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The value-based management skill is one of the main components of successful doing business today. Valuation of business appears in any strategic transaction – acquisition, merge or disposal. Besides, there is a great pressure to create and enhance shareholders’ value in the current market environment. Managers of successful international companies are making almost all business decisions to affect the corporate value enhancement. But for this purpose it is necessary to measure it, or to estimate.

Rapid growth of banking sector during last years, its stability, improvement of bank supervision system, economic attractiveness of Latvia, especially since it joined the European Union, causes a significant interest of foreign investors. A plenty of merges, acquisitions and disposals in Latvian banking sector increases necessity of professional bank valuation.
The method of Discounted Cash Flow (DCF method) is the most often applied bank valuation method. In finance, the DCF approach describes a valuation method of a project, a company or any financial asset using the concept of the time value of money. The value of the company depends on the expected revenue. Using this method, all future cash flows are estimated and discounted to determinate the present value. A discounted cash flow valuation of a financial institution is typically undertaken by projecting the after tax business cash flows available to equity holders and discounting these cash flows at the equity cost of capital to arrive at the net present value of the equity of the entity. The cost of equity is calculated using: the Capital Asset Pricing Model (CAPM), Arbitrage Pricing Model (APM) and model of cumulative construction.
The basic idea of the Capital Asset Pricing Model implies an assumption that long-term returns on financial investments are influenced only with one kind of risk - market risk or systematic risk, which is measured using coefficient beta. Beta shows how a company’s share price changes in relation to changes in the price of the market as a whole.
According to the arbitrage pricing theory the change in asset’s price is influenced not only by market factor, but also by other risk factors - a rate of national currency, inflation rate and level of unemployment, expected changes in the monetary policy of the state, change in the market. 
Applying the method of cumulative construction some components are used for calculation. These are return from risk free investment and additional premiums to compensate the risk of investment into the company. The risk premium is determinated in the interval from 0 % up to 5 %.

Each of methods has both advantages and disadvantages. CAPM can be easily applied when there are large, well-developed, liquid and sophisticated capital markets in the country where the company’s shares are listed. Today capital markets in the Baltic region are not large or liquid. Besides, shares of only two Latvian commercial banks are quoted at the Baltic stock exchange. The cumulative method of calculation of discount rate is entirely based on expert estimations. So, it is subjective. Value of discount rate is estimated individually and differs in different investors’ estimations. Using APM, a question arises, what factors need to be included in multifactor model.

The authors of the publication give practical recommendations for calculation of equity cost of capital of a Latvian commercial bank:

1. Recommendations for the choice of risk-free rate and market risk premium using CAPM;

2. Recommendations for the determination of beta coefficient;

3. Recommendations for the choice of significant factors for inclusion in APM; 
4. The significant risk factors for inclusion in cumulative construction model are determined.

The procedure of calculation of discount rate described by the authors can be used in any country with undeveloped stock market, or in case, if company’s shares are not quoted.

