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Terminology—Product margin versus net interest income 

4. The descriptions in this paper distinguish between the product margin and the net 

interest income (also net interest margin). The product margin refers to the 

pricing of the financial instruments, ie the calculation of the contractual interest 

rate of both assets and liabilities. It is the spread between the contractual interest 

rate and the relevant benchmark interest rate.  This is charged by business units to 

cover their expenses and to generate a profit. For each individual financial 

instrument the product margin represents a fixed percentage. It is independent of 

changes in benchmark interest rates. 

5. In contrast, net interest income is a measure of overall profitability of lending and 

funding activities taken together and is calculated as the difference between 

interest revenue and interest expense for the entire net portfolio. Therefore, the net 

interest income includes: 

(a) the product margins of all portfolio items; and 

(b) any mismatches in the benchmark interest rates underlying the pricing 

of the instruments in the portfolio. 

6. Such mismatches may result from different terms regarding the adjustment of 

interest rates (fixed interest rate versus floating interest rate), different maturities 

and differences in the benchmark interest rates used (bid-offer spread, different 

index).1 Mismatches in the benchmark interest rates can lead to negative net 

income that threatens the portfolio product margin. Therefore the objective of risk 

management activities is to address those mismatches, ie interest rate risk on the 

basis of benchmark interest rates. 

7. These activities usually do not lead to a completely fixed net interest income  as 

the risk management activities might not cover these mismatches in their entirety. 

Also the portfolio product margin changes over time through turn-over within the 

portfolio. This effect cannot be addressed with hedging instruments. 

8.  The described interaction can be illustrated as follows: 

                                                 
1 For example, assets and liabilities are usually priced on the basis of bid and offer prices. Furthermore 
different indices might be used for setting the benchmarks for different types of products. Also the setting 
of the benchmark usually occurs at the date of origination at then current interest rate levels.  Differences in 
the timing of origination lead to differences in the amount of the benchmark interest elements. 
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16. As a consequence of the replacements within the loan book interest revenue 

changes over time. While the product margin increases with each replacement in 

this example, the benchmark interest rate fluctuates over time.  

Deposits and liabilities 

17. The deposit balance declines by 10 at the end of each period (like for the loans—

however, there are no replacements by new deposits). So there is a decline in the 

core demand deposits in the portfolio for each period. The constant decline of the 

deposit balance that is treated as a fixed rate liability leads to an increasing 

floating rate liability position in the portfolio. 

18. There is a constant loss of product margin on the funding side because the 

liabilities replacing the deposits do not earn any margin. In addition, the increase 

in floating rate liabilities leads to more volatile interest expense over time.  

Interest rate swaps 

19. The interest rate swaps change the bank’s exposure arising from some of the loans 

from fixed rate to floating rate on the basis of the benchmark interest rate. 

Economically, this is similar to actually originating some of the loans at a floating 

rate plus a fixed margin. The bank still has all fixed rate loan assets but has a 

reduced amount of “fixed rate” (deposit) funding—so its net fixed rate asset 

position is increasing over time. The amount of interest rate swaps is increased 

over time to reflect this.  

20. The development of the portfolio over time can be illustrated as follows: 

Pricing Table 0 1 2 3 4 5 6

Benchmark Rate 5.0% 4.0% 5.0% 6.0% 5.0% 4.0% 5.0%

Credit Spread 0.6% 0.8% 1.0% 1.2% 1.4% 1.6% 1.8%

Other Spread 0.4% 0.5% 0.6% 0.7% 0.8% 0.9% 1.0%

Product Margin 1.0% 1.3% 1.6% 1.9% 2.2% 2.5% 2.8%

Contractual Rate 6.0% 5.3% 6.6% 7.9% 7.2% 6.5% 7.8%
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increases. In contrast, the loans are fixed rate and hence only reset to current 

benchmark interest to the extent they are replaced at the end of period.   

23. However, the product margin element is relatively stable in this example. The 

replacements within the loan book in the example lead to increases in the 

portfolio product margin. This impact is largely offset by the decreasing deposit 

balance. This leads to a loss of product margin on the funding side as the floating 

rate liabilities are assumed not to contribute any product margin as the funding is 

interbank. 

24. The combination of both elements leads to total net interest income (ie interest 

revenue less interest expense), which is calculated on the basis of contractual 

interest rates (ie calculated before considering the effect of the interest rate 

swaps). 

25. The risk management objective is to address the risk to the portfolio resulting 

from changes in the benchmark interest rate. This risk is managed using swaps for 

the benchmark interest rate. For this example the swaps lead to a balanced 

benchmark interest element (as shown in the right graph). In the example this 

fully neutralises the effect of the benchmark interest rate movements (because the 

floating amounts received on the swap match the floating amounts due on the 

floating rate funding). As a consequence total net interest income and the product 

margin element correspond. 

26. The described effects can be seen in net interest income in the financial statements 

as well. The following graphs therefore illustrate the development of interest 

revenue and interest expense on the basis of contractual interest rates (ie before 

considering the effects of the swaps). The distance between both lines represents 

the net interest income earned in the respective period.  

27. The left graph shows that the net interest income fluctuates mainly owing to the 

development of interest expense resulting from the increasing floating rate 

liabilities. As such the lowest net interest income is earned in period 4 owing to 

increasing interest rates (and interest expense).  

