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1 Background

The problemsof incomesecurityin old agein India are placedin a someavhat
unusualsetting,whencomparedwvith the experience®f the countrieswhich em-
barked on pensionreformsin the recenttwenty years. Theseinitial conditions
and constraintsare importantin understandinghe presentstateof the pension
systemandits problems. They alsohave significantimplicationsfor the evalua-
tion of alternatve reform stratgies. Hence,in this section,we take stockof this
backdrop.

Demographictransition Indiais the lastmajor countryin the world to experiencethe
demographitransition;asharpdeclinein TFRsonly commencedh thelate 1980s.
In 2016, only 8.9% of the populationis expectedto be aborve 60; this fractionis
expecteduo riseto 13.3%in 2026(Visarial998).

Policymaking and administrati ve capabilities of the State Thegovernancecapacityof
the Stateis highly limited. In numerousareasthe Stateis translatingsignificant
inputsin termsof financialresourcesnto poor outcomesn termsof the produc-
tion of publicgoods.Theproces®f policy formulationis oftencapturedy special
interestgroups,or adwerselyinfluencedby corruption.

Fromamorepracticalperspectie of the pensionsystemtherearesignificanthur
dlesin thefaceof a nationwidepensionsystem.For example thereis no universal
citizenidentificationnumber

Fiscal problemsof the State From the late 1980sonwards, the fiscal deficit haswors-
ened,to a point wherethe aggregate deficit of the centreand the statesis now
around10% of GDP This putsserere constraintdn the faceof transfersfrom the
Stateto theelderly

Financial sectordevelopment The equity market hasmademajor gainsin recentyears
(Shah& Sivakumar2000). Thereis time-seriesvidenceover 21 yearssuggesting
that the equity premiumhasproved to be around8 percentageoints. Thereis a
modernstockmarletindex (Shah& Thomasl998)with four index funds. Trading
in index derivativescommencedn India in June2000andwill startin Singapore
in August2000.

The market capitalisatiorof the equityandbondmarketsarearoundRs.10trillion
each.Thestockof asset®f the pensionsectortodayis aroundRs. 1trillion; hence
thereis no short—runconstraintin termsof the ability of the equity or bondmar
ketsto absorbpensionnvestmentsHence equityinvestmentsespeciallythrough
index funds(Shah& Fernande4999),areaviable stratgy for the pensionsector

Unorganisedlabour market In the 1991 census,53% of the labour force were self—
emplored, and 31% were casuallabour or contractworkers. Only 15% of the
labourforce hadstable salariedobs.
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Table 1 Thecivil senantspensionprogram(1997)

Employees Pensioners

Number Expense Number Expense
(million) Rs.bin % of GDP (million) Rs.bln % of GDP
CentralGovernment 4.648 340.9 2.25% 3.603 1114 0.73%

Railways 1.564 107.4 0.71% 1.060 35.1 0.23%
PostandTelegraph 0.852 57.4 0.38% 0.235 7.5 0.05%
Defense 1.036 87.8 0.58% 1.844 49.5 0.33%
StateGovernment 7.600 396.1 2.61% 3.672 86.1 0.57%
Total 12.247 737.0 4.86% 7.275 197.5 1.30%

Small pensionsystem Old agesecurityin India, today is dominatedy privatetransfers.
Thefractionof the elderly today receving pensionis belov 10%.

Mark et for annuities Thereis onepublic-sectomonopolyin thelife insurancearea.As
of 1998,it hadsold 670,000annuities.Thereareno variableannuityproducts,or
inflation-indexed annuities. Hence ,we may saythatthe market for annuitiesis a
fledglingone. Startingin 2000AD, privateentryinto life insurancewill take place.

Context of masspoverty Dependingon how poverty is defined,between20 to 30 per
centof India’s populationis in a stateof poverty, andhaszerosavings. This limits
the extentto which workerscanmake contrikutionsinto the pensionsystem.

If, asexperiencedn Indiain the decadeof the 1990s,a real GDP growth of 6.5%
peryearis usedfor extrapolationinto the future,thenpoverty amongsthe elderly
maybecomehecentralissuein theanalysisof povertyin Indiawithin fifteenyears.

2 Existing programsin the pensionsector

There are two importantcomponentf the pensionsystemtoday: (a) an un-

funded, defined-benefipensionprogramfor governmentemployees,and (b) a

pair of defined—benefiand defined—contribtion programswhich are mandatory
for establishmentabove twenty workers. We summarisehe basicfactsabout
theseprogramgn this section.

2.1 The civil servantspension

Thecivil senantspensions anunfundeddefinedbenefitprogram(Asher2000).
The benefitrateis roughly50% of theterminalwage.



