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Most developing countries have introduced the pension system through
“pay-as-you-go” pension plans which are usually not funded. But with the
passage of time, lot of adverse trends have been noticed worldwide in the
functioning of pension systems.  In India, too, the developments indicate that
the employment systems are becoming informal and the organised sector is
shrinking.  Number of employees are being gradually reduced.  The
unorganised sectors having smaller establishments and with the neglected
pensionable population are deprived of pension protection.  Hence, an urgent
need of introducing pension reforms in India. The potential in our Country is
so huge.  Only 11% of the working population has been covered under one
pension scheme or the other.  According to 1991 census, the Indian labour
force comprised 314 million workers of which 15.2% were regular salaried
employees, 53% were self-employed and 31.8% were casual/contract labour.
In absolute numbers as per the same census, 11.13 million constituting 23%
of the total salaried employees, were employed in government jobs.  Besides
this group, there is a segment of employees in the organised public and
private sector who are covered by the employees pension scheme 1995.  This
leaves a large labour force in the unorganised sector and a part of the
employees in the organised public/private sector outside the scope of any
statutory/mandated pension scheme.

Demographic Indicators

The elderly are becoming proportionately a larger part of the world
population.  By 2020 it is estimated that 26% of the population of the OECD
countries will be over 60 years of age, compared with 19% as at present.
Statistics indicate that the family support is still the most important source of
income for the elderly and the co-residence, therefore, continues to be highly
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reliable in our country.  However, most of the elderly people do not find this
support adequate.  Consequently, they are forced to rely on social assistance,
their own earnings and also charity.  This puts tremendous pressure on the
social system quite often leading to problems in behavioural patterns.

Demographic patterns in India indicate that there will be a heavy
pressure on the informal system in the coming years.  Fertility rates have
dropped from 6.57 in 1960 to 3.22 in 1998 and are expected to be 2.1% by
2025.  About 6% of the elderly people, as indicated by a survey, do not have
surviving children.  The life expectancy at age 60 has, however, increased to
62.3 in 2000 and is expected to be 75.4 by 2030.  The Indians over 60 may,
therefore, grow from 76 million in 2000 to more than 218 million in 2030
(World Bank, India – the challenge of old age income security).  The
combination of lower fertility and longer lives may lead to higher share of
population aged 60 and over in the coming 4 decades.  The ratio of elder
persons to those actively working will rise from 15 to 40% which means that
elderly parents will spend more years depending on fewer children, unless
alternative means of old age income support are developed in the coming
decades.  Strain on family support systems has already started surfacing and it
is different from State to State in India.  The need for the transformation of
the pension systems has become more acute because of the fact that many
households at the bottom of the income distribution are too poor to be safe for
their old age.

Reasons for non-development of Pension Schemes in India.

In our country, pension is compared with the short-term investments of
Banks and other Financial Institutions by those who have retired with
sufficient funds to invest.  So far, in our country, the interest rates moved
upward for the past so many decades.  People, therefore, expected an era of
ever increasing interest rates and preferred short-term investments.  Only
recently, the interest rates have experienced a downward trend.

An analysis of the reasons for the slow growth of the pension market,
reveals the following factors:-

•  Providing for pension by saving all through one’s working life time
necessarily implies availability of long-term and relatively safer
investment avenues.  In our country, the long-term debt market is not so
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well developed.  Equity markets are highly volatile and property is fraught
with many legal hurdles.

•  Very high inflation rates in the past have discouraged people from
sacrificing present consumption, for the sake of post-retirement income
which may be meagre in terms of its purchasing power.

•  A further reason for the employers not funding for adequate pension
benefit for their employees could be that the limit for tax-deductible
contributions to be made are defined as percentage of present salaries.  In
view of high inflation, these limits often turn out to be low in terms of
benefit provided as percentage of final salary of the employees.

The report of the “Malhotra Committee on Reforms in Insurance
Sector” submitted in January, 1994 to the Government of India, has also
given the following reasons for inadequate development of Pension provision
in our country:

•  Availability of other long term savings instruments/provisions such as
Employees’ Provident Fund, Public Provident Fund, Gratuity etc.

•  The lumpsum benefits in the form of Gratuity & Provident Fund either on
death or on retirement look a better alternative.

•  In other countries like UK, Canada, USA etc., the contribution limits for
tax incentives are higher.  In India the tax relief on contributions to such an
extent is not available.

