ASSOCIATION OF MUTUAL FUNDS IN INDIA

135/ BP/ 83/ 2019-20 November 18, 2019
To,
All AMFI Members
Dear Members,
AMFI BEST PRACTICES GUIDELINES CIRCULAR NO.83 / 2019-20

SUB: 1) Valuation of Money Market and Debt Securities
2) Polling process for money market and debt securities
3) Valuation of upfront fee on trades
4) Investment by Mutual Funds in partly paid debentures

Please refer to SEBI circular no. SEBI/HO/IMD/DF4/CIR/P/2019/102 dated September 24, 2019 on Valuation
of money market and debt securities, wherein it is stipulated that necessary guidelines on various points
covered in the said circular shall be issued by AMFI, in consultation with SEBI.

The matter was deliberated in detail by the AMFI Valuation Committee and based on the Committee's
recommendations, which were approved by the Board of AMFI, the following guidelines have been finalised
in consultation with SEBI, to be compulsorily and uniformly followed by all Mutual Funds / AMCs.

This circular is divided into four sections as follows:

I.  Waterfall approach for valuation of money market and debt securities
Il. Polling process for money market and debt securities
ill. Valuation of upfront fee (or any other consideration) received in a Mutual Fund scheme

V. Investment by Mutual Funds in partly paid debentures

I. AMFI GUIDELINES ON VALUATION APPROACH FOR TRADED AND NON-TRADED MONEY
MARKET AND DEBT SECURITIES

SEBI, vide circular no. SEBI/HO/IMD/DF4/CIR/P/2019/102 dated September 24, 2019 on Valuation of money
market and debt securities, has laid down the broad principles for considering traded yields for the purpose
of valuation of money market and debt securities. Paragraph 2.1 of the aforesaid circular prescribes that AMFI
shall ensure that valuation agencies have a documented waterfall approach for valuation of money market
and debt securities. In this regard, the following are the areas identified for issuing standard guidelines.

Waterfall mechanism for valuation of money market and debt securities
Definition of tenure buckets for similar maturity
Process for determination of similar issuer

Recognition of trades and outlier criteria
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Process for construction of spread matrix w
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Part A: Valuation of Money Market and Debt Securities other than G-Secs

1. Waterfall Mechanism for valuation of money market and debt securities:
The following shall be the broad sequence of the waterfall for valuation of money market and debt securities:

i. Volume Weighted Average Yield (VWAY) of primary reissuances of the same ISIN (whether through book
building or fixed price) and secondary trades in the same ISIN

ii. VWAY of primary issuances through book building of same issuer, similar maturity (Refer Note 1 below)

iii. VWAY of secondary trades of same issuer, similar maturity

iv. VWAY of primary issuances through fixed price auction of same issuer, similar maturity

v. VWAY of primary issuances through book building of similar issuer, similar maturity (Refer Note 1 below)

vi. VWAY of secondary trades of similar issuer, similar maturity.

vii. VWAY of primary issuance through fixed price auction of similar issuer, similar maturity

viii. Construction of matrix (polling may also be used for matrix construction)

ix. In case of exceptional circumstances, polling for security level valuation (Refer Note 2 below)

Note 1

Except for primary issuance through book building, polling shall be conducted to identify outlier trades.
However, in case of any issuance through book building which is less than INR 100 Cr, polling shall be
conducted to identify outlier trades.

Note 2

Some examples of exceptional circumstance would be stale spreads, any event/news in particular
sector/issuer, rating changes, high volatility, corporate action or such other event as may be considered by
valuation agencies. Here stale spreads are defined as spreads of issuer which were not reviewed/updated
through trades/primary/polls in same or similar security/issuers of same/similar maturities in waterfall
approach in last 6 months.

Further, the exact details and reasons for the exceptional circumstances which led to polling shall be
documented and reported to AMCs. Further, a record of all such instances shall be maintained by AMCs and
shall be subject to verification during SEBI inspections.

Note 3
All trades on stock exchanges and trades reported on trade reporting platforms till end of trade reporting time
(excluding Inter-scheme transfers) should be considered for valuation on that day.

