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The Value of Customer Profitability Modeling

®»

Summary: As financial institutions strive to identify deposit rates to help them
remain competitive and profitable, customer profitability modeling offers greater
transparency regarding when higher deposit rates do and do not make sense for
banks’ bottom lines.

“Wheel of Fortune” has been a staple in the world of television game shows since it first aired in 1975.
Contestants spin a prize wheel in an effort to solve a word puzzle and win money. The show is fun, family-
friendly, and engaging for any audience. It is now the longest-running syndicated game show in the US, having
aired more than 7,770 episodes.

The success of the game show is due to people’s enjoyment of solving a puzzle. Financial institutions know a
little something about piecing together various factors to create a comprehensive picture, particularly for a
view of their overall profitability, which can be crucial when it comes to deposit pricing.

Rising Rates

As community financial institutions (CFIs) struggle to compete with the industry’s largest banks, as well as an
ever-increasing number of fintechs and nontraditional lenders, offering attractive deposit pricing is key. At the
end of 2022, financial institutions were competing for $18T in deposits, according to the Federal Reserve Bank
of New York. While there have been multiple rate hikes by the Federal Reserve, with July’s rate hike bringing
rates to a 22Y high, deposit rates among financial institutions have been slower to increase, although that is
changing. In Q4 2022, the average Fed funds rate had climbed to 3.7%, compared with interest-bearing
deposit rates of only 1.4%. As of July 17, the FDIC shows deposit rates have increased significantly in 2023.

The last few years led to a widespread decrease in both deposit balances and non-deposit borrowing.
Customers have also been more cognizant of where they’re putting their money. “Higher interest rates, as well
as the banking crisis in March, led to an awakening of customers’ realizations of higher-yielding alternatives for
deposits that may have been parked in non-interest bearing or low-yielding transaction accounts,” noted a
recent bank deposit commentary from Morningstar.

The tides are slowly beginning to turn back toward profitability, however, and maintaining that momentum is
key. As financial institutions seek to hold onto existing customers and attract new ones by inching up deposit
rates, it is important to do so strategically.

The Stakes

Failing to offer competitive deposit rates could further erode existing deposit bases as customers seeking
higher rates route their money to other institutions. On the other hand, financial institutions engaging in
deposit rate increases need to be careful with their approach. Many of the industry’s largest banks have been
offering higher rates solely to new customers and even limiting the geographic region that new account
holders must reside in. This “new money only approach” can increase the risk that existing customers will feel
slighted, and may spur them to move their business elsewhere.
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Another way that financial institutions have dealt with deposit rate competition is by taking a passive
approach, hoping that the number of customers who depart in search of higher rates is minimal. In some
cases, financial institutions wait to offer higher rates to customers in search of greener pastures only when
those clients make noise about switching financial institutions. While it would be troublesome enough for
financial institutions if it were only the largest depositors who are motivated enough to switch banks, smaller
depositors are equally focused on deposit rates.

Flipping the Narrative

As the saying goes, information is power. Establishing optimal deposit pricing requires not only knowing what
deposit rates your peers are offering, but having a firm grasp on how rate increases will impact your
institution’s overall customer relationship profitability. Simply increasing deposit rates to match those of
competitors is a risky move that can result in a compressed net interest margin (NIM) as deposits become
more expensive, and holding onto existing customers may not necessarily require blanket rate hikes across the
board.

To determine when and where higher deposit rates make sense, CFls should employ profitability models that
spell out exactly how various rate hikes could impact the profitability of specific customer relationships — both
existing and new customers — and identify what the potential individual account losses would mean for their
bottom line. Full customer profitability platforms, such as our own Profitability FIT™ tool, allow CFls to analyze
and determine the value of both their comprehensive customer portfolios and their individual customer
relationships. Such analysis can pinpoint which customer accounts are most profitable, how and where profits
could potentially be improved and when, and whether the cost of higher deposit rates or exception pricing
outweighs the loss of a customer’s accounts.

Modeling even allows CFls to project the entire lifetime value of individual customer relationships. Without
modeling and a customer profitability analysis tool that can provide comprehensive customer base insight, it
can be extremely difficult to determine which customer relationships truly warrant exception pricing. As
always, fair and reasonable deposit pricing practices need to be considered when making pricing decisions.

Holding on to existing customer deposits and attracting new ones requires competitive deposit rates, but
increasing overall deposit rates is not always the best approach. Financial institutions should employ
profitability models to help identify when and where higher deposit pricing can really pay off for their
institutions. Making such decisions without comprehensive information could potentially prove harmful to a
financial institution’s profitability.

ACHIEVE 360-DEGREE CUSTOMER RELATIONSHIP VIEW

Mine your customer data and loan history with Profitability FIT to determine the best loan pricing for higher
bank profitability and customer retention. Contact us today to learn more: info@pcbb.com.

ECONOMY & RATES

Rates As Of: 08/01/2023 08:18AM (GMT-0700)

Treasury Yields MTD Chg YTD Chg
3M 5.55 0.12 1.13
6M 5.53 0.06 0.77
1Y 5.36 0.00 0.66
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2Y 4.90 0.02 0.48

5Y 4.25 0.07 0.25
10Y 4.05 0.09 0.17
30Y 4.10 0.09 0.14

FF Market FF Disc 10RB
5.33 5.50 5.40
SOFR Prime OBER
5.31 8.50 5.32

Copyright 2021 PCBB. Information contained herein is based on sources we believe to be reliable, but its accuracy is not guaranteed.
Customers should rely on their own outside counsel or accounting firm to address specific circumstances. This document cannot be
reproduced or redistributed outside of your institution without the written consent of PCBB.
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