•  Unit Linked Pension Plans marketed in developed countries by insurance
companies have become very popular perhaps due to free investment
opportunities available to them

•  The tax-reliefs on pension provisions to self-employed, professionals,
traders or those employed in the unorganised sector are not sufficient.
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Dependency Ratio

By providing financial protection against the risk of dying too soon, life
insurance became the biggest financial industry of the last century.  Providing
financial protection against the new risk of not dying soon enough may well
become the current century’s major and most profitable financial industry.
Obviously the fear of longevity compounded by a state of helplessness in the
area of financial security causes instability in the social firmament.  People
are now re-working their priorities and planning for their future.  In such a
context it is very reasonable and sensible if a proper pension regime develops.
“The last decade of the previous century accentuated the break-up of accepted
social obligations in this country viz. that the successor generation takes care
of the predecessor generation and non sustained efforts need be built to look
for individual helplines, be they in the form of insurance or health care and
most particularly pension” (IRDA Report).

Need of the Social Structural Change

As stated above when the joint family system which used to act as an
economic cushion is gradually breaking down, the economic security system
needs a re-look.  The older generation has to seek support of the measures
initiated by them for securing a trouble free retired life.  Despite, many
government schemes to provide the economic security to the aged and elderly
persons, there is a need of introducing measures against the economic
distress.  We have, therefore, started addressing these issues by considering
pension reforms in our Country.

Shift from D.B.  scheme to D.C. scheme in India.

World-over Pay-as-you-go schemes are finding it difficult to sustain
themselves and accordingly are reverting to the defined contribution schemes.
Since the unfunded liabilities increase alarmingly, it becomes a burden on the
future taxpayers to pay the future benefits.  The workers, therefore will have
to provide their own contributions to pay for the social security programmes
in future.  Most of the developed countries have set up schemes whereby the
employed and the self-employed can save for a certain level of income when
they cease from active work.  Broadly it is termed as “Three Pillar Concept”
by the World Bank, based on:
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•  A relatively modest publicly run first pillar, with flat rate benefits, either
on a contributory basis or a means tested and tax financed system.

•  A mandatory second pillar based on a fully funded D.C. system with
individual accounts and a competitive market of privately managed funds;
and

•  A voluntary third pillar of funded occupational and personal pension
provision.

Proposed Pension model for India

The recent initiates of the Government of India appear to indicate that
we may follow the World Bank model for Pension Reforms in India.  The
viable model may be as under:-

•  Very modest means tested tax financial pension for people living below
poverty line as Pillar-I;

•  D.C. fully funded individual retirement accounts with funds management
entrusted to private fund managers as recommended by the OASIS
committee as Pillar-II and;

•  Building pensions through occupation and personal pension initiatives
through the liberalised life insurance industry as Pillar-III.

The following suggestions are also worth consideration:-

1. Employers with 5 or more employees and who do not provide any
retirement benefit in the form of Provident Fund or pension, should
compulsorily contribute to the system by facilitating deduction from the
salary and remitting the contribution to the Pension Fund Manager.

2. The existing Employees’ Pension Scheme which is a D.B. scheme, may
be converted into a D.C. Scheme, Worldwide, it is noted that out of
Fortune 500 companies, 489 have moved from D.B. to D.C. schemes.

Government Employees’ Pension Scheme:

In India the Government is facing fiscal pressures.  It is estimated that
the pension expenditure of the Central Government may exceed 1% of the
GDP and within a decade the total expenditure including those of Central
Government, State and local governments, public sector units and uncovered
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liabilities under E.P.F.O might exceed the level of fiscal deficit, may be over
5% of GDP.

It has, therefore, been suggested by an expert group appointed by the
Government of India that the existing Government employees pension system
should move from D.B. to a hybrid system of DB and DC to release pressure
and strain which the Government and the Government might face in  future
for which budgetary allocation will have to be made.  Government is yet to
take a decision on the expert group report already submitted.  OASIS report
also suggested a shift in the civil servant scheme from PAYG to a
contributory scheme.

Old Age Social and Income Security (OASIS) Report and Different
Opinions about it:-

Recognizing the need to rationalize the system, the Government of
India (Department of Social Justice & Empowerment) set up a committee in
the year 1998 to look into the pension need of the unorganized sector under
the chairmanship of Dr. S.A. Dave.  This committee in its reports submitted in
the years 2000 and 2001 suggested reforms in the Pension Sector for the
“Unorganized” Sector which includes those persons who are employed in the
organized sector but below the number prescribed by the law for extension of
the provident fund schemes compulsory to the workers in the institutions
which have less than 20 employees and who are presently not covered by a
pension scheme.  The number of employees gainfully employed or self-
employed in small units having a workforce of less than 20, is bound to
increase fast on account of sustained growth of the service sector whose
contribution to the G.D.P. is rising significantly.  We, therefore, feel that this
sector deserves our urgent attention as organized system of pension which
will not only be timely but indeed necessary.

