
Everything You Wanted to Know About Profit 
(But were afraid to ask!) 

Overview 

Unlike other businesses that sell tangible products, banks sell intangible products.  

The income and expenses these intangible products generate are difficult to measure at 

the product level because a bank’s financial statements are not set up for this task.  In 

light of this, a bank needs to use “cost-accounting” methods to “allocate” or assign 

various types of income and expenses from its financial statements to its products.  This 

is an art as well as a science! 

The end result of this process is that “profitability assumptions” are developed for 

each product.  These profitability assumptions are used in conjunction with account-level 

data within an MCIF, CRM, data warehouse or cost-accounting software to calculate 

profitability for each account (See the section titled “How to Calculate Account 

Profitability”).  Profit Resources has a range of services (from simple to very complex 

depending on the needs of the client) that build these profitability assumptions for bank 

products. 

Bank products have two different kinds of 

income and two different kinds of expenses – 

four components in all. 
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Net Interest Income 

 This is by far the largest driver of profitability, accounting for up to 80% of the bank’s 

revenue.  It is the difference between the interest income that is generated from the 

bank’s loans and investments and the interest expense that is paid on its deposits and 

borrowings.  In order to calculate net interest income for its products, a bank needs to 

take value away from its loans by using a “funding rate” – and add value to its deposits 

by using an “earnings rate”.  This process is called Funds Transfer Pricing (or FTP). 

There are three different ways to calculate FTP: 
1. Single Pool FTP 
2. Multiple Pool FTP 
3. Historical FTP 
 

Single Pool FTP 

 Using a single pool FTP means that the same funding rate is used for loans and 

deposits.  However, single pool FTP does not take into consideration the maturity of the 

bank’s products.  For instance, the FTP on a 30-year mortgage would be the same as the 

FTP on a 3-month CD even though a 30-year mortgage may be more risky to the bank.  

For this reason, single pool FTP is not the preferred method CFOs choose when 

calculating net interest income for the bank’s products. 
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Multiple Pool FTP 

 Using a multiple pool FTP means that each portfolio of products is given an FTP rate 

based on its average maturity.  The funding rates for loans and earnings rates for deposits 

are based on a “yield curve”.  This method for calculating FTP is preferred by many 

CFOs because it utilizes “asset / liability” modeling. 

 On this graph, the green line 

represents loan interest rates, the blue 

line represents the US Treasury Yield 

Curve and the red line represents 

deposit interest rates.  The difference 

between the loan interest rate and the 

yield curve is the net interest income % 

or “spread” for loans.  Likewise, the difference between the yield curve and the deposit 

interest rate is the spread for deposits.  Each maturity point has a different spread. 
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 Unlike a mortgage loan that is secured by your house, short-term loans (e.g. credit 

cards) are not typically secured with collateral and therefore are more risky loans for the 

bank to make.  Because they have more risk, the bank typically charges more interest for 

these short-term loans than they do for long-term loans and this results in a higher spread. 

 Unlike a CD that requires a penalty when withdrawn before its maturity date, short-

term deposits (e.g., savings, checking) can be very volatile because they can be 

withdrawn at any time without a penalty.  Therefore, a bank typically pays lower interest 
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for these short-term deposits than they do for long-term deposits and this also results in a 

higher spread. 

Historical FTP 

 Historical FTP (or HFTP) is the most comprehensive method available for calculating 

net interest income.  It is similar to Multiple Pool FTP but the funding and earnings rates 

are applied at the account level to term loans and deposits, as of the date of origination, 

last renewal, or last repricing.  For instance, a 30-year mortgage that was booked on 

January 8, 1999 would have an HFTP rate of 4.869%.  Because this is a fixed-rate loan, 

the funding rate would stay with this loan for its entire life. 

 CFOs prefer HFTP because it is the most detailed and the most stable means of 

calculating FTP and it is a very powerful tool for pricing products as well as managing 

operations more efficiently.  To accommodate the needs of CFOs in this area,           

Profit Resources has developed a library of over 1.4 million various types of historical 

FTP rates that can be used to calculate net interest income at the account level. 

