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GENERAL DESCRIPTION OF THE PRESENT RESEARCH

Banks are the most important category of finanagiatitutions in the new Member
States of the European Union, including Latvia. é&ding to the data of the Central
Statistical Bureau of Latvia, the assets of theviaat banking industry amount to 94 per cent
of the total assets of the financial system.

The process of globalization exercises a signifigafiuence on the banking business
today. Globalization in the banking sphere isratezl by liberalization of the financial
market. It means the abolition of restrictions fareign financial institutions’ entrance into
domestic banking markets which, in turn, exacesatempetition and activates processes of
banking capital consolidation. Competitive pressbas prompted financial institutions to
pursue diversification strategies, often includimgrgers and acquisitions (M&A). As a
result, M&A activity has increased worldwide duririge last decades. Obviously, the
number and volume of corporate transactions dettlime 2008-2009 due to the global
financial turbulence that was caused by the codlagfjgshe USA banking system. However, in
spite of negative repercussions of financial crigggent survey findings indicate a positive
outlook for corporate transactions for the neafestre. According to the new KPMG
survey, dealmakers have expressed optimism that M&akkets will continue to improve.
Besides, the respondents expect that M&A activity lve greatest in banking.he valuation
of an entity is an integral part of any M&A transan. Thus, bank valuation is one of the
most topical issues in today’s financial business.

Bank valuation is important not only in M&A proceskhe value-based management
skill is one of the main components of successfigitess activity today.

Various financial theorists and practitioners affithat focusing on the shareholders’
value is the best way how to achieve sustainaldsperity. A growing number of managers
choose value creation as the main corporate gaacompany.

Value is important not only at company’s, but adddhe state level. The investors in
shareholder-oriented economies receive higher metur capital, than in other countries.
Taking into account market globalization, the lattéll gradually fall into troubles with
foreign investments and will lag behind in the wlodompetition. Thus, shareholder value
maximization should be an integral goal for any pany, including banks. Besides, the
following viewpoint has been adopted by many cdastrcompanies that maximize value for

their shareholders create more employment andrhgtéorm their social functions.

4



Financial crisis had the most significant negasffect on banking sectors in the Baltic
States comparing with other new member states efEilropean Union. Return on equity
(ROE) index has gone down dramatically in Latvia am its closest neighbors. The main
reason for rapid ROE decrease is the decreaset dfteeest income as well as increase in
lost loans provisions. Besides, dynamics of norigpeting loans volume still has a rising
trend.

The statistical data point to the high volatilitf revenues and riskiness of banking
business in Latvia. Taking into account that al®uper cent of Latvian banks are foreign-
owned, the risk of capital outflow has increaseud, Latvian banks’ top executives should
start considering value enhancing for their shadshre.

Studying the issues of value management in bahksattention is focused on retail
banking. In the post-crisis period, banks have ctorely on their retail operations as on an
invaluable source of income. The role of bank bhascis also emphasized in the
dissertation. It has been proved that branchestteremost important contributors to the
overall bank performance.

The topicality of research is justified by a numbé&problems, which currently exist in
Latvia:

» The term ,bank value” has not been properly defimethe scientific literature, as well as
the concept of bank value has not been sufficieexgmined,;

» There are lots of limitations for application ofngpany valuation methods to estimate the
value of Latvian banks;

» The process of bank value management has low esifigi that complicates achieving
value maximization goal.

To solve the research problems, the author of ibsedation provides answers to the
following research questions:

» What is bank value? Which elements does the comddyznk value involve?

» How to determine bank value? Whether it is posdibladjust the methods of company
valuation to measuring the value of Latvian banks?

» How to manage value to achieve its maximization?aWhstruments should be used to
increase bank value?

The goal of the Doctoral Dissertation t® develop an alternative model for measuring

bank value based on the analysis of performanckabfian banks and on the results of
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studying the concept of bank value, as well as &&karsuggestions for improvement value
management in banking.
To achieve the goal of the dissertation the follayabjectives should be reached:

1. To detect the factors affecting bank value andabarate the model of the concept of
bank value.

2. To explore the potential of the application of tinethods developed for company
valuation to determine the value of Latvian banks.

3. Theoretically substantiate and develop the modehfeasuring the value of Latvian
banks.

4. Theoretically substantiate and develop a performaneasurement system for retail
business units of Latvian banks.

5. Theoretically substantiate and develop the instninier measuring the satisfaction
level of bank retail clients.

6. To determine and evaluate the factors affectingkbaalue from the viewpoint of
bank retail clients, as well as to determine thitedince between perception of these
factors by bank customers and employees.

7. Theoretically substantiate and develop a factorehofl bank service quality, based

on the analysis of survey results conducted ametadi clients of Latvian banks.

The Object, Subject and Limitations of the Resear ch

Theobject of the research is Latvian and foreign banks.

The subject of the research is factors affecting bank valuel amstruments for
improving value management.

Thelimitations of the research. Bank performance results sin0é 2@re analyzed to
develop the model for measuring the value of Latvianks. The respondents within the
framework of the research “Bank value perceivedcbgtomers and employees” are only
bank retail clients. Value management instrumanésdeveloped to increase the value of
bank service branches only. The questions of vahlencing of other business units of a
bank are not considered. Analyzing the potentialapplication of discounted cash flow
method for measuring the value of Latvian banks, ahthor gives recommendations about
the determination of the discount rate. The quasti@lated to the prediction of cash flows

are not discussed.



Theoretical and M ethodological Foundation of the Doctoral Dissertation

The dissertation is based on theoretical and padiindings of LatvianI( Briede, S
Saksonova, I. Arhipova, S Balina, E. Zelgalve, S Prala, M. Kudinska) and foreign authors
(A. Damodaran, T. Copeland, J. Murrin, T. Koller, J. Heskett, G. Arnold, E. Helfert, S
Heffernan, N. Avkiran, A. Bhide, H. Croxford, L. Gitman, A. Payne, M. Jensen, O. Lavrushin,

I. Nikonova, A. Grjaznova, R. Shamgunov S Valdaicev and others) in the field of banking
and value measuring and managing.

Large amount of statistical information has beeadus developing the dissertation:
the information from the home pages of Latvian tordign banks, statistics provided by the
Financial and Capital Market Commission and theodggion of Commercial Banks of
Latvia, consolidated banking data provided by theoBean Central Bank, the financial data
provided by the international financial informatioagencies Reuters, Morningstar,
Bloomberg and the Financial Times.

To achieve the goal of the dissertation variousntjtative and qualitative esear ch
methods have been used: scientific literature review, witwrs, qualitative content analysis,
Delphi method, analysis of means (ANOM), graphiealalysis, data processing with
AQUAD 6.0 software, correlation and regression gsia] as well as factor analysis with
SPSS 19.0 software.

Main contributions and scientific novelty

1. The model of the concept of bank value has beerldpgd. The model is based on
various finance and management concepts, sucheasahcept of modern banking,
relationship value management, value-based manadeamsl sustainable stakeholder
management. The developed model allows eliciting fiéctors affecting bank value
creation.

2. The potential of application of the methods devetbpgfor company valuation to
determine the value of Latvian banks has been aedlyPractical recommendations for
application of capital assets pricing model (CAPM) calculate the cost of equity
(discount rate) for Latvian banks have been given.

3. The build-up model for determination of the costegfuity for Latvian banks has been

developed.



4. The linear regression model for measuring the vabfieLatvian banks has been
developed.

5. The performance measurement system for Latvian beariches has been developed.

6. The instruments for measuring the satisfaction lagdity of retail bank customers have
been developed.

7. The methodology for evaluation of bank service iydlas been worked out. It involves
(1) the author's recommendations about the devedmpnof the service quality
measurement scale and coding of scale elementtuffitrer data processing, (2) the
algorithm of testing the reliability of the scal@) the algorithm of assessment of the
importance of the service quality elements anddake service quality score as perceived
by respondents, (4) the author's recommendationpesforming the factor analysis in
order to elicit the most important service qualégtors for bank clients.