28. The graph on the right illustrates the impact of risk management activities. The 

interest revenue earned with the fixed rate loans is adjusted by the swaps. The 

combination of the fixed rate loans and the swaps means the bank receives 
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calculation is also required to determine interest revenue and expense on the basis 

of effective interest rates. 

45. The carrying values of the hedged financial assets and liabilities are then adjusted 

for a valuation that reflects changes in the (hedged) risk. This valuation is 

affiliated with the fair value measurement of the hedging instruments (swaps). 

Assuming a perfect alignment, the adjustment to the carrying amount would be 

equal to the valuation of the hedging instruments. Hence, mismatches between 

both valuations may (not illustrated here) result from the risk management 

approach taken (acceptance of open positions or level of accuracy). Further 

mismatches might result from the definition of or restrictions to the valuation 

adjustment for accounting purposes. The latter creates potential differences 

between the risk management approach and the financial statement information. 

The 11 steps introduced at the November 2011 IASB meeting essentially 

determine this mismatch for future accounting purposes.  

Illustration of the net portfolio valuation approach 

Valuation attributable to the hedged benchmark interest rate risk 

46. In the example the hedged risk is the benchmark interest rate risk exposure of the 

portfolio. Therefore for this calculation the entire net portfolio is remeasured for 

changes in the underlying benchmark interest rate. As an addition to the previous 

analysis the income statement is now extended by a valuation of the loans and 

deposits (illustrating the effect of the approach being investigated) and the fair 

value measurement of the interest rate swaps (which is already required). 

47. For the net portfolio valuation attributable to the hedged benchmark interest rate 

risk this approach results in the following development of the income statement 

over time. 
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total net interest income actually represents the portfolio product margin 

calculated for the underlying financial instruments without significant impacts 

from changes to benchmark interest rates. In contrast, the valuation does not 

address the risk that the portfolio product margin earned might not be sufficient to 

cover the costs it was intended to cover. It also does not address future changes in 

the product margin that would result from future changes in the pricing of 

products.  

51. For this simple example the net valuation is always zero as all benchmark interest 

rate related value changes to loans, deposits and hedging instruments offset each 

other. In a real life example the net valuation impact will include the results of 

mismatches between the valuation of the risk position and the hedging 

instruments resulting from the following scenarios (not illustrated in this paper): 

(a) Over- and under-hedge scenarios in respect of the net risk position, ie 

the hedging instruments do not cover the entire risk position or exceed 

it. Those include time lags resulting from changes to the portfolio that 

were not reflected by adjusting the hedging instruments on a timely 

basis. 

(b) Valuation mismatches between the risk position and the fair value 

measurement of the derivatives because of differences in the timing of 

cash flows or differences regarding the input parameters. 

52. When looking at the valuation for each type of instrument individually the 

valuation represents the present value of the future positive or negative impact on 

net interest income resulting from changes in benchmark interest rates in 

comparison to the rate set on the instrument on the date of its origination. For 

example, the positive valuation of 4.007 for the loan book in the first period 

represents the positive effect on interest income if the loans were funded at a 

floating benchmark rate. So it is an indicator of whether the current benchmark 

interest rate level supports or threatens the product margin for each product if 

unhedged. 

53. The net valuation of the entire portfolio is an indicator of the effect of changes in 

the benchmark interest rate on net interest income. After the first period the net 

portfolio value is 1.781. When unhedged this number represents the present value 
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of the additional positive impact on net interest income resulting from the decline 

in benchmark interest rates (from 5.0% to 4.0%).5 

54. For this example this value is entirely offset by the swaps. Therefore the portfolio 

is entirely protected against changes of benchmark interest rates as addressed by 

the hedging instruments. 

Conclusion 

55. The net portfolio valuation approach as described in this paper corresponds with 

the risk management definition of the risk position in respect of transactions (net 

position rather than gross positions) and the valuation reflects the hedged risk 

(benchmark interest rate risk). 

56. Other elements of net interest income (the product margin) are not directly 

addressed by interest rate risk management. The target is rather to insulate net 

interest income against the effect of changes in benchmark interest rates. The 

other elements like the credit spread or other spreads have to be seen in 

combination with the respective expense lines in the income statement. Different 

accounting requirements separately address those aspects, for example credit risk 

is covered through impairment considerations. The other spreads correspond with 

other expenses that are accounted for on an accrual basis. Including them into the 

valuation of the risk position would not only lead to a disconnect from the actual 

risk management process—it would also create a new accounting mismatch 

because the related expense lines are accounted for on an accrual basis. 

57. The calculation of the risk position by type of transaction like in this example 

provides further information about the actual interest rate risk environment and its 

impact on the instruments in the portfolio or risk position. Therefore it is 

transparent and reflects risk management activities. At the same time it leads to 

volatility that reflects risks that have not been addressed by interest rate risk 

management such as the spread to cover credit and other expenses in the example.  

                                                 
5 It reflects the fact that revenue arises on fixed rate instruments that are now at a higher level than part of 
the funding cost that is arising on variable rate funding instruments. 
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58. Finally, referring to risk management data addresses potential practicability 

concerns. However, increasing the level of alignment with risk management 

results in the management judgement necessarily applied for risk management 

purposes being reflected in the valuation that is used for accounting. This could 

create conflicts with the transparency objective. Ring-fencing or even excluding 

judgemental areas would however create accounting-only solutions that do not 

reflect actual business activities. To address this aspect a balanced solution has to 

be found. This is in part what the 11 steps are designed to consider. 
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