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The Board of Directors of First Federal Florida made a decision in 1996, to pursue a more 

aggressive strategy for improving profitability.  This new philosophy represents a strategic shift 

from a traditional savings and loan to a more diversified community, commercial banking 

operation.  We knew that we would incur increases in our operating expenses as we began to 

expand our product lines into commercial and consumer lending and new delivery systems.  We 

faced the challenge of examining every aspect of our existing business to make sure that it was 

contributing something to our long-term growth and profitability. 

One of the issues that had been in question for several years related to the continuing 

operation of six branch facilities in northern Florida.  Geographically, these branches were quite 

a distance away from our main operation located in Lakeland, a short distance from Disney 

World.  In addition, the branches were located in small rural communities that represented 

different demographics than the other markets we served.  We had never been able to bring 

ourselves to enter the agricultural lending market, nor had we provided commercial lending to 

the small businesses located in these rural communities.  We weren’t serving these particular 

markets very well as a result and needed to thoroughly examine the value of these branches as a 

part of our overall franchise. 
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Identifying the Issues 

We turned to Profit Resources to provide guidance and to direct our attention to the issues 

needed to make a decision.  They outlined a four-step process that would prove useful. 

1. Identify resources allocated to each of our branches, not just the branches in question 
2. Calculate and compare the returns on each branch with overall returns and with each other 
3. Quantify the potential for improved returns based on market and internal data 
4. Create a decision matrix that would point us to the ultimate conclusion 

 

John Coffey, CEO/Chairman of Profit Resources explains, “when embarking on any 

profitability analysis, it is important to identify all the steps that will be necessary to come to a 

decision.  In this case, we discussed the process with First Federal Florida’s management team, 

and their Board of Directors.  We also promised to share the results of the analysis with the 

branch and regional managers once it was complete.  Knowing that the process would be rational 

and analytical, put everyone at ease.” 

 

Identifying the Resources Allocated to the Branches 

To identify the resources, the cost accounting concept of what constitutes a resource was 

used.  From that perspective, resources include the amount spent on operating expenses – 

primarily people, places and processing costs at each branch. 

In that regard, the general ledger proved invaluable in that it already gave some income and 

expense account detail by branch.  However, it didn’t present a comprehensive income statement 

for each branch.  As such, we relied on Profit Resources to build a general ledger account 

hierarchy that would translate into an income statement. 

Of course, that worked great for the items of income and expense directly attributable to a 

branch.  For fees, we had fees on loans, service charges on deposits, safe deposit box rental, and 
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other fees.  For expenses, we also had branch-direct salaries, occupancy expense, equipment 

expense and the like. 

But to move into the realm of calculating returns, that left a big missing piece – the net 

interest margin.  Profit Resources recommended that we proceed with a coterminous funds 

transfer pricing methodology that could be applied at the account level using a historical interest 

rate database to integrate account level data with interest data from the market. 

“We feel that the allocation of net interest income should be of paramount importance.  That 

is because we feel it is the primary driver of earnings within any financial institution.  To be 

profitable, a bank’s net interest income must be sufficient and stable enough to cover its net 

operating expenses, provision for loan losses, as well as investment and other non-operating 

losses, said Coffey”. 

There are three factors that affect the sufficiency and stability of net interest income: interest 

rate risk, product pricing and market level of interest rates.  To gauge interest rate risk, a multiple 

pool, coterminous funds transfer pricing methodology was used to match the maturity of the 

product to the appropriate market interest rate.  Loan prepayments, interest rate adjustments and 

an assumption for what we call our core deposits were also factored into the model.  At the end, 

product pricing was assessed by using the interest rate data from each account, and the resulting 

interest spreads. 

To gauge the market level of interest rates, Treasury security yields were used.  Generally, 

they are good indicators of maturity risk, which is of utmost concern when assessing the 

profitability of financial products. 
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Since we knew that our net interest income was our primary earnings engine, we gave it the 

greatest attention.  We also knew that one of the North Florida branches had a particularly low 

cost of funds, so we didn’t want to detract from its profitability just to get to a conclusion.   

While other options would have been simpler to implement, like calculating a “net funds 

provider” position and giving an interest credit at the fed funds rate, we wanted guidance to 

make the right answer, not the expedient one.  We thought that the simpler answers rewarded 

branch mangers unnecessarily for either lending long, or garnering only short-term deposits.  As 

such, we saw coterminous funds transfer pricing as the right way for us to proceed. 

Since some of our branches did a fair amount of lending, we also wanted to allocate the 

provision for loan losses to offset some of the higher earnings attributable to riskier loan 

products.  We had provision allocated down to the account level, paying particular attention to 

loan products that had high incidences of delinquency and charge-off activity. 

That got us through most of the income statement until we realized that there is a lot of 

support that goes directly to running a branch network.  This includes our regional management 

structure, our operations department, marketing, public relations and the like.  The way we saw 

it, as long as it directly supported a branch customer or a product offered through the branches, 

we wanted it factored into the equation. 

However, we did not want to factor in overhead.  We knew we would be faced with all the 

arguments that come up when the branches have to “pay” for the home office.  Although, our 

facilities are quite modest, we wanted each branch manager to buy into the process.  Layering 

expenses on top of their branch did not seem like the right way to approach this proposition. 
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Once that was done, profitability was calculated from each component of net income.  This is 

illustrated in Exhibit 1.  As you can see, our branch profitability analysis illustrates the impact of 

direct costs and some allocated indirect costs. 

To calculate returns a balance sheet had to be constructed for each branch focusing on the 

things that were important to our managers and the Board. 

