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This article deals with the issues of market valuation of
securities held in bank portfolios, in particular the determi-
nation of their market price. In this context, we will point
out some differences between the Slovak accounting stan-
dards (SAS) and international accounting standards (IAS
39) in expectation of the introduction of IAS 39 in Slovakia
from 1 January 2003.

Banks hold securities in four different portfolios: held to
maturity (banking book), held for trading (trading book),
available for sale and acquired in primary market. Securiti-
es in the held to maturity portfolio are held until the matu-
rity date in order to earn the interest. That is why rather than
marking an investment portfolio to market, these securities
should be amortised to maturity (also known as the pull-to-
par method). Income on securities in the held to maturity
portfolio has two components:

1. coupon,
2. amortisation, i.e. the pull-to-par effect (the effect re-

sulting from the difference between the acquisition cost and
the pull-to-par price) – if the acquisition price was lower
than the nominal value (otherwise, the result is a loss – the
acquisition price is higher than the nominal value).

We will illustrate amortisation on the following example:
On 1 October 2001, we bought a two-year-old security

AB with a nominal value of SKK 1 million (maturing on 30
September 2003) for SKK 985,000. We are going to keep it
in the banking book till maturity. Since we paid SKK
985,000 for it, the gain from price difference will be SKK
15,000. This gain, however, must be spread evenly over the
entire two-year holding period. This is how we can calcula-
te the price of the security AB as at 31 October 2002:

[(1,000,000 – average price) / (maturity date – purchase
date)] . (current date – purchase date) + average price

[(1,000,000 – 985,000)/729) .395 + 985,000 = 993,100]

We will use the same formula to compute the price as at
31 December 2001 (996,800). The difference between the-
se two prices multiplied by the par value is the portion of
the gain to be included in year 2002 profits as at 31 Octo-
ber 2002 (figure 1).

The situation is a bit more complicated in the held for tra-
ding (trading book) and available for sale portfolios, where
we purchase securities not only to earn the interest income,
but also to profit from price movements at the market. 

According to IAS 39, securities held in these portfolios
should be carried at their fair value. Generally, that would
be the market price. If it cannot be determined, however, the
price should be estimated using reliable methods. In extra-
ordinary cases, where neither the market price nor a reliab-
le price assessment method is available, the acquisition pri-
ce is used instead.

We will show the differences between the currently ap-
plicable Slovak accounting standards (SAS) and IAS 39 on
a simple trading portfolio, we will value at market price (a
market price is available), again illustrated on an easy
example for better understanding:

On 1 October 2001, we bought a three-year-old security
with a nominal value of SKK 1 million for SKK 950,000
(book value). The market price was SKK 980,000 on 31
December 2001, the current market price is SKK 1.02 mil-
lion.

By Slovak accounting standards, on selling the security
(assuming we sell it at market price) in 2002, we would re-
alise a gain of SKK 70,000 (figure 2):

(market price – book value) . nominal value/100

However, by IAS 39 methodology, a part of the gain
would have to be attributed to the last year. Thus, under IAS
39, the 2002 profit would be calculated as follows (figure 3):

(market price – price as at 31 December 2001) . nominal
value/100

As a result, by IAS 39, we have realised a gain of SKK
30,000 in 2001 already (980,000-950,000), with only SKK
40,000 recognised as profit in 2002 (1,020,000 – 980,000).
So while a bank accounting by SAS will report a SKK
70,000 profit in its profit and loss account, a bank applying
IAS 39 will report SKK 40,000 only. That is why this year,
before the introduction of IAS 39 in Slovakia on 1 January
2003 as noted above, it will still be important to know the
standards by which banks calculate their profits. 

Let us take a closer look now at the problem of market
price determination. This seemingly simple task does have
its pitfalls.

The Accounting Act No. 431/2002 Z.z. defines the market
price as the price published by a national or foreign stock ex-
change or another public market. It also stipulates that:
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1. if an asset is listed on a national stock exchange, the
market price is the closing price published by the stock ex-
change on the valuation date;

2. if an asset is not listed on a national stock exchange, but
is listed on foreign stock exchanges, the market price equals
the highest of closing prices reached on approved markets of
foreign stock exchanges on the valuation date. In case of
public OTC markets, the market price is the highest price
achieved on the valuation date. If the valuation date is not a
trading day on these markets, the price used will be that pub-
lished on the last trading day preceding the valuation date;