The OASIS committee had the mandate of preparing a pension reform
plan with emphasis on the hitherto uncovered unorganized sector.  The crux
of the report was to establish a system based on privately managed individual
accounts with low costs and wide spread accessibility.  The gist of the
suggestions is as under:-
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•  Creating  an independent regulatory authority called the Indian Pension
Authority to control the pension system.

•  A limited number of Private Fund Managers offering their investment
portfolio options to the individuals, selected through competitive bidding
process.

•  Government facilitated access to the system through a network of points of
presence that would take advantage of the postal and the banking system
throughout the country and keep the costs low.

•  Encouraging larger E.P.F. accumulations through tax incentives and
limited withdrawal options.

•  Increasing rate of returns by liberalizing the investment rules.
•  Allowing private insurance firms to eventually participate in the provision

of annuities.

The OASIS reports helped commendably in creating awareness among
public about the need for reforms in the pension sector.  With certain
modifications to ensure the implementation and the acceptability of the
schemes to all cross sections of the workers, the recommended framework
can form the basis for the new pension system.  The OASIS report has been
extensively debated and different opinions experienced, a few of which are as
under:-

•  The scheme is a voluntary one.  People have felt that to ensure it takes off
well and is duly popularized, will be a difficult task.

•  Since the equity market in India is highly volatile, suggested investment in
equity being as high as 50% in growth schemes, may pose a problem as to
how to arrive at the correct balance to the credit of an investor as the
behaviour of the stock market has got a direct influence on this.

•  Allowing micro credit and withdrawals may defeat the purpose of the
scheme.

•  Too many intermediaries between the purchase point and the benefit point
may hinder quick and satisfactory grievance redressal.

•  The Points of Presence (POPs) have been confirmed to the Public Sector
with little role to private players which looks like contradiction in
liberalised economy.  It may hamper quality of service.

Despite the above, the report could draw a good acclaim by the media and
even the policy makers.
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Pension Reforms in India: IRDA’s  Views

As stated above, most individuals are outside the pension scope in
India.  The unorganised sector workers have no structured social security
system.  Insurance Regulatory and Development Authority has submitted a
report on 31.10.2001 to the Government of India making some timely
recommendations for the pension reforms in the unorganised sector.  After a
prolonged debate on the above mentioned OASIS report, lot of thoughts have
emerged on the pension sector reforms.

These are as under:-

•  Awareness creation and marketing may be carried out both by the
regulator and the providers.

•  Collection of contributions and choice of schemes may be carried out
through multiple means and through a variety of entities like banks, assets
management companies, post offices, NGOs and other affinity groups.

•  Record keeping for the contributions from the customers will be the
responsibility of the integrated provider.

•  Fund management of the contributions may be handled within the
integrated provider organisation or through a specialised approved
organisation.

•  Annuity provision will be only through life insurance companies registered
with Insurance Regulatory and Development Authority.

•  Supervision of the process shall be the responsibility of the pension
regulator.

•  The reform system would ensure portability across various schemes
without any extra charges to be incurred by the customers.  The regulator
shall ensure that the incidence of transfer is kept to a minimum.

•  This will also support nation-building by providing long-term funds.

Need for Pension Reforms in India

The desired progress in India could not be achieved in the matter of
retirement schemes despite the fact that tax benefits are available for the
premiums/contributions paid.  Reforms in the pension area are, therefore, the
need of the hour.  The following strategies are recommended:-
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•  Market structure to be revamped
•  Wider product range to be made available to the public
•  More vibrant customer service to be made available
•  More sophisticated technology to be in place.

In a country where approximately 11% of the working population has
been covered so far under different pension schemes and where population
growth from 1991 to 2016 is estimated to be at 49%, a socio economic
transformation is absolutely needed.  It is also expected that the aged
population growth during the period may be 107%.  The existing system is
under a serious pressure for reform measures.  Reforms of the existing formal
schemes are also necessary and inevitable due to the rising costs, their poor
performance etc.

