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The assumption that bogs down most banks is the cost to originate and service 

loans. Typically, your finance people identify all of the costs associated with 

originating and servicing the loans. The lenders argue about full cost versus 

incremental cost of making loans. And it goes on and on! My goal is to help put 

these costs in perspective and minimize the drama associated with this aspect of 

the process so that you can begin getting the benefits of a disciplined pricing 

process.  

Keeping Perspective: Your Overhead Costs 

Just Need to be Directionally Correct 

 First, let me start with the good news. The assumptions regarding the cost to 

originate and service loans are probably the least important of all the 

assumptions. The key for this assumption is to be directionally correct and logical. 

I’ll clarify what I mean in just a minute but let me reiterate a very important point 

from my previous post about determining the appropriate funding curve for your 

loan pricing model; using your exact overhead numbers is one of the biggest 

mistakes in the loan pricing process and will often cause you to miss out on the 

highest quality loans.  

Your bank is probably like most banks in that you don’t know the exact cost to 

originate and service loans. More good news: you don’t need to spend $20,000 

or $100,000 to figure this out. That said, let me caution you against one of the 

biggest mistakes I see in this area: don’t take your average overhead ratio (say 

roughly 3% for this example) and multiply it by the dollar amount of your loan. 

This generates a $30,000 cost for a million-dollar loan, a $3,000 cost for a 

hundred-thousand-dollar loan, and $300 for a $10,000 loan. Sound about right to 

you? I didn’t think so. If you say that the cost breakdown between lending, deposit 

gathering, and general administration is approximately 40 percent, 40 percent, 

and 20 percent, your costs would be $12,000, $1,200, and $120. These numbers 

are equally ridiculous, right?  

Here are Some Reasonable Overhead Cost 

Numbers to Use, But First...  

At the risk of doing what every politician won’t, I’ll give you some reasonable 

numbers for a good starting point and then I’ll start ducking as you and my 

competitors take shots at me. But first let me provide you with a little background 

and logic to help you become comfortable with the numbers I am going to provide. 

At the very least, I think I can get most of you to agree with my thought process. 

If we think about the cost to originate a loan, I think we will all agree that 

originating a $1,000,000 commercial loan is not 10x the cost of originating a 
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$100,000 loan. Rather, the majority of the costs not passed onto the borrower 

are very similar. The biggest difference probably involves your approval process. 

For example, a lender can typically approve a loan up to a given dollar amount. 

At the next dollar amount, the loan committee will approve the loan and the 

largest loans require board approval. Of course, some of you may have an 

additional tier or two.  

I also find it helpful to break down the overhead costs between origination and 

servicing. Let’s see if we can get some agreement here. The cost to service a 

typical commercial real estate loan is much higher than a typical commercial 

installment loan, but much lower than a construction loan. In other words, the cost 

to originate and service loans is dependent on the size and the type of the loan.  

Let’s add one more factor: the complexity of the loan. I believe that loans made 

to existing, high quality borrowers are more often either relatively simple or 

involve average complexity to originate and service. Loans made to newer 

borrowers, lesser quality borrowers or to a borrower involving multiple entities, 

etc. are typically more complex to originate and service. Make sense?  

Now, How About Those Numbers to Use?  

(See Appendix A)  

Let’s provide a quick gut check for these numbers. Assuming two commercial 

installment loans... $70,000 and $700,000, I have a cost to originate of $650 and 

$1,500, respectively. I am going to guess that you will say the differential is not 

nearly this high. Going back to my earlier comment that we need to be directional 

correct, let’s take a look at the profitability of these loans under a couple of 

scenarios. This will help us to determine whether we should refine these numbers 

further.  

