careful to profess their
desire for better regulation, and
not to be seen as defending Wall
Street — despite Democrats’ ef-
forts to paint them that way.

“Look, I don’t know anybody in
the Senate who thinks we ought
not to pass a bill,” Mr. McConnell
said Sunday on CNN’s “State of
the Union.” “The question is,
what’s it going to look like?”

Mr. McConnell was not specific
about his objections to Demo-
crats’ legislation until last week,
when he argued that the Senate
bill would create a “bailout fund”
that would effectively guarantee
future taxpayer rescues.

Democrats have countered
that the $50 billion fund proposed
would be financed by banks and
other institutions, not taxpayers.
The money would be used not to
bail out failed companies, they
point out, but to keep them alive
for customers’ benefit long
enough for the government to
break the companies up and sell
them to investors. 

“Regardless of how the money
is produced, it is a bailout fund
that sort of guarantees in perpe-
tuity that we will be intervening
once again to bail out these big
firms,” Mr. McConnell said on
CNN.

In his appearance on NBC, Mr.
Geithner said assertions that the
overhaul would amount to a bail-
out were “absolutely not true.”

Senator Mark Warner, a Demo-
crat from Virginia who has long
been at the center of bipartisan
negotiations in the banking com-
mittee, said on CNN after the Re-
publican leader’s appearance:
“One of the things that I think is a
bit hypocritical — if there hadn’t
been this fund, there potentially
could be a gap in financing, right
there, where the taxpayers could
again be exposed.”

Mr. McConnell also criticized
Democrats for rushing to the
Senate floor with a bill that had
received a party-line vote in the
banking committee. That vote
came after the committee’s sen-
ior Republican, Richard Shelby of
Alabama, moved to vote on it as
soon as the panel took up the bill,
stunning Democrats, who had ex-
pected more than a week of de-
bate on amendments. 

A lawsuit against a
big bank energizes a
push for reform.

Democrats Seize on Financial Oversight
From Page A1
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ecutives up to and including
Lloyd C. Blankfein, the chairman
and chief executive, took an ac-
tive role in overseeing the mort-
gage unit as the tremors in the
housing market began to rever-
berate through the nation’s econ-
omy. It was Goldman’s top lead-
ership, these people say, that fi-
nally ended the dispute on the
mortgage desk by siding with
those who, like Mr. Tourre and
Mr. Egol, believed home prices
would decline. 

Lucas van Praag, a Goldman
spokesman, said that senior ex-
ecutives were not involved in ap-
proving the Abacus deals. He
said that the executives had
sought to balance Goldman’s pos-
itive bets on the mortgage mar-
ket, rather than take an overall
negative view.

Mr. Tourre, who now works for
Goldman in London, declined to
comment, as did Mr. Egol, Mr.
van Praag said. 

Mortgage specialists like those
at Goldman were, in a sense, the
mad scientists of the subprime
era. They devised investments by
bundling together bonds backed
by home loans, a process that en-
abled mortgage lenders to make
even more loans. 

While this sort of financing
helped make loans available, the
most exotic creations also spread
the growing risks inside the
American housing market
throughout the financial world.
When the boom went bust, the re-
sults were disastrous. 

By early 2007, Goldman’s mort-
gage unit had become a hive of
intense activity. By then, the
business had captured the atten-
tion of senior management. In
addition to Mr. Blankfein, Gary
D. Cohn, Goldman’s president,
and David A. Viniar, the chief fi-
nancial officer, visited the mort-
gage unit frequently, often for
hours at a time. 

Such high-level involvement
was unusual elsewhere on Wall
Street, where many executives
spent little time learning the
workings of their mortgage busi-
nesses or how those businesses
might endanger their companies. 

The decision to get rid of posi-

tive bets on mortgages turned
out to be prescient. Unlike most
other Wall Street banks, Gold-
man profited from its mortgage
business as the housing bubble
was inflating and then again
when the bubble burst. 

At the heart of all of this is the
mortgage trading unit that, at its
peak, employed several hundred
people. As recently as 2007, Gold-
man’s mortgage division was
split into 11 subgroups, each with
a specialty, according to an in-
ternal Goldman document that
was provided to The New York
Times by a former employee.

