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What metric should you use to determine the relative profitability of your 

commercial loan opportunities?  

Many banks still use spread-based pricing instead of using risk-adjusted ROE. 

After all, spread is easy to calculate and use, while risk-adjusted ROE pricing 

requires a dynamic loan pricing model. While I am a big fan of simplicity, the big 

danger of using spread to price your commercial opportunities is the negative 

impact on asset quality and growth. Specifically, the highest quality loans are 

overpriced and the weakest pass credits are underpriced.  

The experience of one bank that converted from using spread to a risk-adjusted 

ROE pricing system is very illustrative:  

This particular $1 billion southwestern bank, and there are so many like it in every 

part of the country, was experiencing almost no growth despite a vibrant market. 

The bank had excess capital and a net interest margin that was the envy of most 

but was perhaps at the root of their problem.  

This bank was focused on their spread and net interest margin (and I’m not using 

these terms interchangeably) to the detriment of profitability AND asset quality. 

How can this be, you ask? As important as spread and net interest margin are, 

they are too narrowly defined to be good profitability measurements for loan 

pricing.  

Let me be very specific to make sure everyone appreciates this crucial aspect of 

pricing. In most markets, loans to the highest quality borrowers, especially larger 

loans, are very competitive; these loans tend to have spreads between 2.5% and 

3.5%. So often a focus purely on spread causes banks to pass on high quality 

loans to avoid reducing the net interest margin.  

Now let’s look at a smaller, lower rated, pass credit. Let’s say this credit has a 

5% spread. In most scenarios, this credit would increase the net interest margin 

so banks with a spread focus would be all over it.  

What happens if we look at these credits from a return on equity (ROE) 

perspective? The larger, high quality loan had about a 20% ROE and the smaller 

lesser quality deal had about an 8% ROE.  

In other words, this spread or margin-based focus had the unintended 

consequence of making this bank uncompetitive on the highest quality loans, and 

more competitive on the lesser quality, pass credits.  

Two additional factors compounded the issue at this particular institution and in 

situations like this. First of all, lenders are smart people. They stop going after the 

best quality loans when they recognize that they are unlikely to be able to price 
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these opportunities at levels needed to get approved. Further, and not 

surprisingly, the bank got a reputation as not being very competitive on its pricing. 

Empower your lenders to compete for the best borrowers  

One of the best things about changing your approach to pricing is that once you 

have given your lenders the green light to become more aggressive when pricing 

the best quality loans, they really get after it. The numbers add up really fast for 

almost any bank. In this particular case, the bank had approximately 20 lenders 

and one to five million dollar loans were plentiful in their market. Conservatively, 

imagine each lender at your bank picking up just one larger loan per quarter. For 

this bank, using only one million dollars per loan, the bank would have grown by 

$80 million. In reality, they grew about three times faster than this once they 

moved to an ROE-based pricing system.  

Depending on your market and your capital, managing this highly profitable, 

quality loan growth can become your next challenge! Fortunately, you are unlikely 

to face any unintended consequences and virtually every aspect of this has a 

positive impact on both short and long term bank performance.  

Interestingly, this particular bank did not see a decline in their net interest margin. 

The bank’s liquidity was such that they sold securities to fund their first wave of 

loan growth. As a result, their margin actually increased. As growth continued to 

ramp up, margins only declined slightly, due to the bank’s very disciplined 

approach to all pricing opportunities. 

 



About the Author 

Mitchell Epstein, Chairman of PrecisionLender, has more than 

25 years of experience working with institutions of all sizes 

creating strategies and tools that increase net interest margin, 

and pioneered the development and effective use of loan pricing 

software. Mitchell received his MBA and his BS in Business 

Administration from the University of Florida. 

 

About PrecisionLender 
PrecisionLender is a pricing and profitability management tool used by thousands 
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