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Abstract

This paper is focused on investment banking  and  analyzes specific 
cases from the past which had major impact on the crises with an aim  to 
find possible solutions to eliminate the existing weaknesses in the finance 
and investments sectors.

Due to the lack of control and supervision, during the last two de-
cades the investment banks exercised enormous freedom and were profit 
oriented taking highly risky trades and investments. These actions put them 
into a very difficult financial situation which did  affect  the whole world 
economy. The root of that is the amendment of the U.S. Glass - Steagall act 
(1999) which allowed intermingling of investment and commercial activi-
ties, the holes in the international standards and the introduction of two new 
products on the market: securitization and derivative trading. The trading 
with derivatives expanded the crises worldwide, turning the US collapse into 
international collapse. The crises took massive measures and drew the entire 
world economy into financial crises and the biggest recession in the history.
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Introduction

The importance of investment banks in the world stage has sig-
nificantly increased compared to their beginnings and expanded their ac-
tivities. 

All of investment bank’s activities contain certain type of risk. 
Investment banks have to deal with business, investment, operational, 
market, legal and compliance risk. To be able to manage the risks and to 
prevent fraud, many regulatory bodies take different measures to ensure 
that work is done in accordance with specified rules and regulation. But, 
different regulations apply to different banking systems. 

Special part of the paper is dedicated to the securitization and de-
rivatives as the major causes of the crisis. This topic will be examined 
through the analysis of two case studies:  Lehman Brothers and Golden 
Sachs. These are ones of the main major players in the US housing crisis 
and therefore, this research will assess their influence on the crises and 
based on that. 

Subsequently, the main question that arises here is whether com-
mercial and investment banks need to function separately and if yes, 
why!? Thus, in order for one to be able to understand the development of 
the 2008 crises, this study has to address this question.

1. THE ROLE OF INVESTMENT BANKS

Investment banks facilitate the flows of funds and the allocation 
of capital between those who are in need of capital and those who have 
money at their disposal to invest. Moreover, investment banks serve as 
intermediaries between the two parties, make the market and regulate the 
price during the transaction. Investment banks operate with high level of 
capital and large scale investments. Moreover, as Liaw (2012) and Morri-
som et all (2008) illustrate, they engage themselves in trading with shares 
warrants, bonds, capital notes and derivatives. They assist companies to 
go public and they participate in transactional banking internationally. 

Investment banks provide various services: Public offering of 
debt and equity securities, private placement of debt and equity securi-
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ties, Mergers and acquisitions, Financial advisory, Fairness options, Struc-
tured finance (securitization), Risk management, Merchant banking, Public 
trading of securities, Trading with derivatives, Wealth management, Other 
investments (private equity, real estates, international investment), Govern-
ment financing, Underwriting debt and equity securities etc.

One can notice that each of investment banking activities encoun-
ters different level of risk and therefore, the profit for the investment bank 
for the allocation of capital and the settling of the price in these transac-
tions varies.

2. SIGNS OF WEAKNESSES IN THE BANKING INDUSTRY AND 
FINANCIAL COLLAPSE

After the removal of the separation of Investment and Commer-
cial banks in 1999, the control over the investment banks was much more 
difficult. Due the different nature of the two types of banking system, the 
regulatory bodies were not able to properly asses the working of the banks. 
Mayer (2009) point out that the level of risk toleration is totally different 
for the both banking systems. Subsequently, the functioning of the systems 
as well as the profile of the customers was totally different. 

The big banks were the leading banks and therefore, their failure 
to comply with the rules and regulations imposed by the regulatory bodies 
created greater and greater tension in the society. 

Given the fact that the investment banks tolerate higher level of 
risk, the commercial banks had very big liberalization in their way of work-
ing. Mayer (2009) points out that the big banks started giving easy housing 
loans to clients by using mortgage securities and collateralized debt obli-
gations. In addition, private agencies started giving loans with mortgage 
securitization. As the prices of the houses begun to rise, more and more 
people demanded the housing mortgages in the USA. The banks and pri-
vate loaners were giving credits without any control 

The rising prices of the houses attracted investors to invest in the 
US housing business. The investors also acted through the big US banks as 
they were both, commercial and investment banks.  Mayer (2009) points 
out that the rating agencies were pumping up the prices even more by giv-
ing very bias valuations and a housing bubble was created, that reached the 
peak in 2004. The asset prices began to fall rapidly. The investors started 
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losing huge amounts of money. Moreover, as the prices went down, the 
people were not liquid enough to repay their debts and the banking system 
started to become very fragile.