Together, these groups stood
astride the nation’s real estate
market. One group, for instance,
handled actual home loans. An-
other provided mortgage advice.
A third syndicated loans among
banks. And still another handled
commercial real estate. 

During the boom, Goldman’s
mortgage unit was a leader on
Wall Street. In 2006 alone, the
bank underwrote $26 billion of
collateralized debt obligations,
according to Dealogic, a financial
data provider. Many C.D.O.’s
have since turned out to be bad
investments. 

But in 2006, some inside Gold-
man began to worry about the
fragile state of housing. Daniel L.
Sparks, the Texan who ran the
mortgage unit, sided with those
who believed the market was
safe. Two of his traders, Joshua S.
Birnbaum and Michael J. Swen-
son, had placed a big bet that
mortgage bonds would rise in
value.

But this camp clashed with
Goldman sales staff who were
working with hedge funds that
wanted to bet against subprime
mortgages. Mr. Birnbaum told
the team to stop promoting bets
against some mortgage invest-
ments since such trades were
hurting the market and Gold-
man’s own position, according to
two former Goldman employees.

But a few desks away, Mr.
Tourre and Mr. Egol were quietly
working on the Abacus deals.

They were, former colleagues
say, something of an odd couple.
A slight man with a flair for sales-
manship, Mr. Tourre joined Gold-
man in 2001, after coming to the

United States to study business
operations at Stanford. At Gold-
man, he courted investors like
European banks and big hedge
funds. 

The taller Mr. Egol, a specialist
in analytical finance with a quiet
but sometimes intimidating de-
meanor, devised the Abacus in-
vestments. He came to Goldman
after studying aerospace engi-
neering at Princeton and finance
at the Booth School of the Uni-
versity of Chicago. 

What united them was an un-
usually negative view on the
mortgage market. As far back as
2005, they clashed with Goldman
traders who worked with big
mortgage lenders like Country-
wide to buy and package loans.
Their Abacus deals included in-
surancelike protection that would
pay out if certain mortgage bonds
soured. Such credit-default
swaps were not worth much in
2005, when housing was flying
high, but became highly valuable

once the market sputtered. 
“Egol and Fabrice were way

ahead of their time,” said a for-
mer Goldman worker. “They saw
the writing on the wall in this
market as early as 2005.”

Unlike many of their col-

leagues at Goldman and other
banks, they argued that the na-
tion’s mortgage market was far
more interconnected than be-
lieved, former Goldman employ-
ees said. Their view was that if
one group of mortgages or mort-
gage bonds ran into trouble, the
entire market might falter. 

Mr. Tourre and Mr. Egol creat-
ed a way for a prominent hedge

fund manager, John A. Paulson,
to bet against risky mortgages. 

With Mr. Paulson’s help, Gold-
man created an Abacus invest-
ment that, the S.E.C. now says,
was devised to fall apart. By bet-
ting against that Abacus invest-
ment, Mr. Paulson reaped $1 bil-
lion in profit, according to the
S.E.C. Mr. Paulson was not
named in the S.E.C. complaint. 

Goldman’s top ranks changed
its stance on housing in Decem-
ber 2006. In a meeting in a win-
dowless conference room on the
executive floor, Mr. Viniar, the
chief financial officer, and Mr.
Cohn, the president, gathered
about 10 executives for a briefing.
Mr. Sparks, the head of the mort-
gage unit, walked them through
the numbers. The group was
unanimous: Goldman had to re-
duce its exposure to the increas-
ingly troubled mortgage market. 

A few months later, in Febru-
ary 2007, senior executives began
turning up on the trading floor.

The message, one former em-
ployee said, was clear: manage-
ment was watching. 

“They basically said, ‘What
does this department do? Tell us
everything about mortgages,’”
this person said. 

The executives told Mr. Sparks
to tell his traders to sell Gold-
man’s positive bets on housing.
The traders’ short positions —
that is, negative bets, mostly
used to hedge other investments
— were placed in a central trad-
ing account. 