Note 4

It is understood that there are certain exceptional events, occurrence of which during market hours may lead
to significant change in the yield of the debt securities. Hence, such exceptional events need to be factored in
while calculating the price of the securities. Thus, for the purpose of calculation of VWAY of trades and
identification of outliers, on the day of such exceptional events, rather than considering whole day trades, only
those trades shall be considered which have occurred post the event (on the same day).

The following events would be considered exceptional events:
i. Monetary / Credit Policy
ii. Union Budget
iii. Government Borrowing / Auction Days

iv. Material Statements on Sovereign Rating

v. Issuer or Sector Specific events which have a material impact on yields

vi. Central Government Election Days

vii. Quarter end days %
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in addition to the above, valuation agencies may determine any other event as an exceptional event. All
exceptional events along-with valuation carried out on such dates shall be documented with adequate
justification.

2. Definition of tenure buckets for Similar Maturity

When a trade in the same ISIN has not taken place, reference should be taken to trades of either the same
issuer or a similar issuer, where the residual tenure matches the tenure of the bond to be priced. However,
as it may not be possible to match the exact tenure, it is proposed that tenure buckets are created and
trades falling within such similar maturity be used as per table below.

Residual Tenure of Bond to be priced Criteria for similar maturity
Upto 1 month i Calendar Weekly Bucket
Greater than 1 mont;l to 3 months Calendar Fortnightly Bucket B
Greater than 3 months to 1 year Calendar Monthly Bucket
| Greater than 1 year to 3 years Calendar Quarterly Bucket
Greater than 3 years Calendar Half Yearly or Greater Bucket

In addition to the above:

a. In case of market events, or to account for specific market nuances, valuation agencies may be
permitted to vary the bucket in which the trade is matched or to split buckets to finer time periods as
necessary. Such changes shall be auditable. Some examples of market events / nuances include
cases where traded yields for securities with residual tenure of less than 90 days and more than 90
days are markedly different even though both may fall within the same maturity bucket,
similarly for less than 30 days and more than 30 days or cases where yields for the last week v/s
second last week of certain months such as calendar quarter ends can differ.

b. In the case of illiquid/ semi liquid bonds, it is proposed that traded spreads be permitted to be used
for longer maturity buckets (1 year and above). However, the yield should be adjusted to account for
steepness of the yield curve across maturities.

c. The changes / deviations mentioned in clauses a and b, above, should be documented, along with the
detailed rationale for the same. Process for making any such deviations shall also be recorded. Such
records shall be preserved for verification.

3. Process for determination of similar issuer

Valuation agencies shall determine similar issuers using one or a combination of the following criteria.
Similar issuer do not always refer to issuers which trade at same yields, but may carry spreads amongst
themselves & move in tandem or they are sensitive to specific market factor/s hence warrant review of
spreads when such factors are triggered.

i. lIssuers within same sector/industry and/or
ii. Issuers within same rating band and/or
ii. Issuers with same parent/ within same group and/or
iv. Issuers with debt securities having same guarantors and/or
v. Issuers with securities having similar terms like Loan Against Shares (LAS)/ Loan Against Property (LAP)

\

Page 3 of 10



AMEI

A

The above criteria are stated as principles and the final determination on criteria, and whether in combination
or isolation shall be determined by the valuation agencies. The criteria used for such determination should be
documented along with the detailed rationale for the same in each instance. Such records shall be preserved
for verification. Similar issuers which trade at same level or replicate each other's movements are used in

waterfall approach for valuations. However, similar issuer may also be used just to trigger the review of
spreads for other securities in the similar issuer category basis the trade/news/action in any security/ies within
the similar issuer group.

4. Recognition of trades and outlier criteria

Volume criteria for recognition of trades (marketable lot)

Paragraph 1.1.1.1(a) of SEBI vide circular no. SEBI/HO/IMD/DF4/CIR/P/2019/102 dated September 24,
2019 on Valuation of money market and debt securities, prescribes that the marketable lots shall be
defined by AMFI, in consultation with SEBI. In this regard, marketable lot is defined as under.

The following volume criteria shall be used for recognition of trades by valuation agencies:

Parameter Minimum Volume Criteria for marketable lot

Primary INR 25 cr for both Bonds/NCD/CP/ CD and other money market instruments
o Secondary i INR 25 cr for CP/ CD, T-Bills and other money market instruments

Secondary INR 5 Cr for Bonds/NCD/ G-secs

Trades not meeting the minimum volume criteria i.e. the marketable lot criteria as stated above shall be
ignored.