3. if the market price cannot be determined in a reliable
manner, the fair value will be determined by a qualified as-
sessment combining all future expenditures and income
using the prevailing interest rate applied to similar instru-
ments of an issuer with a similar rating, or an interest rate
which reduces the nominal value of the instrument concer-
ned by the instrument's interest discount to a price at which

the instrument would be sold;
4. if no fair value can be determi-
ned on the valuation date, the fair
value will be deemed to equal the
acquisition price.
But how do we ascertain the price
by a qualified estimate, if the mar-
ket price cannot be determined
with the necessary degree of relia-
bility? Whenever determining the
market price by a qualified estima-
te, i.e. synthetically, it is important
to know:
– whether the coupon is fixed or

variable;
– time to maturity;
– risk premium;
– coupon rate;
– coupon frequency;
– rate to maturity.
For easier understanding of the
calculation, we will use another
example. In our portfolio (either
held for trading or available for sa-
le), we have a government securi-
ty maturing on 13 March 2012 (ti-
me to maturity is about 113
months), with a 7.5% coupon paid
once a year. Since there is no mar-
ket price available, we will try to
calculate it, for instance as at 7
October 2002.
So we have the first five calculati-
on inputs (risk premium is 0% for
sovereigns), but how can we find

out the rate to maturity? Described below is one of the ways
how we can construct our own valuation curve from avai-
lable prices of securities with different maturities.

We go to the Reuters pages to obtain the prices, yields on
government securities (ours is included), listed by individu-
al financial market participants. It is vital to pick the right
pages, as pages which are not updated regularly could dis-
tort our long-term curve which could then vary considerab-
ly from the actual market situation. That is why it is impor-
tant to refer to reputable pages, where securities prices are
quoted regularly. We take the data to build our own curve
for securities valuation. Let us assume, that the curve sug-
gests a 6.254% rate to maturity for our particular security at
113 months to maturity.

Once we have this data, we can calculate the price of our
security using the following Microsoft Excel function:
PRICE (Settlement, Maturity, Rate, Yld, Redemption, Fre-
quency, Basis).

2002 profit

SAS

95 96 97 99 10098

price

101 102

95 96 97 99 10098

price

102101

IAS 39

2002 profit2001 profit

2002 profit
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2001 profit

98.5 98.7 98.9 99.3 99.599.1
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With securities having a risk premium higher than 0%, we
need to add the risk premium required as extra yield over the
yield on sovereigns. Similarly, we will add a higher yield on
sovereigns carrying a coupon higher than the government
security referred to for the given period in the curve.

But to get back to our example. We have valued the se-
curity at SKK 1,086,255, using a yield to maturity of
6.254% (figure 4). However, if another bank uses its own
curve for synthetic valuation of the same security, which
differs from our curve, and applies a rate to maturity of, say,
6.3%, it will arrive at a price of SKK 1,082,874 million (fi-
gure 5).

Thus, if two different banks apply different rates to matu-
rity, they will end up with different values for the same se-
curity. Assuming that both banks purchased the security
with a nominal value of SKK 1 million for the same price,

e.g. SKK 1,050,000, the former bank
will be reporting a gain of SKK 3.6255
million (1,086,255 – 1,050,000), where-
as the latter will show a profit of just
3.2874 million (1,082,874 – 1,050,000).
This means that on the same date and for
the same security, two different banks
will be reporting different gains and,
consequently, different taxes.
Since a situation like this should not be

allowed to happen, a single benchmark
curve must be defined for synthetic pri-
ce calculations that all banks would re-
fer to.
As an example of co-operation in this

area, several Slovak banks teamed up
with Reuters to launch the Reuters SK –
Benchmark  page (figure 6), which pro-
vides daily quotes of securities determi-
ning the long-term benchmark curve
banks can use to valuate their portfolios.
This curve is also perceived as an indi-
cator of SKK developments by foreig-
ners, as we have only had the 1-year cur-
ve so far (BRIBOR). Unfortunately, the
criteria on securities listed on this page
have not been completed, so the page

cannot be recognised as an official reference for securities
valuation by qualified estimates.

However, the synthetic approach to securities valuation
by qualified estimates will only be applied where the mar-
ket price cannot be determined reliably. In Slovakia, the
Bratislava Stock Exchange is the price-setter of reference
for all financial market participants. At this point, however,
several questions remain to be answered. For instance, how
do we value a security properly when the stock exchange
has been closed for trading for several days in a row (e.g.
during Christmas)? Is a two-week-old price of a security its
real market price? And what if the rates move during that
period? In that case, a two-week-old price cannot possibly
reflect the actual market price. Will we still be able to eva-
luate our portfolios correctly at the end of the year in a ca-
se like this? 
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