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Valuation matters for conducting officers and risk managers
Interaction between valuation and risk management

Independent valuation function CMOargagal(ra]ment@ Ensure conflicts of interest are
pany mitigated

Appropriate valuation policy for asset Fund Periodic review of valuation policy
class I and processes
Design of valuation model l Validation of the model

Definition of model inputs Structuring Structured Review of model inputs
products

Back testing of sale price

vs. valuation from model

Data Collection (market & Stress testing i.e. impact on
- Underlying : .
company specific
pany sp ) assets Q‘ valuation of adverse changes in
parameters

- J - J
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Valuation matters for conducting officers and risk managers
UCITS legal framework and principles

UCITS IV Legal Framework

Principles

Laws and regulations

OTC derivatives
subject to daily
reliable and verifiable
valuation
UCITS should be
able to close
positions at fair
value

Risk management ensures accurate and
independent OTC derivatives valuation
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Valuation matters for conducting officers and risk managers
AIFMD legal framework and principles

AIFMD Legal Framework

Principles

Laws and regulations

Valuation of AlF’s
assets based on the
fair value unless
otherwise specified

Risk manager should review the documentation
of the valuation process and, when necessary,
provide support
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Valuation matters for conducting officers and risk managers
Roles and responsibilities in the valuation value chain

. Directors

. conducting
© officers

and/or

. Valuation
' committee

| Risk

. Manager

Define and
implement valuation
model and policy

Perform
valuation
function

Oversight of
valuation

delegates and
models

Escalation and
intervention on
valuation issues

NAV
calculation

* Ultimately
responsible for
valuation

» Understand and
approve model and
policy for each
asset class

* Make decisions on
valuation issues
following
escalation process

» Perform due
diligence on
models and
delegates

* Ensure escalation
process is in place

* Make decisions
based on
escalation

« Liaise with Auditors
and valuation
delegates

* Oversight of Fund
Administration
delegate

* Review valuation
model and policy
appropriateness
vs. AlF risk profile

* Has to provide
technical support
in case of issue

* Ensure Depositary
Bank can perform
oversight vs. risk
profile of the fund
(information flow)

* Be involved in the
escalation process
and intervention

* Ensure NAV
process is
appropriate
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Valuation matters for conducting officers and risk managers
Case study 1 — AlF investing in illiquid structured products

Setting the scene (1/5) : Product life cycle and related controls

———————————ﬁ

I Product Set Up Deal closing
/
I Tasks I Tasks
I e ) I e D
. Designing pavoff  Daily cross-valuation » Ensure arm’s length
I signing pay of complex I transaction
I » Getting quotes from « Market data I process
counterparts cleansing and + Get pre-quote before
I _ analysis I \_ deal closing )
I Controls I Controls
I e N
« Due diligence  Price comparisons I
I « Definition valuation * Escalation process » Back testing prices
model  Discussions with I ’ E'?S”'“”g prices are
idati various stakeholders aligned with
I * Validation of the I independent valuation
model  Periodic model review
I \_ J J \ J
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Valuation matters for conducting officers and risk managers
Case study 1 — AlF investing in illiquid structured products

Setting the scene (2/5) . Various stakeholders

External provider

Selling Products

BoD

Conducting Officers

Risk Management

[
[
[
[

Valuation Committee

)
)
)
]

Portfolio Managers

06\ Investment
@ bank

\A 4

Valuation
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Source: Deloitte analysis

Portfolio primarily

composed of Structured

Products

AND/OR

External Provider

AND/OR
Internally developed

A

valuation model

Valuation AND/OR

1apinoid ereq 19e

External valuation
model

Model vendor




Valuation matters for conducting officers and risk managers
Case study 1 — AlF investing in illiquid structured products

Setting the scene (3/5) : Control framework

@~ Control

framework

%"\ SZZEStment ) Pricing comparison < External provider

BoD

Conducting Officers

Risk Management

A 4 \ 4

Valuation Committee

)
]
)
]

[
[
[
[

l |
| |
| |
| |
: |
| x l
. :
| |
| |
: |
| |

. Escalation process Fund’s NAV Calculation
Portfolio Managers
" Analysis of differences with Counterparty prices within
' vendors and counterparties § defined tolerance |
e e J
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Valuation matters for conducting officers and risk managers
Case study 1 — AlF investing in illiquid structured products

