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PENSION FUND REGULATORY AND DEVELOPMENT AUTHORITY Amrit Mahotsav
PFRDA/2022/11/REG-PF/03 Date: 12" May, 2022
CIRCULAR
To

CEQOs of All Pension Funds
CEO of NPS Trust

Dear SirfMadam,

SUBJECT: Risk Profiling of Schemes managed by Pension Funds under NPS

1. Schemes of National Pension System (NPS) are becoming an important asset for investment for
long term saving of the individuals and help in creating a desired corpus for pension, if invested in
an informed manner. The investment under various asset classes of the Schemes of Pension
Funds would involve different level of risks for subscribers and, therefore, it is desired that the
adequate disclosure of the risks involved in various Schemes of NPS are made available for

awareness of the subscribers.

2. |t has been decided by the Authority that Pension Funds managing the Tier | & Tier Il Schemes of
Assets Classes Equity (E), Corporate Debt (C), Government Securities (G) and Scheme A, shall
maintain and disclose risk profiling of the Schemes in accordance with the following guidelines:

a. The Risk profiling shall have following six levels of risk for the schemes:
I. Low Risk
i. Low to Moderate Risk
iii. Moderate Risk
iv. Moderately High Risk
V. High Risk, and
vi. Very High Risk

b. The detailed guidelines for evaluation of risk levels of a scheme along with few examples are
provided at Annexure.

c. Based on the scheme characteristics, Pension Funds shall assign risk level for the Schemes
E-Tier 1, E-Tier 2, C-Tier 1, C-Tier -2, G-Tier-1, G- Tier-2 and Scheme A.

d. The risk profiling has to be disclosed on the website of respective Pension Funds under
‘Portfolio disclosure’ section within 15 days from the close of each quarter ending month.

e. Risk profiling shall be evaluated on a quarterly basis and any change in risk profile shall have
to be updated on the website of Pension Funds and to be communicated by respective
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1] TG © 011—26517501, 26517503, 26133730, Bad : 011—26517507, AwSE : www.pfrda.org.in

B-14/A, Chhatrapati Shivaji Bhawan, Qutub Institutional Area, Katwaria Sarai, New Delhi-110016
Phone : 011-26517501, 26517503, 26133730, Fax : 011-26517507, Website : www.pfrda.org.in



Bl

2]

Pension Fund to NPS Trust for updating it on website of NPS Trust.

f  Pension Funds shall disclose the risk level of schemes as on March 31 of every year, along

with number of times the risk level has changed over the year, on their website.

g. Pension Funds shall publish the following table of scheme wise changes in risk profiling in

scheme wise Annual Reports and Abridged summary:

Scheme Risk Profile Risk Profile level | Number of changes in Risk
name level at start at end of the Profile during the financial
of the financial | financial year year
year

This circular shall be in force with effect from 15th July, 2022 for all the existing schemes under
category E, C, G and A. However, Pension Funds may choose to adopt the provisions of this

Circular before the effective date.

This Circular is issued in exercise of powers of the Authority under sub-clause (b) of sub-section
(2) of Section 14 read with Section 23 of the PFRDA Act, 2013 and sub-regulation (1) of Regulation
14 of PFRDA (Pension Fund) Regulations, 2015 as amended from time to time.

Yours sincerely,

Ashok Kumar Soni
Executive Director

Attached: Annexure
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Introduction:

This document shall be utilized by Pension Funds to create risk profile of the Schemes E, C, G and A under the
National Pension System (NPS). By knowing the risk profiie of the schemes/asset class, the subscribers at the time
of making investments may make an informed decision on allocating their contribution in various asset classes
schemes at the time of enrolment in to the scheme and at the time of making subsequent contributions to the

schemes.

Following parameters shall be used in Risk Profiling of Schemes:

Debt (includes Government securities)
1. Credit risk
2. Interest rate risk

3. Liguidity risk

Equity:
1. Market capitalization
2. Volatility

3. Impact cost

Detailed approach for scores under each parameter:

Debt (includes Government securities)

Evaluation of Credit Quality parameter

Based on the conservative credit rating of the instrument, the credit risk values ranging from 0 to 12 shall be
assigned. A credit value of 0 indicates highest credit quality while credit value of 12 indicates lowest credit quality.
The credit risk score of the portfolio shall thus be arrived at by aggregating the product of credit risk value of the
securities and their allocation in the portfolio.

The price of debt instrument to be considered for calculating AUM shall be based on clean price. For the above
purpose, credit rating of the instrument as on last day of the quarter ending month shall be considered. The credit
risk value for fixed depoesit will be caiculated based on the issuer conservative rating of the bank.

