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Investment manager
valuation of illiquid assets 

Why is valuation
important? 

Valuation is the process through which private fund managers determine the worth of
the investments in their portfolios, making it fundamental for both fund investors and
the asset-management business. Some assets, such as stocks, bonds, and exchange-
traded funds (ETFs), trade frequently and therefore have observable shifts in market
prices each day. Others that trade infrequently, or not at all, require well-established
valuation frameworks to determine their value when needed. 

Valuations are used to assess fund performance and to help investment advisers
monitor and manage portfolio positions. Managers apply disciplined methodologies
designed to reflect fair value. They also rely on formal valuation policies and
procedures, internal controls, independent third‑party pricing services where
appropriate, transparent disclosure of valuation practices, and strong corporate
governance oversight to promote consistency and reliability. 

Unlike mutual funds, private funds do not offer daily liquidity. Many private funds hold
illiquid investments and may not provide liquidity to investors for several years,
eliminating the needs for daily pricing that exists for mutual funds. Valuation remains
critical, however, to ensure investors receive accurate payouts upon redemption or at a
fund’s closing. Robust practices are therefore essential to best determine fair value.
 
Best practices that support accurate and objective valuations include:

Managers adhere to robust valuation procedures, implement strict internal
controls, and often rely on independent consultants for objective price estimates. 

Managers provide investors with comprehensive disclosures of their valuation and
governance practices.

Managers are accountable to the U.S. Securities and Exchange Commission (SEC)
and state securities authorities.

How is valuation used
to determine fund
performance?

Fund performance is measured by looking at the total value of a portfolio of
investments over time. For private funds, this includes both the cash that has already
been returned to investors and the estimated value of the private investments that
remain in the portfolio.

Because many private investment funds last several years, performance cannot be
judged solely by early cash outcomes. Valuations help show how a private fund’s
portfolio holdings mature at different points in the fund's life by providing a snapshot of
the remaining investments' value at that time.

By reviewing valuations over time, investors and advisers can better understand how
the value of a portfolio comprised of private loans or other assets changes as
investments mature, perform, or are repaid.
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How does 
valuation work?

Valuing publicly traded securities like stocks and bonds is straightforward, as fund
managers rely on each day’s closing market prices. Valuing less liquid assets such as
real estate, private credit loans, or stakes in private companies is harder because they
do not trade on public exchanges. In some cases, managers reference recent
transactions from comparable investments. When reliable market data is unavailable,
they estimate the asset’s fair value using rigorous accounting standards and
established valuation methodologies, often with input from independent experts.

Accounting authorities use three distinct valuation levels based on the availability of
market prices or other “inputs,” which guide how illiquid assets are valued.

If an asset trades regularly 
on an exchange or active
marketplace, use its quoted
closing price. 

Examples:
Shares of a company
U.S. Treasury bonds
A gold futures contract

Note: In stressed markets,
quoted prices may be
unreliable.

If there is no reliable price for
the exact asset, use inputs from
similar assets to estimate value.

Examples:
A corporate bond from
Company A valued using
trades in a similar bond from
Company B
A real estate property priced
using recent sales of similar
properties in the area

If no reliable direct or
comparable prices exist, assign
a value based on the manager’s
judgement and available
information. 

Examples:
An illiquid loan with unique
terms 
A bond that does not trade
A stake in a start-up with no
recent capital fundraising
rounds

Level 1
Direct market price

Level 2
Comparable assets

Level 3
Fair value estimate
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Approach Description Best for…

Income approach

Discounted cash flow (DCF): Projects
future cash flows and discounts them back
to present value using a risk-adjusted
discount rate.

Loans
Closely held businesses
Real estate 

Option pricing models: Used for assets
with embedded options or contingent
features.

Securitization vehicles with embedded
options
Complex derivatives such as total return
swaps

Market approach

Comparable company analysis: Uses
valuation multiples (e.g., EV/EBITDA) from
similar public or private companies.

Closely held businesses

Precedent transactions: Values the asset
based on prices paid in similar transactions.

Any assets for which there are market
transactions based on comparable assets

Matrix pricing: Observable data for similar
instruments.