8. The service quality factor model has been created.

In the process of elaborating the dissertationowsriresearches related to the issues of
measuring and managing bank value have been cawluthe hypotheses concerning
different approaches to defining the value of a pany, the difference in perceptions of
bank value by customers and employees, as webraeening the factors affecting customer
perceived service quality have been developed.fdimaulation of the hypotheses, as well as

the testing process is described in separate alsapte

Thesis Statements to be defended:

1. The modern concept of bank value should involve ¢h@ments of the sustainable
stakeholder management theory.

2. It is possible to develop a linear regression mddelmeasuring the value of a bank,
which would simplify a valuation procedure and allavoiding the problems related to
the application of other appraisal methods.

3. Bank performance measurement system should be wegbrokeeping the balance
between financial and non-financial measures.

4. The main driver of bank value is customers andrtBatisfaction with the level of

service quality offered by the bank.



The Approbation and Practical Application of Resear ch Results

The results of the research were discussed in épaititic of Latvia, Lithuania, Estonia,
Belorussia, Poland, Czech Republic, Bulgaria, Jtal$$A and China, and that is confirmed
by the publications in the scientific issues.

The skills acquired during the research procesg applied participating in the project
,Developing of training methodology for sustainapkerforming of small and medium-sized
enterprises based on the enterprise's life cydl®H-2011/29 (01.02.2011 — 31.12.2011).

The research results were partly used within thetute courses “Economics of

Banking” and “Contemporary Problems in Banking”ideted at Riga Technical University.

Scientific Publications
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1.4.2 Qualitative analysis of the terms “bank” and “vatfea company”
1.4.3Bank value concept in the framework of the concésustainable development
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2.1.Analysis of methods of company valuation
2.2.Peculiarities of measuring the value of banks
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2.3.1.Specificity of CAPM application for calculation tiie cost of equity of Latvian
banks
2.3.2Build-up model for calculation of the cost of equif Latvian banks
2.3.3Riskiness of Latvian banking business and employmah risk index to
determine the cost of equity
3. MODEL FOR MEASURING BANK VALUE
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3.3.Regression model for measuring bank value usindgebanultiplicators
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4.4.Evaluation of satisfaction and loyalty of Latviaartks’ retail customers
4.5.Bank value perceived by bank retail customers anpl@yees: research methodology
and results
CONCLUSIONS AND PROPOSALS
LIST OF REFERENCES
ANNEXES

In the first chapter Conceptual framework of bank value’ the author, based on the
analysis of development and investment attractiserd Latvian banking sector, proves the
topicality of value management issues in Latviamkirdy sphere. In order to detect the
factors affecting bank value, research was conduetéch yielded the model of the concept

of bank value.
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In the second chapteltssues and peculiarities of measuring bank value” the author
examines the specific features of the process aisoming bank value and evaluates the
potential of application of the company valuatiorthods for determination of the value of
Latvian banks. The peculiarities of the calculatidrihe cost of equity in the Latvian market
are emphasized. Within the chapter the riskineskadfian banking business is evaluated,
using such measures as volatility of return ontasaad risk index. These measures are
involved into the model of cost of equity calcubeti developed by the author as risk
evaluation criteria.

In the third chapter Model for measuring bank value” the results of empirical
research are reflected. Based on the analysiseopénfformance of European and Latvian
banks, multifactor linear regression models for sueimg bank value are developed. The
models are tested for the determination of theevaluEuropean and Latvian banks.

In the fourth chapterStudying the improvement of value management in banks’
the factors affecting bank value are analyzed. Trsruments for value management
improvement in order to maximize it are suggestéde issues of determination and
enhancing of the satisfaction level of bank retaiktomers, as well as opportunities of
improvement of the bank performance measuremetgraysre in the focus.

In the final chapter of the dissertation the magpartantconclusions and proposals
obtained during the research work are summarized.

The research tasks set for Doctoral Dissertatioe i@en solved and the goal has been
achieved.

The Doctoral Dissertation has been written at thetitute of Production and
Entrepreneurship of the Faculty of Engineering Exnitcs and Management, Riga Technical
University, according to the requirements definedthe Law ,On Scientific Activity”
(05.05.2005), in compliance with the regulationgred Cabinet of Ministers No. 1001 as of
27.12.2005, the requirements of Latvian Counciboience and Doctoral Studies Provisions
of Riga Technical University as of 29.06.2009. TbBectoral Dissertation has been
elaborated with the support of the European Sdaiald within the project «Support for the

Implementation of Doctoral Studies at Riga Technid@versity».
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MAIN SCIENTIFIC RESEARCH RESULTS

1. CONCEPTUAL FRAMEWORK OF BANK VALUE

The chapter consists of 37 pages and comprises 10 tables and 21 figures.

In order to explore the essence of the conceptamik bvalue and to determine the
factors affecting it, the author conducted resedldt is based on scientific findings of
various finance theorists and practitioners (Bri@@®0, Saksonova 2003, Copeland et al.
2002, Jensen 2001, Sinkey 2007, Horne 2002, MafhR®®, Damodaran 2007, Rutterford et
al. 2006, Gitman 2006, Lee 2009, Arnold 2005 u.ie.Yhe field of banking and value
management. The research consists of several stages

In the initial stage the development of the condepeconomics was studied. The
interest in value and its estimations emerged $anabusly with the idea about barter
exchange. The term “value” was introduced iffl t&ntury by the English economist William
Petty. Initially, the concept of value involved grthe category of product value. With the
appearance of new theories in economics and finammeagement the concept of value
became more complex. The development stages afaheept of value, the economic and
finance theories which were developed during themeods of time, and the main terms

characterizing these theories are presented irré-iu

| I STAGE | | 1 STAGE | | Il STAGE
Product value Investment value;
Value of sccuritics Company’s value

* Labour theory of

value 5| * Portfolio theory p | Sharcholder theory
* Marginal utility ¢ [fficient market concept « Stakeholder theory
theory V| e Capital asset pricing V]e Agency theory
& Subjective ufility theory
theory o Theory of corporate
* Productivity theory finance

] [ ] [ | |
| [ | [ | [

~_~ ~_~ ~_~

e Sharcholders’ interests

o Utility « Risk - . .
. , * Customer satisfaction
o Production factors o Time value of money T
L .. and loyalty
* Subjective e Efficient market 5 S, \
. s Employees® satisfaction
(customer) value o [nvestment portfolio
.

and loyalty
* Value drivers
o [Intellectual capital

o [xchange value Diversification

The main terms related to the concept of value

Fig. 1. Development stages of the concept of value.
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Intangible elements of value are an integral pathe modern concept of value. It has
been proved that intangible assets amount to atioper cent of company’s value (Kaplan,
Norton 2003).

Within the modern interpretation, the value is aagwe of a company’s performance
and instrument of strategic management that reflét) an actual state of a company and its
future perspectives from the viewpoint of its owsef2) a current market position of a
company from the point of view of potential invasto(3) value of available tangible and
intangible assets, and (4) risks and opportunig&ged to doing business.

However, considering the differences between firdnand non-financial sector
companies, it is important to clarify the term “kamalue” and to determine its key
components. In the author’s opinion, it can assistliciting the factors affecting value
creation. For this purpose a two-stage researclcarducted.

In the first stage of the research the analysithefdefinitions of the terms “bank” and
“company value” was performed. It started with thelitative data collection. Further, the
initial volume of the information base was reducesing the method of data categorization
in order to distil units of meaning.

Analyzing the definitions of the term “bank”, therfulation of categories was based
on the functions of the financial system. Consiugrihat the definitions analyzed also
involved units of meaning with no regard to thedtions of the financial system, additional
categories were created: transformation and infoamacost reduction, stimulation of
innovations and provision of financial services.