Debt securities of the scheme shall be valued for credit risk as follows:

Credit rating of the instrument Credit éisk Value
G-Sec/SDL/ TREPS 0
AAA 1
AA+ 2
AA 3
AA-
A+ 5
A 8
A- 7
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BBB+ 8

BBB 9
BBB- 10
Unrated 11
Below investment grade 12

INustration for calculating credit quality score for a sample portfolio is given below:

% allocation to portfolio (a) Credit rating Credit Risk Value {b) Credit score (a) * (b)
Security 1 10% AA+ 2 10% * 2
Security 2 20% AA 3 20% * 3
Security 3 20% BBB+ 8 20% *8
Security 4 30% BBB- 10 30% * 10
Security 5 20% Gsec 0 20%* 0
Total _ 100% 5.40

Portfolio credit quality score = [(10% * 2) + (20% * 3} + {20% * 8) + (30% * 10} + (20% * 0)]/ 100%

Evaluation of Interest Rate Risk
Interest rate risk shall be valued using Macaulay Duraticn of the debt portfolio:

Macaulay Duration of the portfolio (years) INTEREST RATE RISK VALUE
£0.5 1
>05t0<1 2
>1i0=22 3
>2t0£3 4
>3to<4 5
>410<6 8
>6 7

For the above purpose, Macaulay Duration of an instrument as on last day of the quarter ending month shall be
considered.

Evaluation of Liquidity Risk:

The liquidity risk of the scheme shall be measured by considering listing status, credit rating and structure of the
debtinstrument. Liquidity risk of the debt securities shall be evaluated as follows:

Instrument ' Liquidity Risk Value
TRERS/G-Sec/AAA rated PSU/SDLs 1
Listed AAA rated debt securities without bespoke structures/ structured 5

obligations, creditenhancements or embedded options*

Listed AA+ rated debt securities without bespoke structures/ structured obligations, 3
creditenhancements or embedded options™



4]

Listed AA rated debt securities without bespoke structures/ structured obligations, credit
enhancements or embedded options®

Listed AA- rated debt securities without bespoke structures/ structured obligations,
creditenhancements or embedded options®

Listed A+ rated debt securities without bespoke structures/ structured obligations, credit
enhancements or embedded options”

Listed A rated debt securities without bespoke structures/ structured obligations, credit
enhancements or embedded options*

Listed A- rated debi securities without bespoke structures/ structured obligations, credit
enhancements or embedded options*

Listed BBB+ rated debt securities without bespoke structures/ structured obligations,
creditenhancements or embedded options™®

Listed BBB rated debt securities without bespoke structures/ structured obligations,
creditenhancements or embedded options™

Listed BBB- rated debt securities without bespoke structures/ structured obligations,
creditenhancements or embedded options”

AAA rated debt securities with any one of the following featurgs*-
s  structured obligation
»  credit enhancement
» embedded options

- AA+ rated debt securities with any one of the following features™

+ structured obligation
= credit
enhancement
embedded
options
AA rated debt securities with any one of the following features*-
s  sfructured obligation
» credit enhancement
» embedded options

AA- rated debt securities with any one of the following features*-
« sfructured obligation
» credit enhancement
«  embedded opticns

A+ rated debt securities with any one of the following features*-
+  structured obligation
+ credit enhancement
+« embedded options

A rated debt securities with any one of the following features*-
« sfructured obligation
« credit enhancement
» embedded options

A- rated debt securities with any one of the following features*-
» structured obligation
+  credit enhancement
¢ embedded options

BBB+ rated debt securities with any one of the following features*-
o struclured obligation

» credit enhancement
» embedded options

10

11

10
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BBB rated debt securities with any one of the following features*-
« structured obligation »
¢« credit enhancement
+ embedded options

BBB- rated debt securities with any one of the following features™
+  struciured obligation
. 12
» credit enhancement
« embedded aptions

AAA rated debt securities with more than one of the following features*-
«  structured obfigation
" 4
«  credit enhancement
« embedded options

AA+ rated debt securities with more than one of the following features*-
s  structured obligation 5
» credit enhancement
« embedded options

AA rated debt securities with more than one of the following features™
o sfructured obligation
. 6
¢ credit enhancement
s+ embedded options

AA- rated debt securities with more than one of the following features*-
« structured obiigation
. 7
« credit enhancement
+ embedded options

A+ rated debt securities with more than one of the following features*-
«  structured obligation
. 8
«  credit enhancement
+ embedded options

