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» Price: P = a;N min{Cp,Cs}

Chapter 11.2: Introduction of innovations Slide 15 of 23

Theoretical Foundations of Investment Banking



High switching costs

Chapter 11.2: Introduction of innovations

Theoretical Foundations of Investment Bank



High switching costs

> If Cs > Cp, no clients will switch, seller i obtains H%t = a; NC'p if retaining the
innovation

Chapter 11.2: Introduction of innovations Slide 16 of 23

Theoretical Foundations of Investment Ba



High switching costs

> If Cs > Cp, no clients will switch, seller i obtains H%t = o; NC'p if retaining the
innovation

» If selling, they obtain P = o;NCp

Chapter 11.2: Introduction of innovations Slide 16 of 23

Theoretical Foundations of Investment Banking



High switching costs

> If Cs > Cp, no clients will switch, seller i obtains oyt = a; NCp if retaining the
innovation

» If selling, they obtain P = o;NCp
» They sell to the largest bank with o;; > «;

Chapter 11.2: Introduction of innovations Slide 16 of 23

Theoretical Foundations of Investment Banking



High switching costs

> If Cs > Cp, no clients will switch, seller i obtains H%t = o; NC'p if retaining the
innovation

» If selling, they obtain P = o;NCp

They sell to the largest bank with a;; > «;

> Except for the largest bank making the innovation, the innovation will always be
sold

v

Slide 16 of 23

Chapter 11.2: Introduction of innovations

Theoretical Foundations of Investment Banking



High switching costs

> If Cs > Cp, no clients will switch, seller i obtains H%t = o; NC'p if retaining the
innovation

» If selling, they obtain P = o;NCp

They sell to the largest bank with a;; > «;

> Except for the largest bank making the innovation, the innovation will always be
sold

v

Slide 16 of 23

Chapter 11.2: Introduction of innovations

Theoretical Foundations of Investment Banking



Low switching costs

Chapter 11.2: Introduction of innovations

Theoretical Foundations of Investment Bank



Low switching costs

» If Cs < Cp, then the revenue from not selling is
% = ;NCp + (1 — ;) N max {Cp — Cs,0}

Chapter 11.2: Introduction of innovations Slide 17 of 23

Theoretical Foundations of Investment Banking



Low switching costs

» If Cs < Cp, then the revenue from not selling is
H%t =o;NCp + (1 — ;) Nmax {Cp — Cg,0}
> If selling they obtain P = a;NCg

Chapter 11.2: Introduction of innovations Slide 17 of 23

Theoretical Foundations of Investment Banking



Low switching costs

» If Cs < Cp, then the revenue from not selling is
% = ;NCp + (1 — ;) N max {Cp — Cs,0}
> If selling they obtain P = a;NCg

» The investment bank sells the innovation is P > Hg

Slide 17 of 23

Chapter 11.2: Introduction of innovations

Theoretical Foundations of Investment Banking



Low switching costs

» If Cs < Cp, then the revenue from not selling is
H%t =o;NCp + (1 — ;) Nmax {Cp — Cg,0}

> If selling they obtain P = a;NCg

» The investment bank sells the innovation is P > Hjét

» This requires ; < o™ =1 — (1 — ) %IS) <1

Chapter 11.2: Introduction of innovations Slide 17 of 23

Theoretical Foundations of Investment Banking



Low switching costs

» If Cs < Cp, then the revenue from not selling is
H%t =o;NCp + (1 — ;) Nmax {Cp — Cg,0}

If selling they obtain P = a; NCg

The investment bank sells the innovation is P > Hjét

This requires o; < o™ =1— (1 — o) g_zg <1

>
>
>
>

Chapter 11.2: Introduction of innovations Slide 17 of 23

Small banks will prefer to sell the innovation

Theoretical Foundations of Investment Banking



Low switching costs

» If Cs < Cp, then the revenue from not selling is
H%t =a;NCp + (1 — ;) Nmax{Cp — Cg,0}

If selling they obtain P = a; NCg

The investment bank sells the innovation is P > Hjét
This requires o; < o™ =1— (1 — o) g—’; <1

Small banks will prefer to sell the innovation

>
>
>
>
>

Chapter 11.2: Introduction of innovations Slide 17 of 23

The larger the buying investment bank, the larger the seller can be

Theoretical Foundations of Investment Banking



Low switching costs

» If Cs < Cp, then the revenue from not selling is
H%t =a;NCp + (1 — ;) Nmax{Cp — Cg,0}

If selling they obtain P = a; NCg

The investment bank sells the innovation is P > Hjét
This requires o; < o™ =1— (1 — o) g—’; <1

