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» We consider the second time period initially, assuming that the employee has
failed its task in time period 1

» His wages are wgg if he is successful, if he fails again he gets wpp

Expected salary: 113, = mwps + (1 — ma) wpp — Co

2
Employees are choosing the optimal success probability by solving My —

Omo
oc
one = WFS — WFF

vV v.v VY

. . . . . 2
Highest effort if wps — wpp is maximized as 837?52 >0
2
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= Investment banks want employees to choose the highest success rate and hence
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> If E> 2 (Vi — V), then IIZH <0

1—mo

Chapter 16.2: Promotion practices Slide 11 of 25

Theoretical Foundations of Investment Banking



After failure
[ofelel ]

Task allocation

» The low-risk task must be profitable HQBL >0, and with wpr = 0 we need
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oMy _v, - >

o = VL — (wrs —wpr) = VL —wpg 20

= Investment banks want employees to choose the highest success rate and hence
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» Assume that employees failing in period 1 are making zero profits, this ensures
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Low risk
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Period 2 profits

» Assume that employees failing in period 1 are making zero profits, this ensures
employees putting maximum effort into succeeding in period 1

» Profits in period 2: 112, = mwps + (1 — m) wpp — Co =V, — Cy = 0
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Period 1 profits

> If allocated the low-risk task, the employee makes zero profits if he fails

» If he succeeds, he will be allocated the high-risk task in period 2 and obtains
those profits

| 2 H{(/[ = 7 (mowss + (1 — m2) wgp — C3)
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Period 1 profits

> If allocated the low-risk task, the employee makes zero profits if he fails

» If he succeeds, he will be allocated the high-risk task in period 2 and obtains
those profits, less the costs of effort in period 1

| 2 H{(/[ = m (mowss + (1 — m2) wgrp — C2) —
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> If allocated the low-risk task, the employee makes zero profits if he fails

» If he succeeds, he will be allocated the high-risk task in period 2 and obtains
those profits, less the costs of effort in period 1

> 1L = m (mwss + (1 — m) wgp — Ca) —C1 = —C1 <0
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aMp _

» The optimal wages are given from (:)T =0 and Do

7; These expressions can now be solved for the optimal wages, but we will not do so
here as there is no benefit in their derivation.
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» Assume 7 > me, then marginal costs in period 1 are higher or > 9Cs
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» Assume 7 > me, then marginal costs in period 1 are higher o > 9Cs

Omy
» Using the employee first order conditions, we get wsp > (1 — m2) Aw + C3 and
using Aw = Vi + F, we get
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» Assume 7 > me, then marginal costs in period 1 are higher % > ’g—%

» Using the employee first order conditions, we get wgr > (1 — m3) Aw + Co and
using Aw = Vg + E, we get

= Illp <m (7T2VH - 02) = (1 + T *71'17T2)E

Chapter 16.2: Promotion practices

Slide 22 of 25
Theoretical Foundations of Investment Banking



High risk
[e]e]ele] ]

Success rates

fileN

» Assume 7 > me, then marginal costs in period 1 are higher % > 5

» Using the employee first order conditions, we get wgr > (1 — m3) Aw + Co and
using Aw = Vg + E, we get

= Mg <m (mVy —Cy) — (1 + 7 —mm) E
g Asg_%:AWZVH+E>VH, we have Cy > m Vi
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» Assume 7 > me, then marginal costs in period 1 are higher % > 5
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I vwl

If m1 > 7o investment banks would not be profitable

=] {5; We can then show that the bank profits are limited as in the formula
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