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One of the most misunderstood aspects of loan pricing software involves how to 

use loan pricing ROE targets. Initially bankers are very surprised to hear that 

there are many reasons for doing loans that don’t hit the bank’s pricing targets. 

As one bank president told his lenders, “the pricing software is a tool, not the 

rule!” In reality, no loan pricing software should tell you whether to do a deal or 

not. Rather, good loan pricing software does the very complicated math quickly 

and easily, allowing the lender to see relative profitability (i.e. how profitable one 

deal is compared to another deal; or how one pricing alternative compares to 

another for the same borrower). The goal is to help facilitate the discussion 

between the lender and the borrower – to find a way to make the deal work for 

the borrower and the bank.  

The Profitability of Small Loans  

Let’s start with the most obvious reason for doing a deal that doesn’t hit your ROE 

target. Surprise, surprise… when you begin using loan pricing software you are 

going to find out that about 70% to 80% of the loans that you are putting on the 

books have either been unprofitable, or marginally profitable. Let me say it again, 

the majority of the business that you are currently booking doesn’t make 

very much money. You know, the old “80/20 rule” (Pareto’s Principle).  

I’ll soften the blow by saying that I am talking in terms of the number of loans 

being booked as opposed to the dollar amount of loans. In other words, most 

community banks book lots of small loans, and most small loans are unprofitable. 

There just aren’t enough dollars to earn meaningful interest income relative to the 

cost of booking and servicing these loans.  

“But wait,” you say, “these small loans have checking accounts associated with 

them.” The bad news is that many of these checking accounts are unprofitable 

as well.  

And again you say, “but wait, some small loans will become large loans.” Now 

here I will agree, but I have to point out that while everyone can share a couple 

of stories about small loans becoming large loans, unfortunately these represent 

a small minority. Worse yet, what happens when the small borrower becomes a 

big borrower? Do we get to price their loan higher to make up for carrying them 

in the past (not to mention, all the other small ones that won’t become big ones)? 

As Hertz says, “Not Exactly!” The reality is that now every bank in town wants 

their business and your borrower expects a great deal!  

Let me stop and say that I feel your pain. I understand that you are a community 

banker and the vast majority of your loans are small. In some of your markets 

there aren’t many large loans. So let me be very clear. I’m not suggesting that 

you boot these borrowers out of the bank and I’m not saying that you shouldn’t 
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do any of these loans. I am saying that NOW is the time to do something different 

with these loans.  

Here are a few ideas for what to do with these loans. Let’s start with my favorite: 

lose less! There are several ways to “lose less.” In an upcoming post, I will 

discuss pricing these loans higher with little or no impact on volume. For now, 

how about doing these loans more efficiently? At the very least, make sure your 

senior lenders are not doing them.  

Handling Loans that Don’t Hit Your 

Profitability Objectives 

Let’s get back to what to do about loans that don’t hit the target ROE. As I 

mentioned, earlier, initially this will be a lot of loans. Recognize one thing 

immediately; most of these loans are already on your books. So, to the extent 

that you take a loan from a low ROE to even a slightly higher ROE, you are 

immediately enhancing your bank’s earnings, especially relative to not making 

the loan and having to replace it. In the last scenario, the bank’s overhead hasn’t 

changed but you now have zero earnings from the loan.  

The first question, naturally, is: can you take below ROE target loans all the way 

to your target? In some cases, the answer is yes. However, in many cases a 

more relevant question is: how close can you get to your ROE target or how long 

will it take to get it there? In addition to the competition, the answer, of course, is 

really driven by things like risk grade, loan type, the bank’s overall liquidity, and 

loan growth opportunities. In other words, you might as well be very aggressive 

in increasing your pricing on the weaker pass credits in loan products which you 

have concentrations. In those cases, the worst thing that happens is that the 

borrower walks and you enhance your risk position.  

One aspect of this process that can help the lender to soften the borrower’s pain 

of the increased pricing is the ability to offer various pricing options. In other 

words, the bank has other levers besides rate: fees, term, re-pricing, 

amortization, deposit levels, etc. If the collateral is strong or can be improved, 

a slight extension of the term or amortization period will often result in a minimal 

increase of the payment. Ideally, when the borrower is offered options, they 

should all generate the same ROE.  

No matter what the scenario, hopefully anytime a loan is below the ROE target, 

your lender is thinking about how they can get a little more. There will definitely 

be times when they can’t get a dime more and you just have to decide whether 

you are going to do the deal or not. For the most part, the ability to quickly 

generate multiple pricing alternatives will facilitate a way to make the deal work 

for the borrower and the bank. A few basis points here and there, a significant 
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increase on certain deals, higher fees, etc. almost always equates to ten to fifty 

basis points net interest margin improvement. 
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