At present, in India, the vast majority of the population does not enjoy
the benefit of the old age pension.  As far as Government employees are
concerned, their pensions are a charge on the consolidated fund of India.  The
Government is, therefore, examining creation of a separate scheme for the
Government employees as mentioned earlier.  Workers in the organised sector
are covered under Employees Provident Fund scheme but the present systems
are certainly not efficient.  Since pension funds are long term funds, the bulk
of these funds are invested in infrastructure projects.  Pension reforms in India
are, therefore, needed to provide two fold advantage – one to provide for old
age security and the other to have private funds for investment in
infrastructure.  Pension reforms will also help in the improvement of the
quality of life of the aged. Having recognised many of the problems described
above, a number of pension policy initiatives are now under way to bring
fundamental change to the system that has prevailed since independence.  The
Government is also examining the assignment of responsibility for
supervising the new private pension sector.

In brief, the pension reforms are essential for the following reasons:-

1. The longer life span without the informal support measures will
make lives difficult unless supported by a sound pension system.

2. The majority of people particularly in the unorganised sector are
completely out of the safety net which pensions alone can
provide.
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3. The present PF system needs improvement as it is unable to cope
up with the needs of a huge base of subscribers.

4. There is lot of connection between pension funds and
infrastructure development.

A re-look at the Unorganised Sector

It is estimated that the Pension market which includes for us pension,
provident fund, small savings like NSC, NSS, would grow from the current
size of 561 billion to about 1808 billion by 2025, if the normal growth of the
economy in terms of growth in income and population.  It does not consider
the significant increase in coverage that could arise from reforms in the
insurance and pension sector.  The post reforms scenario will reflect a
projection of about Rs. 4065 billion by 2025 (IRDA report).

As stated above most individuals in India are outside the organised
sector.  The concept of a “Regular Monthly Salary” is alien to most of India.
The large number of workers who are agricultural labourers or construction
workers may fall in this category.  The unorganised sector workers change
jobs, opt for self-employment, move from one location to another and also
face temporary unemployment sometimes.  The new pension system,
therefore, should be flexible to this group of individuals.  It cannot be a
mandatory system for the reasons mentioned above.  The contributions will
also be flexible as also the size of each accretion.  It has, therefore, been
suggested in I.R.DA. report to the Government that the contribution may be
Rs. 100/- and above.  This small contribution may be periodically revised to
keep pace with inflation.  Pension system for the unorganised sector may be
somewhat on the following lines:-

•  Awareness creation and marketing may be carried out both by the
regulator and the providers.

•  Collection of contributions and choice of schemes may be carried
out through multiple means and through a variety of entities like
banks, assets management companies, post offices, NGOs and other
affinity groups.

•  Record keeping for the contributions from the customers will be the
responsibility of the integrated provider.
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•  Fund management of the contributions may be handled within the
integrated provider organization or through a specialized approved
organisation.

•  Annuity provision will be only through life insurance companies
registered with Insurance Regulatory and Development Authority.

•  Supervision of the process shall be the responsibility of the pension
regulator.

•  The reform system would ensure portability across various schemes
without any extra charges to be incurred by the customers.  The
regulator shall ensure that the incidence of transfer is kept to a
minimum.

Taxation relief suggested

Tax incentives are instrument of growth of pension market.  Tax
incentives have always encouraged the growth of individual pension products
and employer sponsored schemes.  It is also used as a vehicle for providing
incentives for more savings, fostering industrial development, providing
selective concessions and checking inflationary pressures.  For these reasons,
the benefits of taxation are incentives to promote the pension fund
establishment, which  also will help in generating tax revenues.  Tax
authorities, therefore, encourage such tax incentives to employers as well as
employees and also other individuals.  A generous tax treatment, no doubt,
promotes pension saving but may be costly in terms of revenues forgone.
Apparently, an exercise balancing the two elements has to be undertaken.
IRDA report has recommended for exemption of contribution.  However,
pensions from taxable income upto a certain limit per annum and also income
from the pension funds and annuity funds.  Amounts received as annuities
should also be tax exempt, as per the Report.

Growth of the Pension Sector in view of the Opening up of the
Insurance Sector in India

While considering reforms we have a feeling that these will not be
complete if the beneficiaries’ interests are not protected, ensuring financial
security to each one of them.  For this, proper financial assets have to be in
place.  The pension fund management, costs and operation charges have to be
under control.  System might not improve to give desired results unless there
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is a competition through multiple pension providers for which suggestions
have been made in the IRDA report as mentioned above.  There is also a
provision of providing grievance redressal mechanism.  We hope with these
extra measures and considerations the reforms will proceed in the right
direction.