Not everyone was happy about
it. One trader leaving the firm
wrote the mortgage unit a one-
word e-mail message: “good-
bye.” 

Goldman turned over all these
negative positions to Mr. Swen-
son and Mr. Birnbaum, the trad-
ers who had previously been pos-
itive on the market. Along with
Mr. Sparks, they have been cred-
ited for managing the short posi-
tion that yielded a $4 billion profit
for Goldman in 2007. Mr. Sparks
retired in 2008. Mr. Birnbaum
also left in 2008, to start his own
hedge fund. 

But former Goldman employ-
ees said those traders benefited
from the short positions that
were given to them. And their
trading was tightly overseen by
senior executives. 

At one point in the summer of
2007, for instance, Mr. Birnbaum
made a case to Mr. Cohn that
some mortgage assets were
cheap and that Goldman should
let him add $10 billion in positive
bets. Mr. Cohn said no.

Meantime, Goldman managers
instructed Mr. Egol in early 2007
to add insurance against mort-
gage bonds. 

By the third quarter of 2007, the
mortgage unit was minting
money, while Goldman’s rivals
were losing big. 

Mr. Viniar, the chief financial
officer, told analysts that the
mortgage unit was posting
record profits because of its short
bets that mortgage investments
would lose value. 

“Our risk bias in that market
was to be short, and that net
short position was profitable,”
Mr. Viniar said. 

Goldman Executives Described as Staying Close to Mortgage Action
From Page A1

DANIEL ACKER/BLOOMBERG NEWS

Gary Cohn, left, and Lloyd Blankfein appeared in a Goldman Sachs 2006 annual report. 

The bank says leaders
didn’t approve deals
faulted by the S.E.C.

ulators would,” she said. “I do
think the S.E.C. got diverted by
that philosophy.”

The S.E.C. has adopted an un-
usually aggressive posture with
Goldman Sachs. Though it in-
formed the company in the mid-
dle of last year that it might face
charges, Goldman did not know
until the news was already out on
Friday that the S.E.C. had filed a
civil fraud lawsuit, according to
people on both sides of the issue
who spoke on the condition of an-
onymity because they were not
authorized to discuss the case.
Goldman was not given the
chance to discuss a settlement or
prepare for the announcement, a
departure from common prac-
tice.

In the long run, the agency’s
reputation will rest more on
whether it can win its case
against Goldman than on its ag-
gressive tone.

The S.E.C. charged last week
that Goldman had created and
sold a mortgage investment that
was secretly intended to fail.
Goldman said the charges were
“completely unfounded in law
and fact,” and that it would “vig-
orously contest them and defend
the firm and its reputation.” Gold-
man said that it lost money on the
transactions at issue.

Goldman has already provided
answers to some of the S.E.C.’s
questions. In the fall Goldman re-
sponded to a Wells notice from
the S.E.C., producing two hefty
filings — a 40-page response on
Sept. 10 and a 16-page response
on Sept. 25. In those filings, Gold-
man said it was common practice
for banks to devise synthetic
C.D.O.’s — collateralized debt ob-
ligations, which are a bundle of
mortgage bonds — to suit an in-
vestor. Goldman cited other
mortgage bundles that other
banks created in partnership
with hedge funds, where the
hedge fund’s role was not dis-
closed. 

Regarding the S.E.C.’S allega-
tion of fraud in a specific Abacus
deal by Goldman that was creat-
ed at the request of the hedge
fund Paulson & Company, in
which Paulson helped select the
toxic securities that went into
that deal, Goldman said, “the
non-disclosure of Paulson’s role

(and its separate hedge in trans-
action with Goldman Sachs) sim-
ply reflected industry practice
not to disclose client names.” In-
deed, it added later that firms
had an ethical “obligation not to
divulge client information.”

Not all of the S.E.C.’s recent ac-
tions have been winners. Last
August, a federal judge in New
York slapped down a proposed
$33 million settlement with Bank
of America over accusations that
it had failed to adequately dis-
close to shareholders details of
the financial condition of Merrill
Lynch as the two were merging.
More than six months later, the
judge reluctantly approved a $150
million settlement, but he com-
plained that it was an insufficient
penalty.