With HFTP, a bank can: 
 Identify which of their CD and IRA customers are rate sensitive 
 Identify their most profitable branches based on net interest income 
 Reward branch managers and loan officers who use HFTP as a pricing benchmark 

 

Non-interest Income 

 A bank usually has a detailed general ledger that breaks out fees generated by its 

products.  Because the bank has readily available information on fees related to products, 

this tends to be the easiest component of product profitability to allocate.  Still, these fees 

are not organized by product groupings.  For instance, the bank’s NSF fees need to be 
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allocated to its checking products and its late fees on loans need to be allocated to its loan 

products. 

Non-interest Expense 

 There are many expenses involved in the operation of a bank; however, the three 

largest areas of expense are what we call the “Three P’s” of non-interest expense. 

Together, they typically account for up to 80% of a bank’s Non-interest Expenses: 
 People – salaries and benefits  
 Places – occupancy and equipment  
 Processing – data processing 

 
 The bank may also have a detailed general ledger that breaks out these costs.  These 

costs are not organized by product groupings and need to be carefully allocated to the 

bank’s branches and departments and then to products.  For instance, the cost of the loan 

collection personnel can be allocated to various loan portfolios that generated charge-

offs.  Also, if most of the marketing efforts are geared toward increasing the bank’s 

deposits, these expenses can be allocated to the deposit products. 

Provision for Loan Losses 

 Unfortunately, some of the bank’s loans will need to be written off and the bank needs 

to provide for this eventuality.  Some loan products such as unsecured personal loans will 

have a higher percentage of bad loans than home equity loans and this needs to be taken 

into consideration when allocating this expense to the loan products. 

How to Calculate Account Profitability 

 Once these profitability assumptions have been determined for the bank’s products 

they are usually imported as a table into the bank’s MCIF, CRM, data warehouse or cost-

accounting software. 
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Calculating an account’s profitability is straightforward.  The general formula is:  Net 

Interest Income + Non-interest Income – Non-interest Expense – Provision for Loan Losses 

However, Net Interest Income is calculated differently for loans than it is for deposits. 

 

The detailed formula for calculating loan profitability for an account is: 
((Balance x Interest Rate) – (Balance x FTP)) + Average Unit Fee – Average Unit Cost – 
(Balance x Provision Rate) 
 
Here is how profitability is calculated for a Home Equity Line of Credit account: 
 Balance:  $20,000 
 Interest Rate:  7.420% 
 Loan Cost (FTP Rate):  2.945% 
 Provision Rate:  0.025% 

 
 Net Interest Income:  ($20,000 x 7.420%) – ($20,000 x 2.945%) = $895.00 
 Average Unit Fee:  $14.04 
 Average Unit Cost:  $265.14 
 Provision for Loan Losses:  (20,000 x 0.025%) = $5.00 
 Net Income (Profit):  $895.00 + $14.04 - $265.14 - $5.00 = $638.90 

 
In this case, the Net Interest Income is the main driver of profitability. 

 

The detailed formula for calculating deposit profitability for an account is: 
((Balance x FTP) – (Balance x Interest Rate)) + Average Unit Fee – Average Unit Cost 

Here is how profitability is calculated for a CD account: 
 Balance: $20,000 
 Interest Rate:  3.220% 
 Earnings Rate (FTP Rate):  3.128% 

 
 Net Interest Income:  ($20,000 x 3.128%) – ($20,000 x 3.220%) = -$18.40 
 Average Unit Fee:  $1.76 
 Average Unit Cost:  $24.98 
 Net Income (Profit):  -$18.40 + $1.76 - $24.98 = -$41.62 

 
In this case, Net Interest Income is negative because the bank priced the CD too high and 

it resulted in a loss. 
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Conclusion 

 Once a bank has developed profitability assumptions for its products and has used 

these assumptions to calculate profitability at the account level within an MCIF, CRM, 

data warehouse or cost-accounting software, the bank can then: 
 Calculate product profitability 
 Calculate customer profitability (based on customer identification codes) 
 Calculate branch profitability (based on product usage) 
 Increase the net interest income of its products by better managing its spread 
 Increase the non-interest income of its products by repricing the minimum balance 

required and increasing other fees related to its products (e.g. NSF fees) 
 Show which combinations of products are the most profitable 
 Combine demographics with profitability to find out which existing customers can be 

profitability cross-sold additional products 
 

 The end result of this process is that a bank can know what products are the most 

profitable, which customers are the most profitable and how to profitably sell additional 

products to its customers! 