The software AQUAD 6.0 was used for quantitativegessing of the data. Using the
developed categories, the procedure of data codiag conducted. The analysis of the
definitions was performed by means of classical amdrpretative content analysis, i.e.,
transformation of the textual information into tlgrantitative measures with further
statistical processing. Thus, in the first stageshguential mixed research was conducted.

The quantification of codes yielded the frequetatjles which provide the information
about the frequency of appearance of the predefioeés in the definitions analyzed. The
most frequently occurring codes were used to coosthe model of the concept of bank

value.
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The first stage of the research is presented iar€ig.

ualitative data . uantitative data
Q . Data analysis Q -
collection processing

“Result

Method Result Method Result Method Result
—— - Structural
.o | Definitions . Codin AQUAD .
Analysis of tHons Formulating ns Q model of the
of terms Data - . with generated
relevant - of inductive ) concept
literature Bank and categorisation | © e program frequency
i Value atee AQUAD tables

different qualitative and quantitative methods,, iteiangulation. Thus, the research has a

Fig. 2. The first stage of the research “Studyimgt¢oncept of bank value”

In the second stage of the research the validith@fleveloped model was testes, using

parallel-sequential mixed design and consists refetihesearch phases:

1.

involve the elements of the concept of sustaindbielopment.

. Content analysis of the text segments containiegdéscription of different value models

by analogy with the first stage.

Qualitative research that was aimed to prove th@ntodern concept of bank value should

. Verification of model validity, using the method exXpert survey (Delphi method).

The second stage of the research is presentedunneF3.

Quantitative data ’_‘_L> Quantitative data ’_‘_‘_> Result ’_]_|J>

g collection processing

2 Analysis of questionnaire .

Z . NALYSIs of questiannatre Components of the

¥ Finance expert survey results with statistical .

- concept of Bank Value

methods

- Qualitative data ’_K_LD Qualitative data ’_\_L> Result ’_K_Jl> Advanced

2 collection processing structural

7 model of the

2 | Descriptions of value . . Components of the .

z Inductive content analysis . concept of

£ models concept of Bank Value Bank Val
ank Value

_ Qualitative data Qualitative data Result ’_ﬂ_

= collection processing ]

2 Analysis of relevant

] nalysis lev: . .

g . : - Analysis of arguments pro Components of the

= | litcrature on sustainable B - .

b sustainability concept of Bank Value

development

Fig. 3. The second stage of the research “Studyi@egoncept of bank value”.
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As it was mentioned above, the quantification of tualitative information was
performed, using the program AQUAD as a softwarel.t@he process of AQUAD
application is presented in Figure 4.

A Q U A D

Concept of banking Concept of company’s value Value models
[Dent | [Deiz | [Ders ||| [Def1 | [ Def2 | [De3 | || [ Def1 | [ Def2 || Defs |
Data allocation Data allocation Data allocation
Classification criteria: date Classilication eriteria; author’s Classilication criteria:
of publication and type of origin and professional occupation date of publication
the information source

30 35 35

| ScLit before2004 |

[ EuropeTheory | | AmericaTheory | | before200R |

[Euroch‘rHclicc | | AmericaPractice | [ after2(dH |

[ ScLit after2004 |

== == ==

Coding, using strategy of DATA Coding, using strategy of
differenciation REDUCTION generalisation
[ ] T ] [ 1
The main funetions Basic approaches 1o the Value affecting
of & modern bank definitions of value factors

MODEL OF THE CONCEPT OF BANK VALUE

Fig. 4. AQUAD application in the research “Studyiihg concept of bank value”.

The obtained results allowed developing the strmattmodel of the concept of bank
value that is based on such finance and manageoosgepts as the concept of modern
banking, relationship value management, value-basemhagement and sustainable
stakeholder management (see Figure 5).

The concept of modern banking is in the centehefrhodel. According to the concept,
a modern bank not only performs traditional bankragions, such as deposit attraction and
lending, but is also engaged in the processes Itdoting, processing and disseminating of
information, performs agent functions, reduces rimf@tion asymmetry and risk, as well as
generates innovations and stimulates their impleéatiem. The following abbreviations are

used in the model: (1) TBA - traditional bankingtidtes, (2) KM — knowledge
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management, (3) RM — risk management, (4) INFOferimation processing, and (5) CF —
cash flow.

‘ REPUTATIONAL CAPITAL

STRATEGY

*RELATIONSHIP CAPITAL

PERFORMANCE
MEASUREMENT

ORGANIZATIONAL
CAPABILITIES *

Communicathyn

e *ORGANIZATIONAL CAPITAL
B Processes
et -
s — Organisational structure
/ A 7 H-\NI\\ CF, / ) Leadership
f KM —b{ VAL UI :H—! INFO I Innovational capital
A C
- ".__..- *FINANCIAL CAPITAL
~ -
CONCEPT T Monetary capnal
OF MODERN _——. Tangibles
“BANKING  /
RELATIONSHIP VALUE-BASED
VALUE MANAGEMENT MANAGEMENT

SUSTAINABLE STAKEHOLDER MANAGEMENT

Fig. 5. The model of the concept of bank value

The main goal of a bank is to satisfy its sharetwsdi.e., to maximize shareholder
value and that, in turn, is the function of casiwl

The interests of shareholders are prioritized tiberte are also other stakeholders whose
interests should be considered. According to theiomship value management (Payne et al.
2000), there are three main stakeholder groupsirebblders, customers and employees. The
author also emphasizes the role of managers anetygat the value creation process. These
five groups form the relationship capital, whichcimmbination with the financial capital and
organizational capital determines bank capabilifidee relationship capital, financial capital
and organizational capital unite tangible and igthle resources, which are necessary for
value creation. In turn, according to the valueeasianagement, a company should have a
strategy that is focused on shareholder value andmance measurement (Arnold 2005).

The concept of sustainable stakeholder managemastcivosen as a comprehensive

theoretical framework for the model (Jagersma 2000)combines the ideas of the
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stakeholder approach and the concept of sustaidablelopment. The core of the sustainable
stakeholder management is the reputational capital.

The elements of the developed model simultanecardyvalue drivers — the factors
which stimulate value creation. By determinatiod artelligent management of value factors
bank managers can positively influence cash flowat tis generated by the bank.

Consequently, bank shareholders’ value will inceeas
2. ISSUESAND PECULIARITIESOF MEASURING BANK VALUE

The chapter consists of 28 pages and comprises 11 tables and 2 figures.

The starting point of the process of value managensevalue estimation. Besides, the
information about business value should be avalablany moment in order to see the value
changes. The knowledge of the value is necessaty foo managers to make well-timed
effective business decisions about how to enhamhegebolder value, and for business
owners, because they take a risk, buying compahgses.

In the opinion of various financial specialists (Padaran 2007, Copeland et al. 2002,
Francis, Ibbotson 2002) the value of a going camée@|ssociated primarily with the present
value of the future cash flows. However, there difeerent valuation methodologies that
provide an estimate of a company’s value. All trethmds can be classified into three groups
(Damodaran 2007, Jegerev 2003, Fedotova, Grjaz2@03):

1.  Earning-based methods use the fundamental principle of finance — timei@af money
(Fabozzi, Drake 2009). Using these methods, allréutash flows are estimated and
discounted to determine the present value.

2. Asset-based methods use the principle of substitution: no rational @stor will pay
more for the business assets than the cost of pngcassets of similar economic
utility. The value of a company is estimated as difeerence between the value of
assets and liabilities.

3. Mar ket-based valuation methods estimate a company'’s value relative to that oftlagio
company.

Estimating the value of a bank, it is possible &e uthe methods appropriate to
valuation of any other company. However, the preadgsank value assessment has its own
specific features that are related to the diffeesnisetween doing business in financial and
non-financial sectors.
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Firstly, the capital of financial service companiess different interpretation from that
used in case of non-financial sector companieskid@l about non-financial service
companies, the capital includes both debt and ydudr financial service companies, debt is
viewed not as a source of capital, but rather @svamaterial — something to be transformed
into other financial products which can then bedsal a higher price and yield a profit
(Damodaran 2007). Consequently, capital at findregavice firms seems to be defined as
equity capital only.