 

Exhibit 1:  Identifying Resources at the Branches 
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1 Branch Level - Direct items determined from branch general ledger data 
2 Institution Level – Allocation methodologies applied to each branch 
 
 

Using the MCIF to Identify Branch Resources 

Because our general ledger was not designed to produce a balance sheet for each branch, it 

was easier for us to provide Profit Resources with individual loan and deposit accounts for each 

branch.  Our Marketing Customer Information File (MCIF) was used to extract this account data 

at the branch level.  If an account was opened in a particular branch, it was assigned to that 

branch regardless of where the customer made their most recent transaction. 
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“In cost accounting, it’s not uncommon to have to make pragmatic decisions.  You can 

search forever for the perfect way to analyze a product, a branch or a customer.  But, if in that 

search you miss an opportunity to make an informed decision, you may have missed an 

important opportunity,” said Coffey. 

 

Calculating and Comparing the Returns on Each Branch 

Since all but one of our branches had more deposits than loans, a return on deposits was 

calculated by dividing net income for each branch by that branch’s total deposits.  This may 

sound irrational, but when you think about it, it was simpler than allocating the investment 

portfolio and capital of the bank out to each branch.  After all, we only wanted to compare the 

returns of each branch to the overall bank return and to each other.  With the return on deposits 

ratio, we were able to compare branches of disparate size, which the Board had insisted upon. 

 

Quantifying the Potential for Improved Returns 

But calculating profitability and comparing the returns was only part of the proposition.  It 

was also critical to examine each branch’s potential.  Only then would we be able to determine 

the level of resources to allocate to each branch to maximize its profitability. 

“Profit potential means more than just market share.  Population density and population 

affluence are key predictors of product use within the financial services industry.  Positive trends 

mean improving economic growth and market expansion, making business development easier.  

However, contracting markets can indicate a need for repositioning of the branch within the 

defined market – a shift from a market acquisition strategy to a market share retention strategy,” 

explained Coffey. 
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In additional to using the MCIF to extract account data at the branch level, the census tract 

for each account was included in the data.  This data was modeled so that the profitability 

garnered from existing customers in those markets could be extrapolated to data acquired about 

those census tracts overall.  Of course that meant setting some market share goals and 

constructing an econometric formula that would take into consideration product profitability as 

well as those demographic trends previously mentioned. 

 

Using Mapping Technologies to Quantify Market Potential 

Part of the modeling effort was actually spent mapping out the data for each branch.  We felt 

that if we could present the data graphically, people would understand it more intuitively.  After 

all, the branch and regional managers know the areas where they work better than anyone else in 

the bank. 

Profit Resources assisted our efforts by assigning every census tract in our market to a 

branch as shown in Exhibit 2.  For the first time, we had defined geographic boundaries 

delineating lending and deposit gathering activities according to the proximity of customer to the 

branch and the propensity of our customers to bank at a particular branch. 

At first glance, some of the assignments didn’t make immediate sense.  Then we started 

looking at traffic patterns, large draws (e.g. shopping malls) and local employers and saw that 

these were important factors.  We also looked at federal, state and local highways to provide 

clues to traffic patterns evident in the geographic area. 
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Exhibit 2:  Quantifying Market Potential 
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Creating a Decision Matrix 

Where it all came together is in the Branch Segmentation Matrix shown in Exhibit 3.  Profit 

Resources created this decision matrix to show us that when branch profitability is combined 

with the market potential for each branch, it could focus our attention to the branches and regions 

with the highest returns, and the highest potential. 
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Exhibit 3:  Creating a Decision Matrix 
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Of course not every branch ended up with above average profitability and above average 

potential.  In fact, of the 14 total branches, only one had above average profitability and above 

average market potential.  Which, as it turns out, is good.  This is illustrated in the upper right 

quadrant of the Branch Segmentation Matrix in Exhibit 3. 

“Branches with above average returns need to focus on retaining those profits and ensuring a 

continuing earnings stream, while branches with high potential have to focus on garnering 

additional business from the market place.  One objective requires a focus on existing customers, 

the other requires an external focus,” said Coffey.  To do both, is almost an insurmountable goal. 

Conversely, not every branch ended up with below average profitability and below average 

potential.  If they did, we wouldn’t be good financial stewards.  In fact only two of the total 14 
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branches ended up in that position, as shown in the lower left quadrant in Exhibit 3.  And, only 

one was among the five branches we had thought were providing us with substandard returns. 

Even with this new tool, the decision at the branch level was not as clear-cut as we would 

have hoped.  However, when we looked at the remaining North Florida branches we found that 

three provided above average returns, but had below average potential.  The other two provided 

below average returns but had a higher than average potential.  Only when we aggregated them, 

we found that all six combined provided below average returns, and below average market 

potential.  That result finally led us to our logical conclusion – to sell the North Florida branches. 

 

Making the Decision to Sell the Branches 

On January 1, 1998 we completed the transaction to sell the North Florida branches.  The 

capital generated from the sale will allow us to reallocate resources to our core market and 

expand the services we provide to Central Florida customers.  We are now focusing our attention 

on the remaining branches and are reviewing how they compare to a new, higher standard of 

profitability and to each other. 

Making the decision to sell our North Florida branches was not an easy one for the Board of 

Directors to make.  However, we found that by using a company like Profit Resources to utilize 

and integrate today’s powerful technologies – MCIF, mapping, financial analysis software and 

our own general ledger, we have a level of confidence in our decision making that we could have 

only dreamed of having a few short years ago.  I am encouraged as I look at what the future has 

in store for First Federal Florida. 
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