We have also to examine the scope of the private pension system which
will grow faster after the insurance sector has been opened up recently.  This
requires a comprehensive market study.  DB and DC schemes have to be
examined carefully with focus on the following:-

•  Market research for more potential business pockets
•  Product development to attract more customers.
•  More efficient marketing force to tap the emerging markets.

The system also needs savings to support the nation building by
providing long term funds.  For the desired reforms, the following areas
deserve our attention:-

•  Devising a pension model for India
•  Role of insurance companies in the pension sector
•  Contribution of mutual funds as the fund managers
•  Training for marketing and distribution systems
•  Actuarial perspective of the emerging pension market
•  Operation issues
•  Regulatory issues.

Suggested Strategies:-

We should identify the role of mutual funds to manage pension funds
and to make maximum benefits through active management of the fund.  Cost
estimates will also have to be examined if pension funds are managed through
mutual funds.

There should also be an independent Pension Development and
Regulatory Authority to ensure fair control .  Strict regulations are needed to
make sure that the Fund Managers function properly.  With the Regulator in
the market, “fit and proper person” concept will be applied meticulously
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while approving the fund managers.  We have a strong feeling that pension
funds must be licenced by the Regulatory Authority prior to operations.  Fund
management should be through professional fund managers keeping in view
the regulatory issues. Government and the Regulator would have to actively
promote the scheme and further advance public knowledge and awareness.
Central Government employees pension reforms will have to be carried out
effectively. A sustained campaign has to be launched to carry the message to
all sections of society.  The regulatory authority will also undertake the
following initiatives towards public information and education:-

•  Personal Finance Management and Retirement planning may be
considered as a subject in schools and colleges to target future workers and
members.

•  To conduct mass awareness campaigns and target public education
programmes including road-shows, seminars and workshops across the
country.

•  Preparing simple advertisements, information literature and films to reach
potential members.

•  Setting up web facility giving knowledge on retirement savings.

Recommendations for re-building pension structure in India

The following recommendations are made for restructuring the whole
system:-

•  Adopting defined contribution plans instead of defined benefit schemes
•  Rates to be market driven.
•  Mobility of the workforce to be allowed
•  Executive body and control body must be separate from each other.
•  There must be a regular valuation by actuaries.
•  Supervisory Authority should give annual report and other reports

regularly.
•  Employees Provident Fund Scheme (1995) and other defined benefit

schemes to be reviewed.
•  A separate model for employee’s groups – civil service schemes – to be

recast.
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Precautionary Issues

Pension reforms also require free market reforms.  Fortunately in India the
financial market reforms are going ahead in right direction, paving a way for
successful pension reforms.  It is recommended that the management of the
pension funds may be conducted with a combination of prudent regulations
and also best practices.  Corporate Governance will play a very important
role.  Board of Directors should be responsible for the prudential management
based on sound principles.  No doubt there must be many pension products
but in the beginning, not too many plans are recommended.  Another
recommendation is that the funds should be held under irrevocable trust for
pension benefits only and not for company’s needs or individuals’
requirements.

Control measures

Investors’ needs and expectations are to be met with through products
approved by the Regulator.  This needs creation of awareness.  The system
has to be adequately supervised with investment principles being properly
worked out with regulatory control and prudential principles.  Quality of
servicing will be the first word.  Disclosure norms will be properly followed
by all concerned having a serious thought for controlling administration of
costs.  Above all collection process has to be properly administered and
monitored.  Regulator’s role of timely whistle blowing will guard the funds
particularly in the defined contributory system where the pensioners are
sometimes exposed to avoidable risks.  “Confidence is good, but control is
better” will be our motto.

Road map for implementation of pension reforms

The Insurance Regulatory and Development Authority, in its report, has
recommended to the Government a procedure to be followed for putting in
place a new pension fund regime with a recommendation that the IRDA may
be the pension regulatory Authority.  Once this is approved, it is felt that the
Authority may take about 3 months time to set the entire system in a working
condition by making relevant regulations in various connected areas.  These
regulations will be notified after extensive public debate and discussions.
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Conclusion

Asia is going to be among the fastest growing market in the world.  The
region’s renewed economic growth will support its aim of becoming an
attractive pension market landscape.  The whole process of reforms is looking
up.  The intention of Asian countries to initiate a change, manage it and build
up public confidence is being reinforced by its efforts in that direction.  India,
too, will not lag behind on account of demographic changes suggesting
increasing life expectancy, growing dependency ratio, “graying” of the
population etc.  There is an established feeling that reforms are possible and
that people want it and will accept them.

__________X__________X__________X_________X__________X______