Outlier criteria

It is critical to identify and disregard trades which are aberrations, do not reflect market levels and may
potentially lead to mispricing of a security or group of securities. Hence, the following broad principles
would be followed by valuation agencies for determining outlier criteria.

a.

Outlier trades shall be classified on the basis of liquidity buckets (Liquid, Semi-liquid, Illiquid). Price
discovery for liquid issuers is generally easier than that of illiquid issuers and hence a tighter pricing
band as compared to illiquid issuers would be appropriate.

The outlier trades shall be determined basis the yield movement of the trade, over and above the
yield movement of the matrix. Relative movement ensures that general market movements are
accounted for in determining trades that are outliers. Hence, relative movement over and above
benchmark movement shall be used to identify outlier trades.

Potential outlier trades which are identified through objective criteria defined above will be
validated through polling from market participants. Potential outlier trades that are not validated
through polling shall be ignored for the purpose of valuation.

The following criteria shall be used by valuation agencies in determining Outlier Trades
' Liquidity Bps Criteria (Yield movement over Previous Day yield
Classification after accounting for yield movement of matrix)
' Upto 15 days 15-30 days Greater than 30 days
Liquid 30 bps 20 bps 10 bps
Semi-liquid 45 bps 35 bps 20 bps
lliquid ~ 70bps 50 bps 35 bps H

The above criteria shall be followed consistently and would be subject to review on a periodic basis
by valuation agencies and any change would be carried in consultation with AMFI.

\
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e. Inorder to ensure uniform process in determination of outlier trades the criteria for liquidity
classification shall be as detailed below.

Liguidity classification criteria — Liguid, semi-liguid and llliquid definition

Valuation agencies shall use standard criteria for classifying trades as Liquid, Semi-Liquid and illiquid
basis the following two criteria

a. Trading Volume

b. Spread over reference yield

Such criteria shall be reviewed on periodic basis in consultation with AMFI.

Trading Volume (Traded days) based criteria:

Number of unique days an issuer trades in the secondary market or issues a new security in the
primary market in a calendar quarter

Liquid > >=50% of trade days
Semi liquid—> >=10% to 50% trade days
liquid > <10 % of trade days

Spread based criteria:

Spread over the matrix shall be computed and based on thresholds defined, issuers shall be classified
as liquid, semi liquid and illiquid. For bonds thresholds are defined as upto 15 bps for liquid; >15-75 bps
for semi-liquid; > 75 bps for illiquid. (Here, spread is computed as average spread of issuer over AAA
Public Sector Undertakings/Financial Institutions/Banks matrix), For CP/ CD- upto 25 bps for liquid; >25-
50 bps for semiliquid; > 50 bps for illiquid. (Here, spread is computed as average spread of issuer over

A1+/AAA CD Bank matrix).

The thresholds shall be periodically reviewed and updated having regard to the market.

The best classification (liquid being the best) from the above two criteria (trading volume and spread
based) shall be considered as the final liquidity classification of the issuer. The above classification shall

be carried out separately for money market instruments (CP/ CDs) and bonds.

5. Process for construction of spread matrix
Valuation agencies shall follow the below process in terms of calculating spreads and constructing the

matrix:
Steps | Detailed Process
Step 1 | Segmentation of corporates- il
The entire corporate sector is first categorised across following four sectors i.e. all the
corporates will be catalogued under one of the below mentioned bucket:
1. Public Sector Undertakings/Financial Institutions/Banks;
2. Non-Banking Finance Companies -except Housing Finance Companies;
3. Housing Finance Companies;
4. Other Corporates
Step 2 | Representative issuers —

For the aforesaid 4 sectors, representative issuers (Benchmark Issuers) shall be
chosen by the valuation agencies for only higher rating (l.e. "AAA" or AA+).
Benchmark/Representative Issuers will be identified basis high liquidity, availability across
tenure in AAA/AA+ category and having lower credit/liquidity premium. Benchmark Issuers
can be single or multiple for each sector.

