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The Goldman Mess
What we think really happened

While the civil action announced by the SEC on Friday will create some major legal issues
for all the large banks and brokers, the impact on our portfolios and the overall market
should be minimal.

Still, understanding what happened might be of interest to some clients, as it is to us, so
for those who want to know more---read on. (we're hoping that many of you have better
things to do!)

The $1 billion CDO in question was “synthetic”---in other words there were no mortgages
or mortgage securities inside the instrument. Just like a futures contract, this CDO was
merely a contract between two parties taking the opposite side of a bet---in this case,
whether certain mortgages would payoff or go bust.

The futures contract analogy is key to understanding this transaction. When you want to
“go long” (or buy) wheat for example, the broker needs to find someone to go short (or
sell) so that a new contract can be created. This happens thousands of times each day, and
it’s been going on for over 100 years.

The new wrinkle added by Goldman and others was to apply this model to the trading of
mortgages.

Goldman had buyers (in this case a German bank) who wanted to invest in the US
mortgage market. They believed that house prices would stabilize or rise later in 2007.
Paulson, the hedge fund operator, wanted to bet on a fall in housing prices. He called
Goldman and said as much and suggested a list of mortgage securities that could be
mimicked in a potential CDO.

All parties in this transaction could only be described as highly sophisticated. The German
banks who wanted to buy more US mortgages wanted a short-cut to the harder work of
finding actual mortgages and so were receptive to the Goldman solution of a “synthetic”
alternative.

The alleged fraud involved not telling the German’s that Paulson wanted to take the other
side of the bet. However, Paulson did not become a well known figure until 2008, when
his winnings from bets like this one netted his partners over 300%. If the Germans had
been told that Paulson was betting against them, their most likely response would have
been, “Who?”

The main point is that sophisticated investors entered into this transaction with strong
opinions about the future of US housing. If house prices had continued to rise, Paulson
would have lost $1 billion instead of making it. Goldman apparently thought Paulson’s
negative view was wrong since they invested with the Germans and lost $90 million in the
process.
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Individual investors should focus on only two points: 1) firms such as Goldman are very
risky investments since no one really knows what they are doing to make a buck, and

2) being a client of Goldman (or any large bank) bears no resemblance to being a client of
Dock Street. The second point needs some explanation.

Seventy percent of Goldman'’s business is trading the firm'’s capital. It would be as if Dock
Street had its own stock portfolio, which was twice as large as the capital we invest for
clients. Would we behave differently if that were the case? Would our clients get the same
attention they get today? If we wanted out of a stock, would our clients be the buyers?

These thoughts and others are on the minds of Goldman clients today. Dock Street clients
can at least take all this off their list of worries.

We keep things simple and clear. Our sole source of revenue is the fees we earn from
managing client assets.

Best regards,

L

Daniel A. Ogden
dogden@dockstreet.net

Dock Street Asset Management, Inc. is an investment adviser registered with the U.S. Securities and
Exchange Commission. You should not assume that any discussion or information contained in this letter
serves as the receipt of, or as a substitute for, personalized investment advice from Dock Street Asset
Management, Inc.

It is published solely for informational purposes and is not to be construed as a solicitation nor does it
constitute advice, investment or otherwise.

To the extent that a reader has questions regarding the applicability of any specific issue discussed above to
their individual situation, they are encouraged to consult with the professional advisor of their choosing.

A copy of our Form ADV Part Il regarding our advisory services and fees is available upon request.

Our comments are an expression of opinion. While we believe our statements to be true, they always depend
on the reliability of our own credible sources. Past performance is no guarantee of future returns.
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