Small banks will prefer to sell the innovation

>
>
>
>
>

Chapter 11.2: Introduction of innovations Slide 17 of 23

The larger the buying investment bank, the larger the seller can be

Theoretical Foundations of Investment Banking



Small banks
©00

B Optimal strategy for small banks

Chapter 11.2: Introduction of innovations

Theoretical Foundations of Investment Bank



Small banks
0e0

Selling, phasing in, immediate release

Chapter 11.2: Introduction of innovations

Theoretical Foundations of Investment Bank



Small banks
0e0

Selling, phasing in, immediate release

> If Cg < Cp, then H%t = NCp > a;NCp and the innovation is not sold but
immediately introduced

Chapter 11.2: Introduction of innovations Slide 19 of 23

Theoretical Foundations of Investment Banking



Small banks
0e0

Selling, phasing in, immediate release

> If Cg < Cp, then Mt = NCp > ajNCp and the innovation is not sold but
immediately introduced

> If a; > o, innovations are phased in

Chapter 11.2: Introduction of innovations Slide 19 of 23

Theoretical Foundations of Investment Banking



Small banks
0e0

Selling, phasing in, immediate release

> If Cg < Cp, then Mt = NCp > ajNCp and the innovation is not sold but
immediately introduced

> If a; > «*, innovations are phased in

> If a; < o™, innovations are sold

Chapter 11.2: Introduction of innovations Slide 19 of 23

Theoretical Foundations of Investment Banking



Small banks
0e0

Selling, phasing in, immediate release

> If Cg < Cp, then Mt = NCp > ajNCp and the innovation is not sold but
immediately introduced

> If a; > «*, innovations are phased in
> If a; < o™, innovations are sold

> If o < a**, innovations are not phased in, but sold

Chapter 11.2: Introduction of innovations Slide 19 of 23

Theoretical Foundations of Investment Banking



Small banks
0e0

Selling, phasing in, immediate release

> If Cg < Cp, then Mt = NCp > ajNCp and the innovation is not sold but
immediately introduced

> If a; > «*, innovations are phased in
> If a; < o™, innovations are sold

> If o < o™, innovations are not phased in, but sold, this requires

S —__P -
o >0 = a7 to be feasible

Chapter 11.2: Introduction of innovations Slide 19 of 23

Theoretical Foundations of Investment Banking



Small banks
0e0

Selling, phasing in, immediate release

> If Cg < Cp, then Mt = NCp > ajNCp and the innovation is not sold but
immediately introduced

> If a; > «*, innovations are phased in
> If a; < o™, innovations are sold
> If o < o™, innovations are not phased in, but sold, this requires

S —__P -
o > o= a7 to be feasible

Chapter 11.2: Introduction of innovations Slide 19 of 23

Theoretical Foundations of Investment Banking



Small banks
ooe

Sale and introduction strategy

Chapter 11.2: Introduction of innovations

Theoretical Foundations of Investment Bank



Small banks
ooe

Sale and introduction strategy

Cs>CD CS<CD

oa; < | o >a

o; < af

o <oy < a**

o > ot

Chapter 11.2: Introduction of innovations Slide 20 of 23

Theoretical Foundations of Investment Banking



Sale and introduction strategy

Small banks
ooe

Cs>C
§omp Cs < Cp
Q; <a a; >a
o; < af immediate introduction

of <o <af

*

o > ot

Chapter 11.2: Introduction of innovations

]

Slide 20 of 23

Theoretical Foundations of Investment Banking



Sale and introduction strategy

Small banks
ooe

Cs>CD

oa; < | o >a

Cs <Cp

o; < af

immediate introduction

o <oy <ot

o > ot

Chapter 11.2: Introduction of innovations

phased

introduction

Slide 20 of 23

Theoretical Foundations of Investment Banking



Sale and introduction strategy

Small banks
ooe

Cs>CD

oa; < | o >a

Cs <Cp

o; < af

immediate introduction

o <oy <ot

o > ot

Chapter 11.2: Introduction of innovations

phased

introduction

sale

Slide 20 of 23

Theoretical Foundations of Investment Banking



Sale and introduction strategy

Small banks
ooe

Cs>CD

oa; < | o >a

Cs <Cp

o; < af

immediate introduction

o <oy <ot

o > ot

Chapter 11.2: Introduction of innovations

phased

introduction

sale

Slide 20 of 23

Theoretical Foundations of Investment Banking



Summary
©000

B Summary

Chapter 11.2: Introduction of innovations Slide 21 of

Theoretical Foundations of Investment Bankin,



Summary
000

Strategies for banks of different sizes

Chapter 11.2: Introduction of innovations Slide 22 of 23

Theoretical Foundations of Investment Banking



Summary
000

Strategies for banks of different sizes

P Investment banks with small market share will always seek to introduce
innovations immediately to gain market share