In 2007-2008 the credit markets collapsed turning into bankrupt  
hunreds of mortgage lenders. The investment banks and hedge funds were 
encountering loses, as well and trying  to cover the losses they entered into 
borrowings which expanded the bubble. 

3. SECURITIZATION, AN ACTION FOR FINANCIAL 
STRENGTH OR WEAKNESS? 

Another reason for the outburst of the crises was the process of se-
curitization. The aim of the system of the securitization was to protect the 
financial markets of potential crises. However, things went out of control 
and the system which was aimed to protect the US financial market took 
other direction. As the prices rose, there were more and more investors 
and more and more borrowers present on the market. However, what was 
failed to be taken in consideration, as the Federal Deposit Insurance Com-
mission (2007) explains, is the fact that: 

• the shadow market was also developing in parallel with the official 
financial market

• the credit ratings that the issuers performed were inaccurate
• the mixture of investment banking and commercial banking made 

it difficult for regulators to assess the lenders and the issuers which 
resulted with decreased regulation.

• the different kind of existing risks were not adequately calculated 

Subsequently, when the bubble exploded, both the commercial and 
the investment banks were stacked in the middle. Mian and Sufi (2009) 
and the Federal Deposit Insurance Commission (2007) emphasize that the 
borrowers were not liquid to repay the debt and the investors were losing 
money. The securitization took the opposite direction and lead the finan-
cial market to a collapse because the two types of banking systems were 
involved in the same process, so there was no way to assist one another in 
a period of crises. Both, commercial and investment banks have different 
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activities and if they wouldn’t work jointly in the securitization, one of 
them could have acted to help the other one and prevent financial disaster. 
However, as the prices started dropping the entire population was in panic 
and everyone was trying to save oneself, which at the end led to disaster.

4. DERIVATIVES, A NEW OPPORTUNITY,  
OR A TOOL FOR DISASTER?

During the housing bubble, the US banks favored trading with fu-
tures. Every market transaction has three components, trading, clearing 
and settlement. In a future transaction, as Mian and Sufi (2009) point out, 
the trading and clearing happens immediately, but the settlement will only 
occur at a specific future date. When the future matures, an exchange of 
the underlying asset should take place. However, the buyers of the future 
usually close the position before its maturity date and new future contract 
is concluded. 

Mian and Sufi (2009) explain that the US banks used, the real es-
tates as underlying asset of the futures, selling (short position) or buying 
(long position) them. Investors from all around the world started investing 
in futures expecting the prices of the real estate to rise. Closing the po-
sitions before their maturity and trading them further, they expanded the 
trading on global levels.

The prices of the real estate properties were constantly rising and 
the rating agencies were giving favorable valuations. Given the poor work 
of the rating agencies the prices of the real estates were artificially pumped 
up. Subsequently, when the bubble exploded, the prices of the real estates 
started dropping and panic among traders and investors arose. Every per-
son that held a future wanted to sell it as soon as possible which pushed the 
prices of the real estates even more down. 

Given the fact that the futures were transferred from one person 
to another on a global scale, the US crises expanded internationally and 
affected the world economy. 

Consequently, the process of securitization, the trading of deriva-
tives, the intermingling of the investment and commercial banking systems 
and the poor regulatory standards and the rating agencies played a major 
role in the US recession and economic crises and its expansion worldwide. 
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5. CASE OVERVIEW 

In this paper we examine the  two investment banks: Lehman 
Brothers and Golden Sachs in order to analyze the connection between 
investment banking and the economic crises of 2008. The main reason for 
selecting those two banks are:

• Lehman Brothers is was one of the biggest and strongest invest-
ment banks that failed during the housing bubble and as a multina-
tional holding affected the entire world stage. 

• Goldman Sachs is one of the rear cases that survive the housing 
bubble and the crises. Thus, it serves as a good comparison to 
Lehman Brothers. 

How they acted and what preventive measures they have taken 
and how that influenced the world economy is of crucial importance to 
finding out the connection between investment banking and the recession 
of 2008.

5.1. Lehman Brothers

 a) Fraudulent management behavior 

As Augar and Harper (2008) illustrate the complex structure pre-
vented the regulatory bodies to assess the firm’s compliance with the 
banking rules and regulations and encouraged the management team to 
use unacceptable accounting practices in order to earn higher profits. 