Table 2 Growth of paymentaundercivil senantspensionsystem

Component Growth rate(%)
Centralpension(94-95— 00-01) 27.9
Defence 28.1
Stateg93-94—99-00) 25.6
Bihar 38.4
Maharashtra 355
Rajasthan 34.0
Uttar Pradesh 26.8
Tamil Nadu 23.0
AndhraPradesh 22.0
Kerala 22.0

Source: CMIE (2000)

The size of the civil senantspensionsystemis summarisedn Tablel1l. The
growth of paymentson accountof this systemis summarisedn Table2. The
growth of the pensionoutgofor all statestakentogethermaskssignificantinter
stateheterogeneityfor the major stateqdefinedasstateswith anoutgoin 1999-
20000f above Rs.15billion), we seevaluesrangingfrom 38.4%growth for Bihar
to 22%growth for Kerala.

2.2 Programsrun by the EmployeeProvident Fund Organisa-
tion (EPFO)

Therearetwo majorprogramsvhicharerun by the EPFO:they arethe Employee
ProvidentFund,basedon legislationenactedn 1952,andthe EmployeePension
Scheme(EPS),basedon legislation enactedin 1995. They are mandatoryfor
establishmentsvith more than twenty employees. Most of India’s labourforce
is in establishmentwith lessthantwenty employees. The fraction of the labour
forcein theseprogramshassteadilyrisenfrom 1% of thelabourforcein 1953to
5% in 1995.Thecontribution ratesfor thetwo programsaresummarisedn Table
3.

The EPFis a DC program;the participantrecevesa lump-sumuponretire-
ment. The EPSis a DB program. It yields a benefitrate of 50% of the terminal
wage,for individualswho have contributedfor above tenyears.

The EPFOoutsourcesund managemento a singlefund manager Therules
underwhich this fund manageroperatesunder are highly restrictve. Table 4
shows the requiredassetallocation. In addition, thereare otherconstraintqe.g.



Table 3 Sourcesf contritutionsinto EPFandEPS

All contributionsareexpresse@spercenpf “basicwage”. Overrecentdecadeshelabourmarket
hassteadilyreducedhesizeof basicwageexpressedisa fractionof thetotal wage.Hence these
valuesoverstatethetrue contribution ratesasperceniof the overall wagebill.

Thevaluesshown pertainto therulesthatapplyfor 172industries.Therearefive industriesvhere
slighly differentrulesapply.

Source EPF EPS

Individual 12.00
Employer 477 8.33
Government 1.16

Total 16.77 9.49

Table 4 Regulationof investmentdor EPF
(i) Centralgovernmentoonds 25%

(i) (a) Stategovernmentondsb) Governmenguaranteetbhonds 15%

(i) (a) Securitiesof Public Financiallnstitutions, Public Sector 40%
EnterprisesBanksand InfrastructureDevelopmentFinanceCo.,
(b) CDsissuedby public sectorbanks

(iv) Above threecateyoriesasdeterminedy Boardof Trustees 20%

(v) Privatesectorbondswith investmentgradecredit rating from 10%
two creditratingagenciegfrom (iv) above)




bondscanbe purchasedut not sold). Thereis no competitionin fund manage-
ment,andparticipantsarepresenteavith no asset-managemetttoices.

The EPFOitself is governedby a 30-manboardof trustees.Of these, 15 are
representatiesof organisation®f employers,and15 arerepresentatiesof trade
unions.

3 Problems

In this section,we summarisehedifficultiesfacedwith the civil senantspension
andthe programsof the EPFO.

3.1 The civil servantspension

The pensionoutgoon accountof the civil senantspensionis significant(1-2%
of GDP)whencomparedwith the fiscal deficit. Over the periodfor which data
is seenin Table2 (1993-94to 2000-01),inflation hasaverageds%. Hence,the
growth ratesof the pensionoutgo, of above 20% per annumin real terms, is
extremely large. The pensionoutgo of the centreand statesis expectedto be
largerthanthe wagebill within threeto four years.
Theinformationsystemsandadministratiorof thecivil senantspensiorieave
alot to be desired. Thereis no centraldatabaseboutpensionrecipients. Basic
factssuchasthe agedistribution of pensioneersre not known. Concernshave
beenexpressedboutpensionpaymentdeingmadeto mary who aredeceased.
Thesedifficultieswith governanceandadministratiorareimportantin under
standingthe problemsof the civil senantspension.We seea fragmentof this in
Table2. Threeof thefour stateswith above—averagegrowth in the pensionoutgo
aredravn from the bimaru setof poorly governedNorth Indianstates.Thethree
stateswith belov—averagegrowth aretherelatvely well governedSouthindian
states. It is usefulto obsere thatthe bimaru stateshave lower levels andrates
of changeof life expectang whencomparedwith the SouthIndian states.This
shouldnormallyresultin slower growth of pensionpayments.