A rated debt securities with more than one of the following features*-
« sfructured obfigation
. 9
« credit enhancement
« embedded options

A- rated debt securities with more than one of the following features*-
+ structured obligation
. 10
« credit enhancement
« embedded options

BBE+ rated debt securities with more than of the following features*-
¢ structured obligation
i 11
= credit enhancement
+ embedded options

BBB rated debt securities with more than of the following features*-
«  structured obligation
- 12
e credit enhancement
» embedded options

BBB- rated debt securities with more than of the foilowing features™- 13
« structured obligation

» credit enhancement
s embedded options

Below investment grade and unrated debt securities 14
*Or any cther structure / feature which increase the liquidity risk of the instrument.
The final liquidity score of portfclio shall be calculated as follows:

Portfolio liquidity score = sum of products of liquidity risk score and instrument exposure / sum of instrument



6]

exposure in the portfolio.

Risk value for the debt portfolio shall be simple average of credit risk value, interest rate risk value and liquidity risk
value.

For investment by pension fund managers in instruments having short term ratings, the liguidity risk value and the
credit risk value shall be based on the lowest long-term rating of the instrument of the same issuer as shown above

to follow conservative approach across credit rating agencies. However, if there is no long-term rating of the same
issuer, then based on credit rating mapping most conservative long-term rating shall be taken for a given short term

rating.

Equity

Evaluation of Market Capitalization parameter
Following values shall be assigned to the security for market capitalisation parameter:

Market Cap of the underlying security MARKET CAPITALISATION VALUE
Top 100 stocks s
Beyond top 100 stocks 7

The list of top 100 stocks and beyond top 100 stocks shall be as defined by NPS Trust on semi-annual basis. The
market capitalization of the stocks considered for the evaluation is average of the market capitalization in the last 6

rmonths.

Evaluation of Volatility parameter
Following values shall be assigned to the security based on its volatility:

Daily Volatility of the Securi ice (based he past tw rsprice of th urity)

aily Volatility of the Security price (based on the past two yearsprice of the sec ty)l VOLATILITY VALUE
£ 1% 5

= 1% 9]

Based on the weighted average of above volatility values of each security (weights being AUM of the security),
Volatility Value of a portfolio shall be assigned.

if an instrument is traded on multiple stock exchanges, then the most conservative volatility value across stock
exchanges for a given month shall be considered.

Evaluation of Impact Cost (Liquidity parameter)

Impact cost shall be considered as a measure for liquidity. Based on the average impact cost of the security for
previous three months including the month under consideration following values shall be assigned:

Impact Cost of the Security for the month IMPACT COST VALUE
1% 5
>1 %10 s 2% 7
> 2% 9

Based on the weighted average of impact cost values of each security (weights being AUM of the security), impact
cost value of a portfolio shall be assigned.



If an instrument is traded on multiple stock exchanges, then the impact cost shall be based on average value of

impact costs across stock exchanges for a given quarter.
NPS Trust will procure the data on impact cost from the stock exchanges.
For investment in IPOs or recently listed securities, the following process shaill be adopted for arriving at weighted

average value for Risk Profiling:

¢ Market Capitalisation value: Market capitalisation of a security as on the last trading day of the month shali be
compared with 6-month average market capitalisation of the threshold for top 100 stocks and beyond 100 stocks
as published by NPS Trust and then market capitalisation parameter of risk shall be valued based on the table

mentioned above.

o Volatility value: For the first three months of trading of a security, the value for volatility shall be assigned as 6.
From the subsequent quarter, volatility shall be calculated based on the available security prices.

» Impact Cost: For the first three months of trading of a security, the impact cost value shall be assigned as 5.
From the subseguent quarter, impact cost value will be calculated based on available data.

Scores for instrument not covered above
o Cash/NCA shall be given a score of 1 on all parameters

s For schemes halding units of mutual fund schemes, the following values shall be assigned based on the

risk-o- meter of underlying schemes:

Risk as per risk-o-meter of Mutual

Fund”

Low 1
Low to Moderate 2
Moderate 3
Moderately High 4
High 5
Very High 5

s Investments in REITs and InvITs shall be given score of 7 from risk perspective

e Investments in AlFs shall be given score of 8 from risk perspective.

Risk Profile Classification of the schemes based on the Risk Values

Risk value Risk level as per Risk Profiling

1 Low

- >fto=2 Low to Moderate
*>2t0<3 Moderate
>3to<4 Moderately High
405 High
>h Very High

Frequency of the Risk Profiling:

The risk profiling shall be carried out on a quarterly basis based on the portfolio of the last day of the quarter ending
month.
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