First, since most banks don’t do a good job of differentiating their pricing based 

on loan size, let’s calculate the profitability of these loans as if they are priced the 

same. The $700,000 loan generates an ROE of 18% and the $70,000 loan 

generates an ROE of 4%. As discussed in a previous post (Loan Pricing 

Opportunities that Don’t Hit Your ROE Targets), the smaller loan simply doesn’t 

have enough dollars to absorb the costs. In order to bring the smaller loan up to 

the 18% ROE through rate alone, we would need to charge an additional 188 

basis points. This certainly isn’t always possible or even a good idea. I will discuss 

numerous ways to enhance the profitability of small loans with minimal impact on 

volume in a future blog post.  

For those of you politely thinking that it doesn’t cost $650 to originate the $70,000 

loan, I will do you one better and eliminate this cost altogether. Go ahead and 

guess what the ROE is now! Did eliminating the origination cost take the ROE 
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from 4% to 5%, 10% or 15%? If you guessed 6.57%, you win the jackpot (and if 

you could do this math in your head, please call me so that I can invest in your 

bank)! The takeaway point here is that the amount of the origination cost had very 

little impact on the profitability of this loan.  

Alright, some of you may be thinking that it’s the servicing cost that drives the 

profitability of this loan. Tell you what, I am going to leave the origination cost at 

zero and lower the $60 servicing cost. How low do I need to take the servicing 

cost to get this loan to an 18% ROE? If you said $10 you are correct (again, 

please call me if you’re generating these numbers off the top of your head!). So, 

all you need to do is get your employees to work for free and get most of your 

service providers to reduce their costs by about 85% in order to justify pricing 

these two loans the same! More importantly, you can see that being logical and 

directionally correct is the most important part of generating these assumptions 

(being generally correct is more important than being perfectly accurate for these 

purposes).  

Now let’s take a look at the $700,000 loan. If we double the overhead, the ROE 

goes from 18% to 17.41%. Alternatively, if we cut the overhead by half, the ROE 

goes to 18.30%. The impact is slightly more if I make changes to the servicing 

cost but it is not significant.  

As you can see, figuring out the exact overhead and servicing costs does not 

have much impact on how we price these loans.  

If you don’t want to use the numbers I provided above or you want to understand 

the differences in my numbers, here is a way to quickly gain some further insight. 

You can take your standard loan categories and rank them by origination and 

servicing cost from highest to lowest. You can estimate an approximate factor to 

apply based on the loan type or requirements for the approval process. Again, 

don’t dwell on this process. Just get a couple of your senior lenders in a room 

and quickly come up with your own numbers that pass your gut checks.  

See Appendix A (next page) for Overhead Cost Estimates. 
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Appendix A: Reasonable Overhead Cost 
Estimates 
 

Commercial Construction 

 

Commercial Real Estate 

 

 

Commercial Installment 

 

 ORIGINATION SERVICING 

LOAN AMOUNT Simple Average Complex Simple Average Complex 

0 - $200,000 $850 $1,000 $1,250 $70 $85 $100 

$200,000 - $600,000 $1,000 $1,500 $2,000 $70 $125 $200 

$600,000 - $1,000,000 $1,700 $2,000 $3,500 $110 $125 $250 

$1,000,000 + $2,200 $3,000 $4,500 $140 $155 $280 

 ORIGINATION SERVICING 

LOAN AMOUNT Simple Average Complex Simple Average Complex 

0 - $200,000 $600 $700 $875 $50 $60 $75 

$200,000 - $600,000 $750 $1,250 $2,500 $50 $80 $125 

$600,000 - $1,000,000 $1,488 $1,750 $2,500 $75 $90 $150 

$1,000,000 + $1,988 $2,750 $3,500 $105 $120 $180 

 
 

ORIGINATION SERVICING 

LOAN AMOUNT Simple Average Complex Simple Average Complex 

0 - $50,000 $350 $425 $650 $35 $40 $50 

$50,000 - $200,000 $500 $650 $800 $50 $60 $75 

$200,000 - $600,000 $700 $1,000 $1,500 $50 $80 $125 

$600,000 - $1,000,000 $1,275 $1,500 $2,000 $75 $90 $150 

$1,000,000 + $1,875 $2,500 $3,000 $105 $120 $180 
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