Secondly, banking sector tends to be heavily regdlaand changes in regulatory
requirements can have significant effect on theuealBanks are required to maintain
regulatory capital ratios. Thus, estimating theugabf a bank, it is necessary to take into
account the limitations related to the minimum t@piequirements.

Valuation specialists consider that a valuation aoffinancial institution can be
undertaken mainly using earnings-based methods gl@og et al. 2002, Jegerev 2003,
Sinkey 2007). It is related to the limitation iretapplication of other valuation methods for
measuring the value of a bank.

Using the asset-based approach to valuation, ttemfial income that can be generated
employing the available assets and liabilitiesgisored. Besides, applying this method, the
value of hidden assets (unique bank technologyk lcaistomers’ loyalty, staff competence
and bank-customer relationship value) is not esgoh@Nikonova, Shamgunov 2007).

Market-based valuation methods use price or enserpralue multipliers, such as
price/earnings (P/E) ratio or EBIT multipli@@amodaran 2007, Dermine 2010). However,
the application of this methods impossible, if: the statistical information about bank
market capitalization is not available and (2) Rittiplier cannot be used for valuation of a
bank with negative profit. As for Latvian bankse thpplication of the market-based methods
is limited due to both reasons. There is no avilakatistics about P/E ratio of local banks,
because the stocks of Latvian banks are not quotsidg P/E multipliers of European banks,
the reliability of the obtained results is doubtfide to the specifics of Latvian banking
business. Besides, almost all Latvian banks hasbative profit in 2009 — 2010.

Thus, the method of Discounted Cash Flow (DCF nwthse the most appropriate
method for Latvian banks. Using the argument thatonly cash flows that a stockholder in
a publicly traded firm receives are dividends, gqis valued as the present value of the
expected dividends (Damodaran 2007). However, piyagividend discount model (DDM)
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properly, it is necessary to predict values of fatdividends using retrospective information.
Many of Latvian commercial banks do not pay divideror pay them irregularly. That is
why the application of the free cash flow to equiigcount model (FCFEDM) is better
justified. Cash flow available to shareholders msiadex that reflects potentially possible
volume of dividends a bank can afford to pay (CFAA®. The main issues are (1) to make a
good forecast of the future cash flows, and (2Jeétermine a discount rate (cost of equity)
properly.

Capital assets pricing model (CAPM) is the mosgdently applied method for the
calculation of the cost of equity that is describadthe scientific publications by many
financial experts (Gitman 2006, Fabozzi, Drake 200%A 2010, Evans, Bishop 2001,
Copeland et al. 2002, Damodaran 2007).

CAPM is used in finance to determine a theoretycafipropriate required rate of return
on an asset, if that asset is to be added to aadiwell-diversified portfolio, given the non-
diversifiable risk associated with the asset. Thedeh takes into account the asset's
sensitivity to non-diversifiable risk (also knowrs a@ystemic risk or market risk), often
represented by bet8)(index in the financial industry, as well as thgpected return on the
market portfolio and the expected return on a thigcal risk-free asset (Vernimmen et al.
2009).

Applying this model in the Latvian market we facggnificant challenges, which are
related to the determination of the model companénsk-free rate of return, market risk
premium and beta coefficient).

Risk freerate. The interest rate on government bonds is often asdte risk-free rate
on condition that investment into these financiadtiuments has a really minimal risk
(Damodaran 2007, Copeland et al. 2002, CFA 20X0jt possible to consider the bonds
issued by the Latvian government as risk-free a8seditvia’s long-term ratings in the local
currency according to Fitch, Moody’'s and Standard&™ are BBB-/Baa3/BB+
respectively. These ratings are in the speculatiass. Besides, according to the Brookings
Institution survey “Index of State Weakness in feveloped World”, Latvia is among
underdeveloped countries (Rice, Patrick 2008). Tluseng of Latvian bonds as risk-free
assets depends on the investor decision and Hisgmiéss to take the risk.

Some authors suggest using such kind of substifatethe risk-free rate: (1) interest

rate offered by central bank for the deposits imeifgn currency (Fedotova, Grjaznova 2003),
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(2) annual average rate of refinancing of the @nbank adjusted to inflation rate
(Nikonova, Shamgunov 2007), (3) LIBOR adjusted ¢oeseign risk premium (Rutgaizer,
Budicky 2007, Nikonova, Shamgunov 2007).

In the opinion of the author, using of the refinagcrate is not correct. The rate
reflects the price of the money that is sold by teatral bank. It is not return on assets.
Using LIBOR is not possible on the same considenatilt is the average interest rate that the
leading banks in London charge when lending torolamks.Besides, the parity principle is not
considered (Damodaran 2007). Cash flows of LatWianks are nominated in Lats. Thus,
risk-free rate should be also nominated in Lats.

The author of the dissertation recommends the iatig substitute for the risk-free
rate:

1. Rate of return on the Latvian government bondspibgential investor is ready to accept it.
The maturity of the bonds should correspond tcctiesen period of projecting of the cash
flow.

2. The weighted average yield of long-term bonds afest with rating AAA (for instance
Germany, France, Canada etc.).

3. Average deposit rate offered by the largest anglssdlanks of a country.

Market risk premium. Calculation of the market risk premium is basednasrket
index data for the long-term periq€opeland et al. 2002, Dimson et al. 2002, Officer,
Bishop 2008). Riga Stock Exchange was established993. Thus, due to the limited
volume of the information the results of the similasearch in Latvian market will have low
statistical power. Using 10 — 20 year long peritiet value of standard error can be even
higher than the estimated premium (Damodaran, 2007)

Analyzing the viewpoint of various researchers tis tissue (Damodaran 2007,
Nikonova, Shamgunov 2007, Haden, Goedhart 2008),athithor concludes that the only
possible solution is to use the base premium fonadure stock market (for instance, the
USA) adjusted by the sovereign premium.

Beta coefficient. There is no efficient, developed and sophisticatapital market in
the Baltic Region to make a calculation of betaffocient properly. Besides, the stocks of
Latvian banks are not quoted. To determine betHicieat, the author recommends:

1. Use publicly available data about the coefficieffei@d by various companies — for

instance, Barra, Value Line and Bloomberg.
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2. Use the regression model as a substitute for CARM.Damodaran recommends
determining correlation between company’s profihayics and dynamics of return on
the market as a whole (Damodaran 2007). Considetiigy recommendation, beta

coefficient for Latvian banks can be calculatedhgishe following formula:

Abank 's profit =a + 8 x AOMX Riga (1)

The authors of the article recommend using the evalfi net operating income to
substitute the price of bank’s shares. The netaipey income fits better for this purpose,
because its value directly depends on market siuatn turn, the value of profit also
depends on the sum of administration costs, anadidiz and doubtful loans provisions.

The calculation of beta coefficient for Latvian kamperformed by the author yielded
non-adequate results — beta for some banks wasiveegehese findings point to the fact that
the only solution is using publicly available dataout beta coefficient, estimated for banking
sector of other countries (Damodaran 2012, Eis@néteal. 2005, King 2009). Is it correct to
use these values? It depends on the viewpointpbégals and potential investors.

To avoid the problems related to the applicatiorC&PM, the author suggests using
the alternative variant for the estimation of cobtequity — build-up model. The basis of
calculation is the return on risk-free investmditite risk premiums to compensate the risk of
investment into the company are added to the risi-fate.

The author of the dissertation suggests evaluaingsk premiums specific of the
banking business (see Table 1). The level of 8skivided into three categories: loy’ (0%

— 1%), medium “~" (2% — 3%) and high™ (4% — 5%).