[t may not be possible to find representative issuers in the lower rated segments, however
in case of any change in spread in a particular rating segment, the spreads in lower rated
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case spreads over benchmark are widening at a better rated segment, then adjustments
should be made across lower rated segments, such that compression of spreads is not seen
at any step. For instance, if there is widening of spread of AA segment over the AAA
benchmark, then there should not be any compression in spreads between AA and A rated
- segment and so on. - B

Step 3 | Calculation of benchmark curve and calculation of spread —
1. Yield curve to be calculated for representative issuers for each sector for maturities

ranging from 1 month till 20 years and above.

2. Waterfall approach as defined in Part A (1) above will be used for construction of yield
curve of each sector.

3. Inthe event of no data related to trades/primary issuances in the securities of the
representative issuer is available, polling shall be conducted from market participants

4. Yield curve for Representative Issuers will be created on daily basis for all 4 sectors. All
other issuers will be pegged to the respective benchmark issuers depending on the
sector, parentage and characteristics. Spread over the benchmark curve for each
security is computed using latest available trades/primaries/polls for respective
maturity bucket over the Benchmark Issuer.

5. Spreads will be carried forward in case no data points in terms of
trades/primaries/polls are available for any issuer and respective benchmark
movement will be given

Step4 | 1. The principles of VWAY, outlier trades and exceptional events shall be applicable
while constructing the benchmark curve on the basis of trades/primary issuances.

2. In case of rating downgrade/credit event/change in liquidity or any other material
event in Representative Issuers, new Representative Issuers will be identified. Also, in
case there are two credit ratings, the lower rating to be considered.

3. Residual tenure of the securities of representative issuers shall be used for
construction of yield curve.

Part B : Valuation of G-Secs (T-Bill, Cash management bills, G-Sec and SDL)
The following is the waterfall mechanism for valuation of Government securities:

e VWAY of last one hour, subject to outlier validation

o VWAY for the day (including a two quote, not wider than 5 bps on NDSOM), subject to outlier validation
e Two quote, not wider than 5 bps on NDSOM, subject to outlier validation

e Carry forward of spreads over the benchmark

e Polling etc.

Note:
1. VWAY shall be computed from trades which meet the marketable lot criteria stated in Part A of
these Guidelines.
2. Outlier criteria: Any trade deviating by more than +/- 5 bps post factoring the movement of
benchmark security shall be identified as outlier. Such outlier shall be validated through polling for
inclusion in valuations. If the trades are not validated, such trades shall be ignored.

These Guidelines shall be effective within 90 days from the date of issue.

Members are advised that as prescribed in Paragraph 12.1 of the SEBI vide circular no.
SEBI/HO/IMD/DF4/CIR/P/2019/102 dated September 24, 2019 on Valuation of money market and debt
securities, these Guidelines shall necessarily be followed by all Mutual Funds / AMCs.

\
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Il. AMFI GUIDELINES ON POLLING PROCESS FOR MONEY MARKET AND DEBT SECURITIES

Please refer to Paragraph 2.2.5 of SEBI vide circular no. SEBI/HO/IMD/DF4/CIR/P/2019/102 dated September
24, 2019 on Valuation of money market and debt securities, which prescribes that considering the importance
of polling in the valuation process, guidelines shall be issued by AMFI on polling by valuation agencies and on
the responsibilities of Mutual Funds in the polling process, as part of the waterfall approach for valuation of
money market and debt securities. In this regard, the following Guidelines were approved by the Board of
AMFI, in consultation with SEBI.

Polling Guidelines:

1.

10.

Valuation agencies shall identify the Mutual Funds who shall participate in the polling process on a
particular day, taking into account factors such as diversification of poll submitters and portfolio holding
of the Mutual Funds. Mutual Funds who are identified by the valuation agencies shall necessarily
participate in the polling process. However, in case any Mutual Fund does not participate in the polling
process, detailed reason for the same shall be recorded at the time and subsequently made available
during SEBI inspections. In this respect, since a Mutual Fund may have investments in similar securities,
a security not forming part of investment universe may not be considered as an adequate reason for
not participating in the polling process.

Polling will be carried out on a daily basis by the valuation agencies, in terms of points 9-11 below.