Setting the scene (4/5) : Capital guaranteed product

Performance
Perform of underlying
ance
Cost of
Equity
option
Issue price
Issue price of zero
of zero coupon
coupon bond
bond
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Valuation matters for conducting officers and risk managers
Case study 1 — AlF investing in illiquid structured products

Setting the scene (5/5) : Product life cycle and related controls

Interest
rates

Payoff
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Valuation matters for conducting officers and risk managers
Case study 1 — AlF investing in illiquid structured products

External provider valuation compared with Issuer price

Issuer price : 99,28

101,00 ‘

99,00

Observations and facts

* Independent valuation
took place at the NAV
frequency

97,00

95,00 -
Difference of

8 9300 roughly 13% at - Differences above
a ISSue date threshold were
91.00 investigated
89,00  Prices tend to converge
but still above the
threshold

WHAT WENT WRONG ?
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Valuation matters for conducting officers and risk managers
Case study 1 — AlF investing in illiquid structured products

What went wrong ?

Product Set Up Recurring valuation

Controls

-~

» Due diligence * Price comparisons

» Escalation process

model ¢ Discussions with

« Validation of the various stakeholders

model e Periodic model review

- -
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Valuation matters for conducting officers and risk managers
Case study 1 — AlF investing in illiquid structured products

Conclusions : Don’t believe what you see
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Valuation matters for conducting officers and risk managers
Case Study 2 — AlF investing in infrastructure

Conflicts of interest

Consistency

External valuer vs.

internal function

) Stakeholders ) CO/RM role

Process oversight

Review valuation

@
\
v

Fund ol Fund :
Invest | il Timing, etc. Depositary bank Escalation measures
Legal | .
il - Accounting agent Structure monitoring
ax
Structuring SPV _ Due diligences Quality of information
Accounting

Propco

Financing, etc.

Risk manager

Completeness of data

N\

—-

Infrastructure P

e Transport
* Energy

o Telecoms

NS

Sector/ country specific
Growth/ Market

Capex

Regulatory, etc.
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Asset valuer
o Inspection
o Market data

Risk manager

Independence
Competence
Risk analyses
Reporting
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Valuation matters for conducting officers and risk managers
Case Study 2 — AlF investing in infrastructure

Pre-investment On-going independent risk monitoring Reporting
Risk profiling * Follow up onrisks levels ¢ Sensitivity analysis of * Internal, triggering
« Identification of risk factors < Consistency between risk ;/alltjatlon to market risk d|sct:;Js|,§ lons between |
at asset/structuring/fund premium and risk analyses actors po(rj 0 'E Managers, valuers
level  Back-testing realised - Scenario analysis of each ~ 2N¢ Sk managers
* Probability & severity risk versus budgeted EBITDA asset_s vgluatlon and * Tothe Boar.d: risk profile
estimation o _ combination at fund level and scenarios analyses
« Identification of potential . .
« Risk level derivation bias between risks and » Same valuation models * To competent authorities:
o valuation can be used for stress AIFMD reporting, stress
* Independent validation of testing and valuation tests
valuation models purposes

-

Outcomes of independent risk analyses for valuation purposes: \

* Bring assurance to conducting officers on the consistency between risks levels and valuations

* Bring a fair picture of the risk profile of the fund, including sensitivities to stressed scenarios

K. Identify potential outlier assets from a risk standpoint
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Valuation matters for conducting officers and risk managers

Panelists
Enrico Turchi
Managing Director, Pioneer AM
Dr. Luc Neuberg
Conducting Officer, BCEE AM

Michael Derwael
Risk Manager, Lombard Odier Funds (Europe)
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Thank you for listening
If you have any questions or comments, please contact valuation@deloitte.lu

Key contacts

Capital Markets Strategy & Corporate Finance

Pierre Masset

Partner — Corporate Finance Leader
+ 352 451 452 756
pmasset@deloitte.lu

Xavier Zaegel

Partner — Advisory & Consulting
+ 352 451 452 748
xzaegel@deloitte.lu

Regulatory Strategy

Simon Ramos
Partner — Investment Management
+ 352 451 452 702
siramos@deloitte.lu
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