Often used for debt securities where
there may be several comparable
transactions at different prices

Cost approach 

Replacement cost: Estimates the cost to
replace the asset with a similar one,
adjusted for depreciation and
obsolescence.

Less common for financial instruments but
used for tangible or intangible assets such
as software or internally developed
technology
Also used for closely held businesses that
are asset-heavy (e.g., manufacturing) by
using the replacement cost of physical
assets
Real estate (consider replacement cost of
land and building, adjusted for depreciation
and obsolescence)

Valuing Level 
3 assets

Robust valuation procedures

Given that Level 3 assets lack observable market prices, their valuation relies on
professional judgment and carefully applied analytical methods. Three primary
approaches—the income, market, and cost approaches—are applied depending on
asset type and available data. The table below summarizes these approaches and their
typical applications.
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Senior 
loans

Second 
lien Unitranche Mezzanine Structured

equity

Valuation differences
across similar loans

Different methods: The existence of multiple accepted methodologies helps
explain why two distinct private fund managers might assign different values to
the exact same asset. This variability does not necessarily indicate inaccuracy or
bias. It may simply reflect differences in approach—such as one manager
applying a discounted cash flow analysis while another references comparable
private company valuations. 

Similar-looking loans can be quite different: With Level 3 assets, it is important
to recognize that comparisons are often not “apples-to-apples.” Each specific
loan may have varying underlying factors. It is possible that multiple loans made
to the same borrower have different valuations even though the loans appear to
be the same. That’s because characteristics can vary considerably. Rights, terms,
and structural features often vary, such as rates, priorities in bankruptcy/
insolvency, collateral, and added incentives (e.g., equity stakes):

Such variables can result in a different valuation for the different loans, even though the loans may look similar. When
comparing valuations for the same borrower, it is critical to analyze the specific rights, terms, and structural features of each
loan to ensure an “apples-to-apples” comparison, recognizing that differing methodologies may also contribute to valuation
differences. 

Lower coupon
revolver or term first 
in capital structure

Higher coupon
term subordinate
in capital structure

Bundled senior loan,
second lien, delayed
draw and equity

Junior loan high
interest warrant
kicker

Junior loan preferred
equity common equity
options and warrants

Strict internal controls

Valuation committees, formally approved and reviewed annually by the manager’s - or
the fund’s - board or leadership, provide independent oversight of the valuation
process. 

Portfolio management, trading teams, and legal and compliance departments work
together to support, monitor, and verify procedures, ensuring consistency, objectivity,
and accountability throughout.

Safeguards to ensure
consistent, reliable
valuations
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Use of third-party valuation agents (a.k.a. pricing services) 

To ensure accuracy, managers frequently rely on one or more independent, third-party
valuation agents or pricing services. For instance, to help value private credit loans,
valuation agents maintain historical loan databases and have developed sophisticated
pricing models based on loan data and other inputs specific to the borrower and the
underlying collateral. 

Managers will carefully compare these third-party valuations against internal models
and other sources. If the fund manager overrides the valuation agent’s pricing, the
manager bears the burden of demonstrating that their valuation is more accurate
under the circumstances. Significant divergences from third-party valuations or
repeated overrides can raise concerns among investors and create potential litigation
or regulatory risk.

Disclosures of valuation procedures

Fund managers disclose their valuation procedures to regulators and the public
through Form ADV, which must be filed when firms register with the SEC. 
 
Investors also receive detailed information about the valuation process through the
fund’s offering and subscription documents. Moreover, investors assess valuation
practices through due diligence, asking detailed questions about a fund manager’s
valuation process during manager selection.

Legal and regulatory safeguards for valuation integrity

Investment managers are fiduciaries to the funds they manage and are subject to
private litigation and enforcement actions by the SEC and state securities authorities if
their valuation practices are inconsistent with those disclosed to investors. 

Valuation plays a key role in how private funds assess performance, manage risk, and
maintain investor confidence. The process of valuing illiquid assets involves
professional judgement and rigorous, carefully considered processes. Fund managers
typically follow established procedures, consult independent experts, and disclose
their valuation practices to support transparency and consistency of pricing. 

Conclusion
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