Chapter 11.2: Introduction of innovations Slide 22 of 23

Theoretical Foundations of Investment Banking



Summary
000

Strategies for banks of different sizes

P Investment banks with small market share will always seek to introduce
innovations immediately to gain market share

» Medium-sized investment banks will either phase in any innovations to extract
more surplus from their clients

Chapter 11.2: Introduction of innovations Slide 22 of 23

Theoretical Foundations of Investment Banking



Summary
000

Strategies for banks of different sizes

P Investment banks with small market share will always seek to introduce
innovations immediately to gain market share

» Medium-sized investment banks will either phase in any innovations to extract
more surplus from their clients, or if a sufficiently large investment bank buys their
innovation, sell it

Chapter 11.2: Introduction of innovations Slide 22 of 23

Theoretical Foundations of Investment Banking



Summary
000

Strategies for banks of different sizes

P Investment banks with small market share will always seek to introduce
innovations immediately to gain market share

» Medium-sized investment banks will either phase in any innovations to extract
more surplus from their clients, or if a sufficiently large investment bank buys their
innovation, sell it

> Large investment banks will phase in innovations but not sell it

Chapter 11.2: Introduction of innovations Slide 22 of 23

Theoretical Foundations of Investment Banking



Summary
000

Strategies for banks of different sizes

P Investment banks with small market share will always seek to introduce
innovations immediately to gain market share

» Medium-sized investment banks will either phase in any innovations to extract
more surplus from their clients, or if a sufficiently large investment bank buys their
innovation, sell it

> Large investment banks will phase in innovations but not sell it

> If switching costs for clients are low, phased introductions are not feasible

Chapter 11.2: Introduction of innovations Slide 22 of 23

Theoretical Foundations of Investment Banking



Summary
000

Strategies for banks of different sizes

P Investment banks with small market share will always seek to introduce
innovations immediately to gain market share

» Medium-sized investment banks will either phase in any innovations to extract
more surplus from their clients, or if a sufficiently large investment bank buys their
innovation, sell it

> Large investment banks will phase in innovations but not sell it

> If switching costs for clients are low, phased introductions are not feasible

Chapter 11.2: Introduction of innovations Slide 22 of 23

Theoretical Foundations of Investment Banking



Summary
0000

Innovative investment banks

Chapter 11.2: Introduction of innovations

Theoretical Foundations of Investment Bank



Summary
0000

Innovative investment banks

» Small investment banks are seen as offering significant innovations

Chapter 11.2: Introduction of innovations Slide 23 of 23

Theoretical Foundations of Investment Ba



Summary
0000

Innovative investment banks

» Small investment banks are seen as offering significant innovations

P Larger investment banks are only making incremental improvements to existing
processes and products

Chapter 11.2: Introduction of innovations Slide 23 of 23

Theoretical Foundations of Investment Ba



Summary
0000

Innovative investment banks

» Small investment banks are seen as offering significant innovations

P Larger investment banks are only making incremental improvements to existing
processes and products

» Mid-sized investment banks are cooperating with larger competitors to spread an
innovation

Chapter 11.2: Introduction of innovations Slide 23 of 23

Theoretical Foundations of Investment Ba




Summary
0000

Innovative investment banks

» Small investment banks are seen as offering significant innovations

P Larger investment banks are only making incremental improvements to existing
processes and products

» Mid-sized investment banks are cooperating with larger competitors to spread an
innovation

Chapter 11.2: Introduction of innovations Slide 23 of 23

Theoretical Foundations of Investment Ba



This presentation is based on
Andreas Krause: Theoretical Foundations of Investment Banking, Springer Verlag 2024
Copyright © 2024 by Andreas Krause

Picture credits:

Cover: The wub, CC BY-SA 4.0 https:/ /creativecommons.org/licenses/by-sa/4.0, via Wikimedia Commons, https:/, kimedi harffr

Back: Seb Tyler, CC BY 3.0 https:/ /creativecommons.org/licenses /by,/3.0, via Wikimedia Commons, https:/ /¢ ikimedia.org/wiki/ File:C: harf.P: Nigh

Andreas Krause
Department of Economics
University of Bath
Claverton Down

Bath BA2 7AY

United Kingdom

E-mail: mnsak@bath.ac.uk

-03-18 jpg



	 
	Problem and model assumptions
	Controversial innovations
	Phasing of innovations
	Selling innovations
	Optimal strategy for small banks
	Summary


