 Addressing Management Objections EVE
We are a small community bank and therefore do not need a market risk model as sophisticated as EVE.

The primary driver for determining the appropriate sophistication of a bank’s IRR modeling suite should not be bank size; rather, the driver should be the complexity of the balance sheet. What makes a balance sheet complex? Embedded options, for starters. What is the most common type of balance sheet asset with embedded optionality at a community bank? Consider a bank with a large portfolio of long-term mortgage assets
—not an atypical balance sheet for a community bank these days.
Mortgage assets carry with them material prepayment risk (in a declining rate environment) and extension risk (in a rising rate environment). While a bank’s EaR model may accurately capture the short-term impact on income from these assets, EaR measurements fail to adequately capture the long term potential for these assets to impact cash flows. Therefore, EaR does not accurately illustrate the impact of these assets on the overall IRR profile of the bank. 
If we think of the purpose of a bank’s ALCO MIS suite to be to capture total risk in the balance sheet today vs. potential risk in a changed interest rate environment, any bank with a substantial volume of assets with embedded options (like mortgage loans) fails to identify and monitor a major component of their total (short-term and aggregate long-term) risk profile if it does not employ an EVE measure. EVE simulation is the most appropriate risk measurement method for institutions whose IRR exposure stems primarily from instruments containing embedded options. 
We have the ability to change our asset/liability mix in the long-run, so we only pay attention to our (6 month, 1 year, 2 year) EaR income simulation results. 
Management and the board decide when the need exists to adjust a bank’s asset-liability mix by reviewing ALCO MIS (Gap, EaR, EVE) and determining whether current levels of IRR exposure are consistent with the risk tolerance of the institution. If a bank with no EVE model has a large volume of assets or liabilities with risk that cannot be fully captured in an EaR models (like the example above), how does management really know in a timely manner when total risk on the balance sheet first reaches a level where discussion of change is warranted?
In other words, if management’s IRR modeling suite fails to capture a major component of the bank’s total IRR risk profile (ie. total risk in a portfolio of long-term assets with embedded options), does it really have adequate information to decide in a timely manner when efforts to change balance sheet structure may be prudent? Especially for community banks that are largely subject to the demand and supply constraints of their local markets and therefore face limited short-term flexibility, an EVE model can provide better information regarding aggregate long-term risk that management can use to make proactive decisions regarding short and long-term balance sheet IRR management options. 
Our EAR model shows that we are positioned favorably for (pick: rising/falling) rates, so what’s the problem? 
OCC Bulletin Number 2004-29
 provides strong support for using EVE in addition to EaR when a balance sheet contains assets with embedded optionality. The OCC warns that banks “may fail to appreciate the long-term significance of impairment in asset values
 [measured in EVE but not in EaR],” and cautions that “banks that rely primarily on EaR may overlook the impact of interest rate increases on the economic value of their equity, given that for many banks the initial impact on earnings from a rise in short-term interest rates could be positive.” Especially in the current rate environment (low rates), it is not uncommon for a bank to report that it is positioned to benefit from a given rate change using an EaR model, but still be negatively exposed under an identical rate change using EVE. 
The message for our banks is that rising income projections in the short-term do not preclude the existence of an interest rate risk problem. Obviously, this is chiefly true when the balance sheet has complexity that EaR can’t measure. EVE gives management a way to “identify impaired asset and economic equity values that suggest a greater potential for income problems down the road.” 

We don’t plan on selling the bank at any time soon, so we are not concerned with its liquidation value.

The purpose of using EVE to measure risk has little to do with how much a bank is worth and more to do with how its cash flows change relative to capital under rising and falling interest rate scenarios.

In response to this oft heard objection, the Banc Investment Group, LLC (‘BIG’) provided an interesting discussion of EVE in the context of portfolio valuation in a May 9, 2005 article titled Hammer or Screwdriver. In the article, the BIG pointed out that “astute bankers look at EVE to gain insight into how changing rates may affect cash flows and hence bank return.” The article considers an example of a banker deciding whether to purchase one investment over another—on what basis should the decision be made? Presumably, a good investor would choose the investment that has a higher present value of future cash flows under different interest rate scenarios, since this investment will have higher total return (a.k.a. more expected income over the life of the asset). This is a simple example of how EVE can be used by bankers to make good ALM choices and to evaluate past decisions. Of course, not all community bank EVE models will have sufficient granularity for management to compare the expected future cash flows of individual asset or liability accounts. However, the concept of using EVE as a tool for evaluating and comparing the value/expected future cash flows of past asset-liability decisions under different interest rate scenarios is applicable. 
On a side note, if one were valuing a bank for purpose of a sale, EVE would be a relatively poor choice of tools as a sole valuation method. As pointed out in the BIG article, EVE as a valuation tool fails to address other key factors such as “credit [quality], liquidity, intangible franchise value, etc.” 
� Actually, a number of very common balance sheet items have embedded options.   Other types of assets with embedded optionality commonly found at even the smallest community bank include: callable securities, mortgage-backed securities, FHLB advances, nonmaturity deposits, and some non-mortgage loans.   


� Full text of the OCC issuance is located here:   � HYPERLINK "http://www.occ.gov/wp2005-1.htm" ��http://www.occ.gov/wp2005-1.htm�.


�In rising interest rates, assets with embedded options decline in value “first because interest rates are rising,” and second because “as the anticipated maturities of these assets with embedded options extend, values decline further because of the longer maturities.”