And the commission has been
the subject of three scathing in-
vestigative reports over its fail-
ure to catch irregularities in
some of the biggest investment
debacles in history, including
those involving Lehman Brothers
and Bernard L. Madoff Invest-
ment Securities. It had even re-
ceived tips years ago that Mr.
Madoff was running a Ponzi
scheme but failed to develop a
case against him.

On Friday, the S.E.C. inspector
general faulted the commission
for failing to uncover a possible
$7 billion Ponzi scheme at the
Stanford Financial Group. Al-
though its examiners had discov-
ered evidence of wrongdoing in
2002, the district enforcement di-
vision did not take action, the in-
spector general said. 

Ms. Schapiro said in an in-
terview over the weekend that
the S.E.C. shortcomings noted in
the recent reports had been ad-
dressed in part by the makeover

of the enforcement division.
Mr. Khuzami, the new enforce-

ment director, said one of the
most important changes was
eliminating a rule that required
investigators to get majority ap-
proval of the five-person commis-
sion in order to issue subpoenas,
which has allowed the division to
move more quickly. 

Marcel Kahan, a law professor
at New York University, said the
risk to Goldman’s reputation was
greater than its legal exposure.
For instance, he said that Gold-
man’s stock dropped nearly 13
percent on Friday, causing a
greater loss in market capitaliza-
tion than the worst imaginable
S.E.C. fine.

“I think the negative P.R. for
Goldman is a multiple of the legal
one,” he said. “It’s very bad for
business. You don’t want to get
the impression with your client
that you are doing shady things.”

As a consequence, Professor
Kahan said, Goldman had no in-
centive to settle the case and
would hire the nation’s best law-
yers to try to clear its name. Simi-
larly, he said the S.E.C. had as
much or more to lose, given its
record in the last decade.

But just taking on Goldman
Sachs is a sign the agency is
more certain of its role as a tough
watchdog for the markets, said
Donald C. Langevoort, a law pro-
fessor at Georgetown University
who formerly worked in the of-
fice of the agency’s general coun-
sel. 

“The S.E.C. has long lacked the
kind of resources that would give
them the confidence that they
could take on a Goldman Sachs,”
he said, “because if Goldman
Sachs decides to litigate, you
know it’s going to be a war.”

With Suit,
S.E.C. Puts
Wall Street
On Notice
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Robert Khuzami, the S.E.C. director of enforcement, said this
weekend that the agency was stepping up its investigations.

Andrew Martin contributed re-
porting from New York.

investor who then bet against
them and profited immensely
when the bonds failed.

Even before the Goldman suit,
Democrats had become more as-
sured that they would prevail in
passing the Senate bill. That
would give Mr. Obama another
major achievement once it was
reconciled with legislation the
House approved last year and
sent to him for his signature.

To be sure, the efforts by Mr.
Obama and the Democrats to
step up the pressure on Repub-
licans could backfire and harden
their position. But industry lob-
byists and administration offi-
cials suggested over the weekend
that the controversy surrounding

nounce Mr. McConnell’s claim as
“cynical and deceptive” because
“he knows that it would do just
the opposite.”

Republicans, Democrats and fi-
nancial industry officials were re-
luctant to speculate about the
fallout from the government’s
civil case against Goldman,
which was filed on Friday. Pri-
vately, there was widespread
agreement that the attention to
the Wall Street scandal would
benefit the Democrats’ efforts to
pass the most comprehensive
overhaul of financial regulation
since the Great Depression. 

“I can’t comment on the details
of that investigation or on the
merits,” the Treasury secretary,
Timothy F. Geithner, said on
“Meet the Press” on NBC. “But I
can tell you that I am very confi-
dent that we’re going to have the
votes for a strong package of fi-
nancial reforms that will bring
derivative markets out of the
dark, help protect the taxpayers
from having to fund future bail-
outs and try to make sure we’re
getting Americans some basic
protection against fraud and
abuse.”