Far away from prudent corporate governance, as Lubben (2011) 
emphasizes Lehman modified its financial statements with an aim to 
demonstrate stability to the potential investors and gain their trust. Thus, 
the management team illustrated a strong financial stability of the com-
pany despite of the real situation. Moreover, they used bribery in order to 
cover its activities. Lubben (2011), Augar and Harper (2008) explain that 
the auditors doing company’s financial statements, employees at Ernst & 
Young, participated in the fraudulent practices of the company. They vi-
olated the Sarbenes-Onexely Act and many other rules aimed at strength-
ening external auditing in order to disguise their finishing financial state-
ments which later on created accounting scandals. 
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Another point that brought collapse to the company, as Augar and 
Harper (2008) portray, was the fact that the management board protected 
the individual interest over the interest of the company. They brought de-
cision to increase the compensation bonuses of the senior management ex-
ecutives. Their bonuses increased to 480 million dollars which made Leh-
man’s executives, the executives with the highest level of income. 

Moreover, the company was crossing its own risk limitations and 
performing risky transactions just to gain profits. Lubben (2011) points out 
that the Security Exchange Commission was aware of these practices, how-
ever, due to bribery was ignoring the actions taken by the company. 

As Augar and Harper portray (2008) that all these activities mis-
represented the image of the bank in the public. Subsequently, before its 
failure there was neither time, nor space to do anything to save the bank.

The internal structure was completely weak, but from the outside it 
looked very strong. Given the poor work of the regulatory and rating agen-
cies no loopholes could have been found on timely manner and therefore, 
no bailout strategy could have been developed.

Once the fraudulent behaviour was discovered, the company lost 
the trust from its collaborators and the public. Consequently, when it had 
short-term liquidity problems, no one really wanted to offer help to Leh-
man Brothers, so they had no choice, but to declare bankruptcy. 

b) Risk exposure, lack of regulations and complex capital structure

With its too high leveraging Lehman Brothers entered into a signal-
ing level of credit risk. Randall and McGee (2008) state that the allowed 
leverage level was 60% of its assets, however, the company leveraged over 
90% of its assets. 

With an aim to expand its business operations, Lehman Brothers 
took advantage of very risky investments, which expanded the already ex-
isting investment risk. According to Murphy (2008) and Kimberly (2011), 
independent analysts, one of these investments was the acquiring of Res-
idential Mortgage Backed Securities.  They state that the financial state-
ments of this company failed to illustrate its objective financial situation: 
Residential Mortgage Backed Securities accounted for 8.3 billion dollar 
losses in the process of securitization leading Lehman Brothers closer to 
bankruptcy. 
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In addition, as Randall and McGee (2008) portray, Lehman Broth-
ers decided to enter into the derivative market and to engage in specula-
tions in order to decrease their substantial credit risk. However, by taking 
this step they entered into a trap. Once the prices of the underlying assets 
started dropping, there was almost no way out. The bank encountered tril-
lions of losses due to a default in collateralized debt obligations.

Nonetheless, the engagement in these highly risky activities could 
have been stopped and excessive exposure to risk could have been pre-
vented. However, the regulatory bodies lacked regulations and strong 
structure and therefore, their ability to prevent the crises was limited. In 
addition, they were not even able to apply most of the existing rules and 
regulations to Lehman Brothers because their capital structure was very 
complex and required too many in-depth analyses which gave the compa-
ny additional freedom of action.

c) The global influence of the Lehman Brothers’ collapse 

The bankruptcy of Lehman Brothers caused serious economic 
problems worldwide.  The value of the real estates diminished significant-
ly on the real estate market. Farndale (2008) points out that the receivables 
from the derivatives lost billions of dollars in value. To be exact, 70% of 
the value of all receivables of Lehman Brothers depreciated. Many hedge 
funds lost the value, since they relied on Lehman Brothers, as the market 
leader in the financial world. 

Most of the debts of Lehman Brothers were written off. This 
caused the value of the stocks of many US and foreign companies to drop 
on the exchange market. Farndale (2008) emphasizes that the derivative 
trading, the German Banks immediately experienced instability, reporting 
500 million euros of financial loss. Blute (2010) states that UK investors 
experienced 1.5 to 1.8 billion pounds losses. Japanese banks lost more 
than 2.4 billion yens. Many other countries encountered significant losses 
which caused shock in their economies. 

Consequently, one can notice that the entire world was negative-
ly influenced by collapse of Lehman Brothers. This all could have been 
prevented if the signals would have been taken in consideration by the 
management team of the company, the regulatory bodies and the rating 
agencies.
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5.2. Goldman Sachs

a) Fraudulent management behavior 

The management team of Golden Sachs made similar steps to the 
management team of Lehman Brothers. Gordon (2015) emphasizes that 
they fabricated their financial statements in order to portray a good image 
about themselves on the market which was totally different of what was 
happening in reality. The richer the managers were getting, the more insta-
ble the holding was.