To reduce the subjectivity of the model applicatittre author involves into the model
mainly the risk premiums which can be evaluategtam quantitative criteria. For instance,
profitability of a bank is evaluated, using retwm equity (ROE) or return on assets (ROA).
Risk premium can be estimated, comparing ROE ddrk lwith the average industry level.
Evaluating income stability of a bank, the autheggests using standard deviation of ROE
or ROA.
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Table 1

Risk premiums for the model for calculation of tuest of equity

o

1%

No | Risk premium Risk| Evaluation criteria
Banking sector is strictly regulated by law; baaWIcorresponds t
the EU requirements; banking sector is stable; mbshe banks
! have long and successful history of business &gtialmost all
banks have investment grade ratings; the sharesost banks ar
1 guoted on the stock exchange.
Industry risk Banking sector is stable, but its development deépemn
N macroeconomic situation in a state; a small nunolbdranks have
investment grade ratings; banks’ shares are ndedumn the stoc
exchange.
Banking sector is at the development stage; regulatystem is
1 under construction; low entry barrier into the sech lot of new
banks.
. ! Bank operates in the Latvian market for more thdwydars.
5 History of Bank o . o f h
business activity—" perates in Latvia for moret an 5 years.
1 A new bank (less than 5 years in the market).
l Market share in terms of total assets over 10%.
3 | Sizeofthebank ~ [ Market share in terms of total assets from 5% &.10
1 Market share in terms of total assets ur5%.
C ! Market share in terms of deposits over 10%.
4 coﬁ?itc(i)gf::e ~ Market share in terms of deposits from 5% to 10%.
0 Market share in terms of deposits under 5%.
ROA of the bank is higher than the average indeth@industry,
Profitability: l Stand_ard deviation of RQA is gnder _1%. _
5 predictability,of _ ROA is about average index in the industry. Stashdiaviation of]
revenues ROA is from 1% to 2%. _ _ _ _
ROA is under the average index in the industryn&ad deviatior
! of ROA is over 2%.
! The bank is a part @ninternational financial grou
6 Availability of _ | The bank is privately owned, but it has opportesitof borrowing
funds money in the international market.
1 Small private bank.
. l Risk index is over 10.
7 Pirr?sbjsglr%;f ~ R?sk ?ndex ?s in the range betwegn 5 and 10.
1 Risk index is close to 0 or negati
. e Universal bank. Bank’s group includes companiesferfg
Diversification l different financial services. Bank offeunique product
8 of prodqcts and— Universal bank, but concentrates on some products.
services —
1 Specialized bank.
The bank has large number of branches in Latviaaésalin foreign
9 I l countries
_Terr!tpral The bank has sufficiently large number of branches, only in
diversification ~ | Latvi
atvia.
1 The bank has a limited number of branches.
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The author recommends evaluating probability oblwvency, incorporating the risk
index into the model (Hannan, Hanweck 1988). Ushig index, it is possible to determine
the probability at which the bank losses exceedtrk’s equity.

The model involves only three premiums the evatunatif which is entirely based on
expert subjective estimation: (1) industry risk) (Rversification of products and services,
and (3) territorial diversification.

To check the reliability of the obtained resultsing the build-up model, the author has
used expert method. The employees of Latvian bam&se offered to evaluate risk
premiums, using the author's recommended critemi@ #eir own subjective view of the
current situation in their bank and its future depenent. Summing up all the rates, the total
risk score for each bank analyzed was receivethta, 19 experts evaluated the riskiness of
their banks. The scores were in range from 5 patrtoe33 per cent.

To calculate the cost of equity, the value of tis&-free rate of return should be added
to the scores given by the experts. The authomubked the rate of return on 10-year bonds
issued in 2012 by the Latvian government as thlke-free rate. In turn, cost of equity
estimation, using CAPM, will be equal for all tharks. The value of the cost of equity

depending on the estimation method is presentédle 2.

Table 2
Cost of equity for Latvian banks
Cost of equity, using CAPM Cost of equity, usingléhwp model
CAPM Value Information source Model components Value
components
Risk-free 6.625% Rate of return on Latvian Risk-free rate 6.625%
rate government bonds
Market risk o Estimated value for Latvia Total risk score, on _ 220
premium 9% (Damodaran 2012) provided by experts 5% — 33%
Estimated value for banking
Beta 0.67 — 150 sector of other countries
coefficient =1 ¥ Y (Damodaran 2012, EisenBei i i
et al. 2005, King 2009)
Cost of 12,66% — 20,13% 11,66% — 39,66%
equity

Comparing the obtained results, the author conslibat the application of CAPM in
the Latvian market cannot provide sufficiently ablie results. The situation of each bank is
unique, and it is not possible to use any kindrofied formula to calculate the cost of equity

for all the Latvian banks. However, CAPM is a vewgpular model. Besides, foreign
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investors probably will be dissatisfied with thest@f equity that is calculated based on
subjective judgments of local experts.

Considering the difficulty of predicting the valoé cash flow, as well as taking into
account the limitations related to the estimatifghe cost of equity in the Latvian market,
the author suggests the alternative to the disedusash flow model — the multifactor

regression model for measuring the value of a bank.
3. MODEL FOR MEASURING BANK VALUE

The chapter consists of 22 pages and comprises 10 tables and 28 figures.

The information about company value is necessarynemage business activities
effectively. However, the application of complichtealuation procedures is often not
practical. Business owners need a simple, butdbgied valid formula that allows measuring
the value of a business at any moment of time @pauj2006).

The author of the dissertation suggests creatingukifactor linear regression model

for measuring the value of a bank, using the folhgnalgorithm (see Figure 6).

Banks™ empirical Correlation a.na.lysi’k Factors affecting bank
value value

Vi=BotPixXitPaxa+.. Py
Vi=PotPix13+Paxn

R'Tm:f'l}"i'f' X lr.|:.1.+ lelm'i_ y -+f'nxnm n—numberof factors

m—number ofbanks
il (

MODEL EQUATION
Vhank = ﬁﬂ+ﬁlx1+ﬁ:x:+...+ﬁnx.1

NO JL
‘—l Testing the statistical significance of a model

YES

-

[- Calculation of the value of a bank, using the model equation }

* Comparison of an estimated value with an empirical value

Fig. 6. The algorithm for creating the model forasering the value of a bank
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Considering that the shares of Latvian banks atejnoted at the stock exchange and
the data about market capitalization is not avélathe empirical value of banks was
calculated using market-based method. The avemge-ijo-book ratio for banks of Central
and Eastern Europe region was used as a multiplwas not possible to use PE ratio,
because since 2008 almost all Latvian banks engetewith losses.

To choose the arguments for the model, the auth®@ahalyzed performance indicators

of twenty banks, which were combined into five grejsee Table 3).

Table 3
Bank performance indicators
No. The name of the group Performance indicators
ROA — return on assets;
1 Profitability and ROE - return on equity;
efficiency indices NIM — net interest margin;
Cl — cos-to-income ratio.
NIl — net interest income;
NFCI — net fee and commission income;
Income and cash flow SE/C - staff expenses as a percentage of tota; cost
2 . . : .
statement indices NI/l — net interest income as a percentage of intzome;

II/IE — interest income to interest expenses;
CF — cash flow for the year.

D/L — deposits to loans;

L/A — loans to assets;

A — total assets;

D — total deposits.

NPL/L — non-performing loans to total loans;
4 Asset quality P — provisions for doubtful loans;

P/L — provisions to loan

CAR - capital adequacy ratio;

E/A — equity to assets;

E/L — equity to liabilities.

3 Balance sheet indices

Capital
adequacy

The values of Pearson’s correlation coefficieniMeein bank value and performance
indicators were calculated based on processingatisscal information over the period of
2006-2010. Considering the median value for the afecorrelation coefficients, the
indicators with the strongest relation with bankueaare: (1) ROA, (2) ROE, (3) cost-to-
income ratio, (4) net interest income to total mey (5) non-performing loans to total loans,
(6) provisions, (7) provisions to loans, and (&8st income to interest expenses.

The return on equity seems to be the most apptepaegument for our model (r =
0.668). Considering that ROE and ROA are stronglgted, it is not essential which of them
will be used in the equation. We give priority t®OR, just because it has a higher average
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correlation coefficient than ROA. However, the gsa& of cross-correlation tables indicates
that there is the problem of multicollinearity. Taas a strong linear correlation between
ROE and other indices.