Administration officials were
especially unwilling to discuss
the Goldman case because it was
filed by the Securities and Ex-
change Commission, an inde-
pendent federal agency. Also,
they fear that being seen as ex-
ploiting the issue could hurt, es-
pecially amid suggestions from
some Republicans and television
pundits that the lawsuit’s timing
was suspicious, coming so close
to the planned Senate debate on
the financial overhaul bill.

Just before the Goldman law-
suit became public, Mr. McCon-
nell secured 41 Senate Repub-
licans’ signatures on a letter op-
posing the Democrats’ Senate bill
— enough opponents in theory to
keep the bill from coming to the
floor for debate. But now, the na-
tional media attention to the
Goldman case has called that
unanimity into question. 

While Goldman denies any
wrongdoing, the accusations
against the Wall Street power-
house provide real-life evidence
for many Americans’ conviction
that the financial game, as it is
now played, is rigged against
them. The accusations of fraud
involve derivatives, the sort of
complex financial instruments
that helped to lead to the banking
system’s near-collapse in 2008,
and which the pending legislation
would regulate for the first time. 

Goldman is accused of creating
and marketing derivatives tied to
high-risk subprime mortgages,
without telling investors that the
mortgage bonds for the portfolio
had been picked by a billionaire

Goldman would spur continuing
negotiations this week before the
Senate debate on a number of
outstanding differences, like
those on regulating derivatives.

Republicans might remain
united on the Democrats’ first try
to bring the bill to the Senate
floor. But before long, some Re-
publicans could break ranks and
vote to permit debate, rather
than risk filibustering tighter
regulation of big financial firms. 

Senator Scott Brown, the Re-
publican from Massachusetts
who has made a point of show-
casing his independence, said on
Sunday that he would be willing
to work with Democrats on a
compromise version. “We abso-
lutely need to fix certain areas in
financial reform,” Mr. Brown said
on “Face the Nation” on CBS.

And on Monday, Mr. Geithner

will meet with Senator Susan Col-
lins of Maine, who was the last of
the Senate Republicans to agree
to sign Mr. McConnell’s letter op-
posing the Democratic bill. 

Several Republicans on the
Senate Banking Committee have
worked with Democrats on the
committee for the last year on bi-
partisan legislation, despite Mr.
McConnell’s intervention at
times against their talks. Unlike
their actions with the less pop-
ular health care bill, which Re-
publicans felt free to try to block,
Mr. McConnell and other leaders
have been careful to profess their
desire for better regulation, and
not to be seen as defending Wall
Street — despite Democrats’ ef-
forts to paint them that way.

“Look, I don’t know anybody in
the Senate who thinks we ought
not to pass a bill,” Mr. McConnell
said Sunday on CNN’s “State of
the Union.” “The question is,
what’s it going to look like?”

Mr. McConnell was not specific
about his objections to Demo-
crats’ legislation until last week,
when he argued that the Senate
bill would create a “bailout fund”
that would effectively guarantee
future taxpayer rescues.

Democrats have countered
that the $50 billion fund proposed
would be financed by banks and
other institutions, not taxpayers.
The money would be used not to
bail out failed companies, they
point out, but to keep them alive
for customers’ benefit long
enough for the government to
break the companies up and sell
them to investors. 

“Regardless of how the money
is produced, it is a bailout fund
that sort of guarantees in perpe-
tuity that we will be intervening
once again to bail out these big
firms,” Mr. McConnell said on
CNN.

In his appearance on NBC, Mr.
Geithner said assertions that the
overhaul would amount to a bail-
out were “absolutely not true.”

Senator Mark Warner, a Demo-
crat from Virginia who has long
been at the center of bipartisan
negotiations in the banking com-
mittee, said on CNN after the Re-
publican leader’s appearance:
“One of the things that I think is a
bit hypocritical — if there hadn’t
been this fund, there potentially
could be a gap in financing, right
there, where the taxpayers could
again be exposed.”

Mr. McConnell also criticized
Democrats for rushing to the
Senate floor with a bill that had
received a party-line vote in the
banking committee. That vote
came after the committee’s sen-
ior Republican, Richard Shelby of
Alabama, moved to vote on it as
soon as the panel took up the bill,
stunning Democrats, who had ex-
pected more than a week of de-
bate on amendments. 
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