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TOPIC 11 - Valuation Hierarchy

INTRODUCTION AND OBJECTIVE

Often in times, we notice that there are many valuation techniques being used and we
also noted that the outcome of the fair values is affected by the ftechnique chosen.
Some of the techniques chosen require an analyst to use assumptions that are
subjective in nature and this causes potential subjective views of an analyst being
translated into the fair values derived. This may be aggravated if “data mining" is
adopted in a valuation report, to achieve a desired fair value. Data mining is a form of
bias in ascribing fair value. by selecting inputs that meets the desired fair value such
as amending the growth rate, cost of equity, weighted average cost of capital, any
other inputs, i.e. in simple ferm it is a manipulation of the inputs which are subjective
in nature.

Hence, in this article, I infend to share some guidance issued by Global Investment
Performance Standards (GIPS), that provides guidelines on choosing a suitable method
to be used based on following emphasis:-

0] Using objective inputs - to reduce the use of subjective inputs by an analyst.
(i)  Observable inputs - Using inputs which are observable in market place.
(iii)  Inputs used are from active markets as opposed to inactive traded markets.

Appended in a summarized table for reference. It is noted that the highest hierarchy
in the valuation method is based on objective and observable inputs obtained from
active markets and the lowest hierarchy have attributes which are the opposites. It
should be noted that the guidelines are for reference guidance only and one cannot
claim compliance with GIPS unless one adopt in full the GIPS guidelines which covers a
broad range of areas in guiding the performance reporting of funds.
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GUIDANCE ON CHOOSING AN APPROPRIATE
MEHTODOLOGY IN EQUITY MARKET PRICING

Unadjusted price of an asset, if asset is already
quoted in an active market, i.e. asset is a traded in
an active market.

If asset is not traded in an active market, identify
methods to price it by comparing with suitable
similar investments that are traded in an active
market. Seems more applicable to derivative
instruments.

If asset is not traded in an active market, identify
methods to price it by comparing with suitable
similar investments that are traded in an inactive
market. Seems more applicable to derivative
instruments.

Using some form of pricing e.g. discounted cash flow
and use the inputs that could be derived from
market, e.g. implied input parameters from tradable
instruments to derive the value of inputs to be used
or using some form of Relative Valuation Analysis
based on market inputs.

Using some form of pricing e.g. discounted cash flow
and use the inputs by professional subjective
assessment.
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The information contained in this article is provided for reference and
informational purpose only and does not constitute any investment advice. Investors
are advised to seek independent advice before making any investment decision. Past
performance is not indicative of future performance. Also, this article is written by
the author for educational purpose based on author's analysis of public information.
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