So, it is clear that we cannot simultaneously u€ERnd value of provisions, or ROE
and non-performing loans to total loans in the samelel. However, we can try to combine
ROE and cost-to-income ratio. Besides, we can erclROE from the model and use
combination of other indices.

Based on the results of the correlation analysiglve variants of the model were
created, usingRegression application of SPSS software. Performance inditesn bank
reports of 2010 were used for this purpose.

After testing the statistical significance of thevdloped models and their coefficients,
the optimal regression model was chosen. It inwiveo arguments: (1) NIl — net interest
income, and (2) P — provisions for doubtful loarf$ie model is expressed by the following

equation:

Vbank = 2,038 x P + 3,693 x NIl (2)

Descriptive statistics for the model and its casdifints are presented in Figure 7.

Model summary

R R Square | Adjusted R Square| F Sig. Durbin-Watson
.960 922 .912| 94.014] .000 2.116
Coefficients
Non-standardized
Coefficients Collinearity Statistics
Model B Std. Error t Sig. Tolerance VIF
P 2.038 .653| 3.123 .007 .237 4.212
NIl 3.693 977 3.779 .002 .237 4.212

Fig. 7. Descriptive statistics for the model witigaments P and NII

For a confidence level of 95 per cent, if ,sigrdfice F" is less than 0.05, then the null
hypothesis is rejected (there is a statisticallgnsicant association between dependent
variable and independent variables). The signifieaR for the model is equal to 0.000. R-
squared of the model is equal to 0.922, indicatireg 92.2 per cent of the variability in the

bank value is explained by this model. Durbin-Watstatistics is greater than its upper
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critical value (y = 1.53), which indicates that there is no autaaation in the residuals
(Arhipova, Balina 2006).

As for regression coefficients, p-values for boté kess than 0.05 (for Provisions p =
0.007, for NIl p = 0.002). It means that both camidints are not equal to zero with a
probability of 95 per cent. The variance inflati@ctor (VIF) = 4.212 < 10, which indicates
that there is no multicollinearity (Cohen et al03D

The values of the banks analyzed that were estinaseng PB multiple and the

developed model are presented in the Figure 8.
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Fig. 8. Value of banks estimated using PB ratio tlwedregression model.

In most cases the estimated function values arerldhan the values estimated using
market-based approach. However, this can be exquldiy the fact that only financial ratios
were used as arguments for the model.

As for the value of residuals, the gap betweenntibele! estimated value and market
data based value exceeds 50 per cent for severs.biargoints to the fact that despite high
statistical significance, the developed model daerovide sufficiently accurate results.

There are many reasons for it. Firstly, the resoftshe correlation analysis largely
depend on the potential value of banks. The autked price-to-book ratio in this research.
However, another option exists. The business miagdKapitals" together with the Agency
of Investment Banking "IBS Prudentia" and the Latvrepresentative of the stock exchange
NASDAQ OMX publish the list of Latvian most valugbtompanies. The value of Latvian

banks has been calculated since 2007. The auththeadissertation does not use this data,
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because currently only 13 Latvian banks are inauttethis list. However, it is a good
information source for future research.

Besides, the idea to involve non-financial indicatmto the model can be realized. At
the moment, the information about only one nonsfgial measure is available for Latvian
banks. This is EPSI rating — the index to measwstomer satisfaction and loyalty in
European countries. It was impossible to conductlacorrelation analysis, because usually
EPSI is estimated for the banking sector as a whdefor separate banks, the author has
received the information about EPSI for only thieggest Latvian banks since 2006. If such
kind of data is available in the future, it will lpessible to use the rating as an argument for
the model. Secondly, Latvian companies have besnghe sustainability rating for the last
three years. In 2011, only three Latvian banks +dsa Bank Finland Latvian subsidiary,
Swedbank and SEB Bank — were rated. If the numbeated banks increases, it will be

possible to use the information about sustaingbilitiex for similar research in the future.

4. STUDYING THE IMPROVEMENT OF VALUE MANAGEMENT IN BANKS

The chapter consists of 54 pages and comprises 34 tables and 16 figures.

Value management assumes that a company’s goslsystems, strategy, business
processes, performance measurement system andrecuwdte aligned with long-term
maximization of shareholder wealth (Arnold 2005)eskies, according to value-based
management, company’s managers should concentrate dfforts on the activities and
management decisions, which create the basis fongehe return on the invested money in
the future (Valdaicev 2008). The process of makirapagement decisions should be based
on key value factors (Copeland et al. 2002). Thuidue management is a process of
management of value factors in order to maximizae/a

Various factors stimulate value creation. For ine& professional business
management, properly developed strategy, staff etemge, etc. However, it is difficult to
win in all the areas. It is necessary to choostfado be prioritized.

In the dissertation the attention is focused prilpan the following value factors:

» Bank performance measurement system. It has been proved thausiness efficiency
largely depends on the existing performance measmesystem (Copeland et al. 2002).
Company’s managers can monitor business resultslatatt the level of a company’s

soundness, using performance indicators (Dobbsl.e2085). Considering that each
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department of the company should have its own ieffty measures and targets
(Copeland et al. 2002), in the present dissertattien process of development of the
performance measurement system was studied aattelvanch level.

» Bank staff productivity, competence and emotional intellect. According to the
viewpoint of various researchers there is a strem@tionship between staff professional
competence, emotional intellect and customers’eslodirwallets (Beaujean et al. 2006,
Coyne et al. 2000, Croxford et al. 2005).

» Customer satisfaction and loyalty. Based on the opinion of many financial experts,
satisfied and loyal customers are the main driiecampany’s profitability (Reicheld,
Sasser 1990, Storbacka et al. 1994, Hallowell 1986)al, Anastasiadou 2009, Beerli et
al. 2004).

» Bank service quality. Provision of a high quality service helps to atraew customers
and retain the existing customers. That, in tuwers operating costs, improves
productivity and enhances cash flow from businestsviies (Chi Cui et al., 2003;
Ladhari et al., 2011; Abdullah et al. 2010).

The development of the performance measuremerdrayistone of the key elements of
value management concept. The reason of failuusiofy some management approaches was
performance targets that were not properly alignéd the ultimate goal of creating value.
Besides, the corporate objectives should be tratsiato the set of measures appropriate to
each particular business group.

Based on the results of the survey of Latvian baniployees, the author of the
dissertation has developed the performance measutesystem appropriate for a bank
branch that includes both financial and non-finahitidicators (see Figure 9).
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Strategic goals Indicators
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Fig. 9. Performance measurement system for a bamich

The system is based on the principles of balancedesard: quantitative indicators
correspond to strategic goals and are combinedaotogroups. The author has incorporated
14 measures into the model that can be complemeavitacthe range of metrics related to
specific banking products. The choice of these tamdil measures is conditioned by
strategically important product lines for a bankeath specific moment.

It is most important for bank top executives in eleping a performance measurement
system to pay attention not only to financial irsdars and selling results. Undervaluation of
the importance of non-financial measures can leaddreasing number of operational errors
and decrease of service quality.

Sustainable value creation is built on creationdadtinctive customer value and
competitive advantage that allows a company tovdeBuperior shareholder returns over the
long term (Olsen et al. 2009). Companies get a etitiye advantage when customers
choose to buy from them instead of from their cotitpes (Coyne et al. 2000).

To survive in the competitive struggle, banks staetain the existing customers and
attract new ones. Thus, in order to ensure long-f@mofit growth, banks should care about

enhancing customer satisfaction and loyalty. Thestnimportant determinant of customer
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satisfaction is service quality as perceived bykbaients. The key to building a competitive
advantage is a bank’s ability to deliver a highiquaservice that meets the needs and
expectations of the customers (Ennew, Waite 20@Tdviding superior service quality
contributes to profitability due to enhanced custortoyalty and, as consequence, higher
customer retention (Abdullah et al. 2010, Rosta®993.

