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INTERMEDIATE 
LEVEL NEV

THE WEBINAR WILL

BEGIN ON THE HOUR

Presented by:

Mark H. Smith, Founder
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TODAY’S OBJECTIVE

Present NEV at a 
working level
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TODAY’S PROGRAM

• Review basic premise

• Impact on assets

• Impact on liabilities

• Examples of stress testing

• Regulatory Issues
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LET’S TALK ABOUT YOUR 

CREDIT UNION

• Business with no guarantee of success

• Must be profitable—capital

• Highly leveraged
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THE BALANCE SHEET EQUATION

• Assets = Liabilities + Net Worth

• The GAAP book value may mislead

• Economic value financials = market value
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THE BALANCE SHEET EQUATION

Economic Value is the Real World

• May be plus or negative

• Ignore at your peril

• Net present value of future cash flows
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• The nature is more elusive

• Book values may not reflect economic 
value

• Goes to the economic substance

• Market value reflects economic value

• Not a future simulation

• Captures 100% of risk

NET ECONOMIC VALUE (NEV) 

ANALYSIS
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POLLING QUESTION #1
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FOUR PARTS TO NEV

• Economic value of loans and investments 

• Economic value of debt 

• Economic value of deposits 

• Economic value of capital = What’s Left
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NEV OF 

BALANCE SHEET ASSETS

Net present value of future cash flow

• Market value for investments

• Estimated for loans

� Same principle

� More complex

� Less market guidance
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OUTCOME

When interest rates rise, the market 
value of your assets declines—leaving 
two choices

• Sell the asset and recognize the loss, or

• Hold onto the asset to maturity
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OUTCOME (CONTINUED)

The cost of the choices is equal. The 
only difference is timing:

• Whether to realize the loss immediately, or

• Suffer the opportunity cost over time
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POLLING QUESTION #2
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OUTCOME FOR ASSETS

• Up-rate shock scenarios for assets—
usually negative

• Result is a decrease in the economic 
value of capital
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ECONOMIC VALUE 

IMPACTS DEPOSITS

• Shares & deposits are financial 
instruments

• 90% of assets purchased (leverage)

• Economic substance may vary from form

• Foolish to ignore
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CHARACTERISTICS OF 

NONMATURITY SHARES

• Borrowed from members

• Less than market

• NMS technically short-term

• Substance may be very long-term

• Often not rate sensitive
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CONCLUSION

In the deposit world, economic value is
expressed as a lower amount.

This is good.

It offsets the discount on the assets.

It works in the credit union’s favor.
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DEPOSITS HAVE VALUE

• Credit unions borrow from members at 
less than market

• Not rate-sensitive

• May be long-term

• Offset discount to assets

• Regulatory scrutiny
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BENEFITS OF NMS

• Value is reflected in a lower economic value for 
liabilities

• Assets = Liabilities + Net Worth(Capital)

• All things being equal a lower value for liabilities 
increases net worth

• This is what causes the angst with regulators
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POLLING QUESTION #3
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HOW DOES IT WORK?

• Two Variables

• Beta – high or low

• Decay speed – long or short
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IMPACT OF DECAY SPEED

Book value of shares $100 million $100 million

Beta 15 15

Decay Speed 91 months 29 months

Economic Value $77 million $93 million

Benefit to credit union $23 million $7 million

Conclusion:   Long decay works in the credit union’s favor.
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IMPACT OF BETA

Book value of shares $100 million $100 million

Beta 15 90

Decay speed 91 months 91 months

Economic value $77 million $90 million

Benefit to credit union $23 million $10 million

Conclusion:   Low beta benefits the credit union.
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OPERATING EXPENSES

• What about them?

• Take them into consideration

• We use around1%

• You should use your own number
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IN A PERFECT WORLD

• Low Beta

• Extended Decay Rate
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REGULATORY ISSUES

• Dubious

• Will implement regulatory set of 
assumptions

• They say not a standard

• Maybe

• Recent webinar
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POLLING QUESTION #4
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THE BANK OF EPHRAIM

• Failure resulted in the FDIC assuming 
a liability of about $41 million in insured 
deposits

• After a bidding war, a large bank 
agreed to accept the $41 million 
liability for $36 million being paid by 
FDIC

• Value of deposits   =   About $5 Million
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SUMMARY

• The concept of economic value is real

• NEV captures all of the IRR in the balance 
sheet

• Opportunity cost; interest income not earned

• The same principles that apply to assets apply 
to liabilities

• Strongly encourage economic value approach
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THANK YOU!
Who we are:
Mark H. Smith, Inc. has been sharing risk management advice with credit 
unions for over 30 years. We’ve gained significant insight from working with 
hundreds of credit unions through multiple rate cycles during that time.

What we do:
� We provide ALM and Liquidity Risk Management advice to credit unions 

through our quarterly ALMProProProPro® service. 

� We take a common-sense approach to help credit unions prepare 
for regulators and offer comprehensive client support toward that end.

� We offer Third-Party ALM Policy and Process Validation and can provide 
complete Deposit Analysis services.

Contact us at :    Mark@MarkHSmith.com
or call (800) 268-7795 