Each valuation agency needs to take polls from at least 5 unique Mutual Funds on a daily basis. Hence,
between the two valuation agencies 10 unique Mutual Funds to be polled. They may cover more Mutual
Funds, over and above this. For benchmark securities a poll constituting at least 5 responses will be
considered as valid. In case of non-benchmark securities a poll constituting at least 3 responses will be
considered as valid. The responses received by each valuation agency will be shared with the other
agency also.

Median of polls shall be taken for usage in valuation process.

The valuation agencies will also need to cover as many non- Mutual Fund participants as possible, over
and above the Mutual Funds, to improve on the polling output quality.

Endeavour would be made to have adequate representation of both holders and non-holders of the
same bond/same issuer for non-benchmark securities in the poll process. Where this is not possible,
valuation agencies may seek polls from holders of bonds with a similar structure.

In the case of issuers with multiple notch rating upgrades / downgrades over short periods of time,
valuation agencies shall:

a. Conduct polls with a larger universe of pollers.
b. Increase the frequency of polling

Suo moto feedback on valuations should be entertained only through formal mails from persons
designated by AMC for said purpose, and the same shall be validated through repolling. Any such
feedback shall be duly recorded by the valuation agencies, including the reason for the challenge, results
of repolling and subsequent changes in valuation on repolling, if any. Such records shall be preserved
by the valuation agencies, for verification.

Polling will be done for two sets of securities, Benchmark & Others.

Benchmark will be defined for the following categories across tenors.
a) Treasury Bills
b) Central Government Securities
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c) State Government Securities

d) AAAPSU / PFl / PSU Banks

e) AAA Private

f) NBFC

g) HFC

h) Any other as required for improving fair valuations.

11.  Polling shall be conducted in the following two scenarios:
a) Validation of traded levels if they are outlier trades.
b) Non traded Securities (in exceptional circumstances as defined in the waterfall mechanism for
valuation of money market and debt securities).

12.  Best efforts should be made by poll submitters to provide fair valuation of a security.

13. The polling process will be revalidated by external audit of the valuation agencies with at least an
annual frequency

14.  AMCs shall have a written policy, approved by the Board of AMC and Trustees, on governance of the
polling process. The aforesaid policy shall include measures for mitigation of potential conflicts of
interest in the polling process and shall identify senior officials, with requisite knowledge and
expertise, who shall be responsible for polling. Further, the policy should outline the following aspects:

the process of participating in a polling exercise.

identify the roles and responsibilities of persons participating in the polling.

include policies and procedures for arriving at the poll submission

cover the role of the Board of AMC and Trustees, and the periodic reporting that needs to be

submitted to them.

e. All polling should be preferably over email. In case for any reason, the polling is done by way of a
telephonic call then such a call should be over recorded lines, followed subsequently by an email.

f.  AMCs should have adequate business continuity arrangements for polling, with the necessary

infrastructure / skill to ensure that consistent delivery of poll submissions is made without

material interruption due to any failure, human or technical.

o o oo

15.  All polling done will have to be documented and preserved in format approved by the Board of AMC,
for a period of eight years, along-with details of the basis of polling {such as market transactions,
market quotes, expert judgement etc.).

16. AMCs shall ensure that participation in the polling process is not mis-used to inappropriately
influence the valuation of securities. The officials of the AMC who are responsible for polling in terms
of point no. 14 above, shall also be personally liable for any misuse of the polling process.

17. AMCs shall maintain an audit trail for all polls submitted to valuation agencies.

These Guidelines shall be effective within 90 days from the date of issue.

Members are advised that as prescribed in Paragraph 12.1 of the SEBI vide circular no.
SEBI/HO/IMD/DF4/CIR/P/2019/102 dated September 24, 2019 on Valuation of money market and debt
securities, these Guidelines shall necessarily be followed by all Mutual Funds / AMCs.

\
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ll. AMFI GUIDELINES ON UPFRONT FEES ON TRADES

Please refer to SEBI circular no. SEBI/HO/IMD/DF4/CiIR/P/2019/102 dated September 24, 2019 on Valuation
of money market and debt securities. As per Para 10.1 of the aforesaid circular, guidelines for valuation of
any upfront fee (or any other consideration, by whatever name called) received in a Mutual Fund scheme are
to be issued by AMFI, in consultation with SEBI.