The author of the dissertation has developed semiality measuring methodology
that allows:
1. Evaluating service quality as perceived by retiggints and employees of Latvian banks;
2. Determining the factors affecting customers’ dexisito buy new bank products;
3. Determining and evaluating the factors affectingtomers’ decisions about terminating

the relationships with a bank.

To achieve the purpose of the present researchautier developed questionnaires

which were mailed to randomly selected bank custeraad employees. The questionnaires

are similar and consist of several blocks of qoesti(see Figure 10).

SECTION B: SECTION C: SECTION D: SECTION E:
SECTION A: Statements about Statements about the Statements about Statements about the
Respondents’ —I\ service quality reasons why —I\ the reasons for personal and
o e VRN customers terminate [ /|  making a new professional qualities
profile factors of an . . . . . -
analvzed bank their relationships purchase in a of front-office
: with a bank bank employees

Fig. 10. The structure of the questionnaire forrése=arch ,Bank value perceived by bank retailarusts and

employees”

The main question pool is presented in section lgerd@ are statements about service
quality factors (factors affecting bank value ascpared by the customers) of an analyzed
bank. Questions are formulated based on the statenfeom the SERVQUAL model
(Zeithaml et al. 1990) that is widely applied toasere service quality in banking (Rostamy
2009, Abdullah et al. 2010, Avkiran 1994, Bahianhs 2000). Considering the results of the
focus group interview conducted by the author ipt&eaber, 2011, initially, the number of

statements in section B was 28 and they were grbinpe 8 dimensions (see Table 4).
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Table 4

The author’s suggested service quality dimensions

No. Service quality dimensic SectionB guestion
1 Physical surroundings Questions 1 — 3
2 Product Questions 4 — 8
3 Trust Questions 9 — 12
4 Empathy Questions 13 — 15
5 Responsivene Questions 1+ 19
6 Competence Questions 20 — 22
7 Acces: Questions 2:— 26
8 Price Questions 27 — 28

The research was conducted from October 2011 {ilfilA2012. The total of 301
questionnaires completed by bank retail customers 02 questionnaires completed by
bank employees were collected.

To test whether the questions from section B aneraguiate to measuring service
quality, Cronbach’s alpha was applied (Nasledov720€ronbach’s alpha for the whole
measuring scale is equal to 0.924, and that attegfls internal consistency of the
guestionnaire.

The reliability of the scale was assessed by meériactor analysis. To examine the
appropriateness of factor analysis, Kaiser-MeydirOlmeasure of sampling adequacy
(KMO) and Bartlett's Test of Sphericity were usé&thgledov 2007). KMO = 0.917 > 0.9,
which indicates absolute adequacy. P-value of 8@l Test of Sphericity = 0.000 < 0.05,
which points to high appropriateness of factor gsialto the given sample.

Factor analysis was performed in three stages timtil only variables with factor
loadings above 0.5 were retained (Avkiran 1999, Wladh et al. 2010). The results of the

third stage of factor analysis are presented iner'ab
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The results of factor analysis

Table 5

No. Service quality elements Factors
F1 F2 F3 F4 F5
1 | Staff readiness to correct mistakes 752
2 | Individual attention to customers .748
3 | Staff courtesy 741
4 | Staff supportiveness 724
5 | Staff willingness to hel 711
6 | Staff knowledge .697
7 | Operational erro .560
8 | Branch atmosphere 726
9 | Visual appearance of employees .708
10 | Interiordécor and leaflet .685
11 | Technological capability .644
12 | Reputatiol .533
13 | Branch and ATM network .785
14 | Locatior 752
15 | Operating hours 744
16 | Product quality 719
17 | Safety of transactiol 717
18 | Usability of products .603
19 | Price 726
20 | Service speed .607
21 | Benefits from the usage of prodt 511

After the factor analysis 9 elements were droppethfthe scale leaving only 21

items in the final questionnaire. Five factors wexé&acted:
* F1. Staff competence and emotional intellect — service quality elements related to

knowledge and professional experience of bank eyepls staff attitude to clients and

behavior style;

* F2: Bank image — service quality elements, which create an ingjo@son customers, but

are not directly related to bank products and sesji

* F3: Access — service quality elements, characterizing the laldity of products and

services;

* F4: Product — service quality elements related to usabilitgt aafety of bank products;

* F5: Expenses — service quality elements related to customershey and time costs,

using bank products and services.

Since the number of service quality elements has beduced, Cronbach’s alpha for

the whole scale is equal to 0.896, which indicagesd internal consistency. However,



analyzing the results, the author has concludettiigaclement “operating hours” should be
excluded from the scale. If it is deleted, Cronbadipha for the dimension “access” will
increase to 0.801. Thus, the number of remainamstis 20.

Using SERVPERF model, the difference in perceptibservice quality dimensions by
bank customers and employees was determined (dde &a Respondent code: 1 — bank
employees, 2 — bank customers.

Table 6
Difference between bank retail customers’ and eyg#e’ evaluation of service

quality factors

Service quality factor Rescp())cc)llzder Mean Sta(;tﬁt;}za(lj;}i%?éfri]%anc Mean difference
Service quality score ; 322(6 147 .076
;ttiflfec(gmpetence and emotion ; 212251 038 136
Bank image ; jgsg .264 -.0696
Access ; jgl 475 -.066
Product ; jjé .847 -.013
Expenses ; gg‘; 147 .076

The difference between customers’ and employeesiluation is statistically
significant only in relation to the factor “stafbmpetence and emotional intellect”. The
evaluation of employees is higher than the evalmabf customers. It means that bank
employees perceive the situation regarding theicefevel and emotional aspect of service
more positively than the customers. Service qudlitytotal is also evaluated higher by
employees, but the difference is not statisticsigyificant.

Based on the results of the processing of the wialia base, it is possible to
determine the contribution of each service quditytor to total service quality score and to
overall customer satisfaction. For this purpose ahthor used Spearman rank correlation
coefficient. The reason for using this coefficiemtthe fact that sample variables are not
normally distributed.
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Based on the results of the correlation analybis,tank service quality factor model

was developed (see Figure 11).

Staff readiness to correct mistakes
Individual attention 1o customers

0.752%

ﬂ,?"ds"/'I Staff courtesy ]
. 741
Con-fPEte“.ce and _?24"—»1 Staff countenance |
emotional intellect 711
697_‘““| Stall willingness w help ]
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\‘( Staff knowledge ]
Operational errors |
Price
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Fig. 11. Bank service quality factor model.

From the viewpoint of bank retail clients, the sgest relationship is between service
quality and the factor “competence and emotiondlliect” that involves the service quality
elements related not only to staff knowledge, & & the emotional aspects of the service.

Having analyzed the respondents’ answers to thstigues of section C, the factors that

can force customers to leave their bank were détedr(see Table 7).

40



Table 7

Factors affecting customers’ decision about tertmiathe relationships with a bank —

evaluation of importance

Factor Factor importance
Customers’ viewpoil | Employees’ viewpoir

Problems related to usage of bank products 441 4.33
(problems with ATM, delay in money transi
Frequent operational errors of employees 4.26 441
Negative experience with a servicing bank. Staff 3.81 3.96
inability solve the problems quickly
Not polite servic 3.7€ 4.36
Rise in commission fees 3.70 3.66
Negative information in mass media 3.64 4.05
Attractive offer of another bank 3.63 3.82
Long waiting in queue 3.41 3.43
Closing of the conveniently located branch 3.04 03.7

As it was assumed, the competence, emotional écteind empathy of bank front

office staff play a crucial role in relationshipstiveen bank and its clients.

Despite the high level of customer loyalty in Latviretail banking, 59 per cent of

respondents are ready to terminate relationshipgh Wie bank, if they receive a good
proposal from another bank. On the one hand, itnsé¢aat there is a rather high likelihood
of losing the existing customers. On the positivdes it means that banks have an

opportunity to lure customers away, conductingraelligent marketing policy.