Goldman Sachs was accused for fraud, misrepresentation, inten-
tionally omitting important facts about financial products. The company 
was selling mortgage securities created by hedge-fund firm and it was se-
cretly betting in a sharp drop in the housing prices and market collapse . 
The bank had a power to drive the economy into crisis. These actions made 
the crisis even more severe and the losses devastating. 

b) The influence of Goldman Sachs on 2008 financial crisis and 
its survival

Goldman Sachs survived the crises of 2008, but the main question 
to pose here is: how did they manage to do it!? 

First of all, the company made enormous profits at the beginning 
of the crises. As Carney (2009) portrays while selling mortgage securities, 
the company secretly bet against the housing market. Goldman Sachs was 
playing double game and with good timing and excellent salesmanship as 
many external analysts portray, it managed to survive while the market was 
collapsing. Carney (2009) emphasizes that they managed to find investor 
who bought preferred stocks with a total value of 5 billion dollars. In addi-
tion, the company had close ties with the government given the fact that it 
was providing the US government with finances during the Second World 
War. Subsequently, they managed to obtain loan from the Federal Reserves 
in one day and that help them to overcome the crises. 

Despite its survival, Goldman Sachs had also a negative impact on 
the world economic crises. The double game enabled them to stay in oper-
ations, but their clients encountered huge losses. The double game enabled 
them to stay in operations, but their clients encountered huge losses. Car-
ney (2009) points out that Goldman Sachs sold $40 billion in mortgage 
back securities, but omitted to tell the buyers that they are secretly betting 
that a sharp drop in U.S. housing prices will take place.
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6. IS THERE A NEED FOR SEPARATION BETWEEN 
INVESTMENT AND COMMERCIAL BANKS?

One of the main conclusion of this research is, actually the ques-
tion: Is there a need for separation between investment and commercial 
banks?

One of the main causes of the crises was the amendment of the 
Glass-Steagall Act in 1999 which allowed the bigger banks to function as 
both commercial and investment banks.

Ross (2015) refers to Mark Thornton, Frank Shostak, Robert 
Ekelund and Joseph Stiglitz who blame Gramm-Leach-Bliley for making 
these risky institutions too big to fail. According to Eichengreen (2015) 
many economists considere the risk toleration level of investment banks 
as not necessarily higher than the one of commercial banks because both, 
investment and commercial banks try to minimize risk in order to protect 
themselves and its clients. 

However, despite the contra-argumentation, the history showed 
that the economy is exposed to greater shifts and problems when the two 
banking systems function under one roof. Their separation tends to lead to 
much greater economic stability and smoother flow of money. 

Conclusions

Due to lack of control and supervision, the investment companies 
exercised enormous freedom and were profit oriented taking highly risky 
trades and investments. The hunger for additional profits encouraged the 
managers to engage in fraudulent behavior. These actions put them into 
a very difficult financial situation which did not affect only the financial 
market, but the entire US and world economy. 

The inability of the regulatory body to follow the actions of Leh-
man Brothers, Golden Sachs and many other multinational corporations 
clearly illustrates a weakness into the legal system as well as the rules and 
regulations applicable to the companies from the financial sector.

According to many experts from the field of finance, if all rules and 
regulations were respected and applied properly, the crises wouldn’t have 
been so severe because the companies would have been able to survive. 
Though, the gaps in the international standards would have still caused 
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destabilization in the economy.
From the entire analysis it can be concluded that the biggest world 

economic crises of 2008 was initiated by the collapse of the mortgage mar-
ket, the extremely complicated innovative financial instruments, the bank-
ruptcy of the big banks, the lack of rules and regulations in the banking 
industry and the underperformance of the regulatory bodies. 

Given the freedom, instead of being an example on the market, these 
corporations started engaging into fraudulent behavior and illegal practices. 
They all fabricated their own financial statements in order to gain the public 
support and to increase their reputation and value in the society. The rating 
agencies supported the banks, pumping up their asset-values even more.

Consequently, having an enormous freedom and being preoccupied 
with profits, they neglected the fact that the situation might get critical. 
Most of them did not have back up scenario and when the real estate prices 
started diminishing they started encountering unexpected losses which they 
were not able to cover.

Everything was happening very fast and there was no space for 
intervention. The governments had limited funding and they were not able 
to offer much assistance to the corporations. The trading with derivatives 
expanded the crises worldwide, turning the US collapse into international 
collapse. Billions of dollars were lost; the crises took massive measures 
and drew the entire world economy into financial crises and the biggest 
recession in the history.

Having all that in mind once again we are coming to the question: 
Isn’t there a need for separation between investment and commercial banks? 
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