Pursuant to the above, AMFI's Valuation Committee examined matter in detail vis-a-vis the current practices
on the payment of upfront fees on all trades (including primary market trades). Based on the Committee's
recommendations, finalized in consultation with SEBI, the following guidelines are being issued to be uniformly
implemented / complied by all asset management companies (AMCs) —

1. Upfront fees on all trades (including primary market trades), by whatever name and manner called,
would be considered by the valuation agencies for the purpose of valuation of the security.

2. Details of such upfront fees should be shared by the AMCs on the trade date to the valuation agencies
as part of the trade reporting to enable them to arrive at the fair valuation for that date.

3. For the purpose of accounting, such upfront fees should be reduced from the cost of the investment in
the scheme that made the investment.

4. In case upfront fees are received across multiple schemes, then such upfront fees should be shared on a
pro-rata basis across such schemes.

These Guidelines are effective with immediate effect.

Members are advised that as prescribed in Paragraph 12.1 of the SEBI vide circular no.
SEBI/HO/IMD/DF4/CIR/P/2019/102 dated September 24, 2019 on Valuation of money market and debt
securities, these Guidelines shall necessarily be followed by all Mutual Funds / AMCs.

IV. AMF| GUIDELINES ON INVESTMENT IN PARTLY PAID DEBENTURES

Please refer to SEBI circular no. SEBI/HO/IMD/DF4/CIR/P/2019/102 dated September 24, 2019 on Valuation
of money market and debt securities. As per para 11.1 of the aforesaid circular, guidelines for investment by
Mutual Funds in partly paid debentures are to be issued by AMFI, in consultation with SEBI.

Pursuant to the above, AMFI's Valuation Committee examined matter in detail including the current

practices of investment in partly paid debentures. Based on the Committee's recommendations, which were
finalized in consultation with SEBI, the following guidelines are being issued for standardizing investments in
partly paid debentures to be uniformly implemented / complied by asset management companies (AMCs) —

1. Mutual Fund schemes shall make investment in partly paid debentures only when payment of the
remaining amount is linked to clear, pre-defined events (i.e. is subject to conditions precedent). For
avoidance of doubt any event which is purely time based shall not be considered as a pre-defined
events. Such conditions precedent should be clearly outlined in the Agreement for subscription of the
debentures / Offer Document for the issue, as the case may be. Conditions precedent mean the clearly
defined obligations / events that need to be fulfilled before calling upon the investor to make payment
for the remaining portion of the subscription. Such obligations/ events, to name a few, could include
achievement of certain milestones linked with the object for which the debentures were issued or linked
to the enhancement of credit rating of the Issuer or linked to other financial or operating parameters of
the Issuer or linked to the happening of an event. AMCs shall not resort to the practice of investing in
partly paid debentures without any condition precedent. \‘
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2. There should not be any linkages across schemes while investing in partly paid debentures.
For example: if the agreement for partly paid debentures also envisages investment in any other type
of instrument such as a commercial paper then the AMC should ensure that subscription to the residual
part of the issue/ the investment in the other instrument is made by the scheme which made the original
investment in partly paid debentures.

3. While investing in partly paid debentures, AMCs shall ensure that interest of one set of unitholders/
schemes is not compromised at the cost of another.

4. All regulatory limits have to be complied with at the time of each such part payment.

5. Inorder to avoid a situation where a MF scheme is unable to honor future part payments, AMCs should
avoid excessive concentration in partly paid debentures.

6. Anyinvestment in partly paid debentures has to be disclosed in the monthly portfolio disclosures of
the scheme. This should include, inter-alia, the amount that has been contracted but not yet paid by
the scheme, the dates of such future pay-ins, triggers for future pay-ins as well as any other detail that
in the fund house's view may be of material interest to its investors.

These Guidelines are effective with immediate effect.

Members are advised that as prescribed in Paragraph 12.1 of the SEBI vide circular no.
SEBI/HO/IMD/DF4/CIR/P/2019/102 dated September 24, 2019 on Valuation of money market and debt
securities, these Guidelines shall necessarily be followed by all Mutual Funds / AMCs.

Members are requested to confirm having noted the contents of these Guidelines for compliance and to place
these Guidelines before their Trustees for information at their next meeting.

With regards,

Sincerely,

M
A
v /
N)S. Venkatesh
Chief Executive
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