The reasons why customers buy new products in &, bamged in the order of

importance evaluated by customers, are presentEalle 8.

Table 8

Factors affecting customers’ decision to buy a bawk product — evaluation of importance

Factor Factor importance
Customers’| Employees’
viewpoint viewpoint
Need for a product 4.61 4.63
Favourable tern 4.05 4.5C
Recommendations of friends, colleagues, relatives .34 3 4.25
Detailed and comprehensive information about ayebgrovided by 3.07 4.08
bank employee
Exclusive offer (for instance, opportunity to chea@srd desig! 2.87 3.62
Successful advertising campaign of a bank 2.76 8 3.7
Willingness to get a prestigious bank product {ffistance, Golden 2.61 3.69
Client credit card)
Insistent offer of a bank employee (though thers m@need for a 1.97 3.17
product)
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Having analyzed the results it may be concluded lthévian customers do not easily
come under influence. They buy a new payment cantwest their money if a bank can
make them a really good offer or if they see neralitive. However, it is crucially important
to improve communication and selling skills of barkployees — 38 per cent of respondents
will buy or probably buy a new bank product if angoyee has good arguments pro.

The most important traits of an ideal bank frorfteef employee from the viewpoint of
bank customers and staff members are presenteabie 9.

Table 9

The most important traits of an ideal bank frorfteef employee — evaluation of importance

Employee evaluation criteria Customers’ viewpoint mioyees’ viewpoint
Importance Range Importance Range

Professional knowledge 4.91 1 4.90 1
Communication skills 4.78 2 4.83 2
Behavior 4.70 3 4.82 3
Appearance 4.36 4 4.66 4
Language skills 4.22 5 4.00 6
Selling skills 3.95 6 4.54 5
Education level 3.73 7 3.83 7
Work experience 3.51 8 3.81

Customers give priority to professional knowledgmod communication skills,
courtesy and friendliness of bank employees. The/point of customers is concurrent with
employees’ opinion on this matter.

Summarizing the results of the research, the auwtbocluded that the most important
service quality elements for retail customers aekibproduct quality, product usability and
safety of transactions. However, knowledge of elygds and emotional component of the

service are also critically important in bank-cusév relationships.
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CONCLUSIONS AND PROPOSALS

In the course of development of the present disgert the necessity to manage value

and the topicality of value management relatedeissa the Latvian banking sector have

been proved. The recommendations in the field odsueng and managing bank value

suggested by the author, as well as the instrungmisloped for bank value management

can be used by executives of Latvian banks in dal@rcrease bank value and provide long-

term high income to their shareholders. Summinghapresults of the research, the author

has made the followingonclusions:

1.

Having analyzed the development dynamics of theiaatbanking sector performance,
low efficiency of the Latvian banking business wasserved. That, in turn, reduces
investment attractiveness of Latvian banks amomstieg and potential investors. Thus,
shareholder value increase is a crucially importpstion for top executives of Latvian
banks.

Having studied the development of the concept dfiejathe author has concluded that
intellectual capital (intangible assets) is themrelement of the modern concept of value.
Shareholder value maximization is an integral gifah company within the framework
of value-based management. According to this caneepompany should (1) develop a
value-oriented strategy and implement it at all ihess levels, (2) align value
maximization goal with business activities and bass processes in all departments of
the company, (3) constantly monitor the createdierah order to make well-timed
decisions about necessary reorganizational proesdur

Having analyzed the scientific findings of finartbeorists and practitioners regarding the
concept of value, the concept of bank value wasnéed holistically. According to it,
bank value is a multidimensional concept that corebielements of various scientific
concepts. The model of the concept of bank valueldped by the author is based on
such concepts as the concept of modern bankirafjaeship value management, value-
based management and sustainable stakeholder maewige

Exploring the potential of application of the compavaluation methods to estimating the
value of Latvian banks, the author has concludadttie most appropriate method is free
cash flow to equity discounting method (FCFEDM).

Having examined the question concerning estimatfocost of equity of Latvian banks,

the (dis)advantages and limitations of applicatainthe capital asset pricing model
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(CAPM) and the build-up model were emphasized. Rigndonducted empirical research
the author has concluded that the application oPMAIn the Latvian market cannot
provide sufficiently reliable results, becausesinot possible to calculate beta coefficient
and market risk premium for the Latvian bankingtsec

7. The most appropriate method for measuring costoitg of Latvian banks is the build-
up model. The main disadvantage of the model isutgectivity, because it is based on
expert valuation of bank specific risk. Thus, pétEnnvestors can be dissatisfied with
the results obtained applying this model.

8. After conducting empirical research the author $tased that it is possible to develop a
linear regression model for measuring the valueat¥ian banks.

9. Having studied different value models developedvasious researchers, the author has
come to the conclusion that three main stakeh@dsups which need to be managed for
improved value creation are employees, customeds stsareholders. Besides, all the
value domains should be considered from two petf@scsimultaneously: value that
stakeholders deliver to a company and value ticahgany delivers to stakeholders.

10.Having analyzed the publicly available informatiabout the strategic objectives and
targets of world leading banks, the author has looled that their performance
measurement system is based on the principleslafided scorecard (BSC). In the result
of an empirical research it has been concludedmiesuring of performance results in
the branches of Latvian banks is based primarilyfioancial indicators. Indicators of
other BSC perspectives are being ignored or ndicgritly emphasized.

11.Having conducted the research regarding bank ces®matisfaction level and service
quality evaluation, the author has concluded tkatise quality elements which provide
the most important contribution to bank retail onsér satisfaction are related to bank
staff professional competence and empathy in basksmer relationships.

Based on the results of the research, the followimgosals have been made:

1. To apply risk index, evaluating the riskiness o ttatvian banking sector and separate
banks. Risk index can be used as an additiona&ricnit in the process of management of
bank insolvency risk. The author of the dissertasoiggests analyzing the relationship
between ROA volatility and specific features of tegtain periods of time in the Latvian
banking sector development in future research. ébtgr, conducting the given research

cannot provide reliable results due to the limiéatistical data.
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. To apply the model for calculation of bank’s co$teguity developed by the author,
estimating the value of Latvian banks, using ttsealinted cash flow method.

. To reiterate the research that yielded a regressiodel for measuring the value of
Latvian banks. Using statistical data collectedrdemger period, additional measures
can be included into the regression model. Thecaygioposes to use bank value indices,
estimated by NASDAQ OMX Riga, IBS Prudentia and amge “Kapitals”, as an
empirical value in the future research. The au#lieo suggests using non-financial ratios
in the model, because it has been proved thatgiikes constitute the largest part of a
company’s value. The author's recommendation igs® EPSI rating and sustainability
index as model arguments.

. To use the questionnaires developed by the authororder to determine the
characteristics necessary for a bank front-officepleyee, the disadvantages of the
existing performance measurement system in bankches, as well as to evaluate the
level of bank customer satisfaction and loyalty.

. To apply the performance measurement system foark bbranch developed by the
author to improve the existing systems.

. To apply the bank service quality evaluation mettogy developed by the author in
order to determine the most important service ty#dictors for banks retail clients. The
author also suggests conducting such kind of ssrvegularly for monitoring the
dynamics in service quality perception by bank comrs.

. To use the service quality evaluation methodologyetbped by the author as a basis for
development of the similar methodology for measyservice quality as perceived by
corporate clients.

. To continue the author's conducted research “Baalues perceived by bank retail
customers and employees” and to evaluate serviedityjlas perceived by different
groups of respondents, according to the criterthénrespondent profile.

. To complement the content of the study coursesimvithe Master study program
“Business Finance” implemented at the Faculty ofgiBeering Economics and
Management of Riga Technical University with theesfions examined in the
dissertation. To offer RTU students to use theltesii the empirical research conducted

while elaborating the dissertation in developingjttMaster's and Bachelor’'s Theses.
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