3.2 Programsof the EPFO
3.2.1 Governanceand administration

The governanceof the EPFOis seriouslyflawedin termsof skills andincentves.
This hurtspolicy formulationof the EPFO.

Theprogramf the EPFOoffer poorcustomeiservice.Workersgetno state-
mentsandfaceno choices. Thereare often delaysof over a yearin payingout



benefits.

3.2.2 Poor ratesof return

The portfolio of the EPFOis essentiallyformed of governmentsecurities;only

5.5% of the assetsaareheldin somethingslightly non-government(bondsissued
by public sectorfirms). Hence,the long-runrateof returnis closeto the growth

rateof wagesandno risk premiaaccrueto the pensionassets.

3.2.3 Concemsabout EPSbeing underfunded

An actuarialevaluationof EPSwasdonein 1996. Underits assumptionsthere
wasno seriousfundinggapfor EPS.However, athoroughanalysisof EPSis not
available,atleastin the public domain. Concernshave beenfrequentlyexpressed
aboutEPSbeingunderfunded.

This problemshouldbe seenin a dynamiccontet. Given the governance
problemsof theEPFO thereis arisk thatatafuturedate therecouldbepolitically
motivateddecisiongo raisebenefitsor drop contributions.

3.2.4 Poor accumulation

Viewed asa blackbox,the EPFprogramdoesa poor job of accumulatingetire-
mentwealth. The averageassetf the worker who exits from the systemare
aroundRs.25,000r $600. This appearsurprisinggiventhefairly high contriku-
tion rates.

3.2.5 Premature withdrawal

The main problemwith the EPF appearso be prematurewithdravals. Only
17.7%of the disbursementsn 1995-96were on accounton retirement,illness
or death.Theremaining82.3%wereprematurevithdravals. The meanvalueof
prematurewithdrawvals per participantworks out to $400peryear whichis quite
large whencomparedo the meanlumpsumpaid out uponretirementof $600.

Of these themajor sourceof withdrawals seemedo take placeuponresigna-
tion. Therearetwo factorsat work here. Sometimesa participantmovesinto a
job atanestablishmentvhichis not coveredby the EPFO.Alternatively, a partic-
ipantmovesfrom one coveredestablishmento anothey but the EPFOis unable
to link up therecordsfor the two. In this casethe EPFOpaysout the accumu-
latedasset®f the previousjob to the participantandtheaccumulatiorof pension
assetcommencesafreshat the new job.

The tax treatmentof the EPF involves tax-exemptionof both contributions
and withdrawals from EPFE In combinationwith the low ratesof return of the
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EPFO,thesefactorsgive strongincentvesfor individualsto engagen tax arbi-
tragethroughwithdrawals.

3.2.6 Coverage

The mandatoryprogramsof the EPFOonly cover roughly 5% of thelabourforce.
This suggestshatthe bulk of India’s problemin the areaof old ageincomesecu-
rity is notbeingaddressedly the programsof the EPFO.

4 Issuesin reforms

With this backgroundwe canevaluatesomeof theissuesn pensionsystemde-
signin India.

4.1 Universal, mandatory system

Shouldindia adoptsomekind of universal,mandatorypensionsystemVhether
or notsomesuchsystems desirablethereareacuteconstraintsn thefaceof such
astratay:

e Suchasystemis likely to involve a centralrole for the Statein policy formulation,
on issuessuchasdefiningrulesaboutcontritutions, benefits,assetmanagement,
etc. Therearesignificantpolitical risksthatflow from placingsuchdemandsipon
the Statein India.

e The administratie capacityto collect contritutions from the 350 million work-
ers,spreadall over 3.3 million squarekilometres,doesnot exist. For instance at
presentthereis no conceptof a uniquecitizen’s identity number The EPFOis
fairly successfuin enforcingtherule which requiresthateachestablishmenivith
morethan 20 workers shouldbe connectecup with the EPFO;yet it only covers
5% of thelabourforce.

e Theadministratie capacityto correctly pay out benefitsdoesnot exist. Thereis
a significantrisk of fraudin payouts:payingout benefitsto deadpeople,paying
benefitsmultiple timesto someindividuals,etc.

If we rule out a universal,mandatorysystem the alternatvesthatremainare
a combinationof a mandatorypensionsystemfor employeesof large establish-
ments,anda voluntaryindividual accountsystem.



4.2 Individual accounts

We now evaluatean individual accountsystemwithout definedbenefits,which
placessignificantchoicesin the handsof participantson questionssuchasrisk
exposureor choiceof fund manager

4.2.1 Political risk

One importantappealof individual accountsis the sensein which individuals
interprettheir accountbalancesas personalwealth. This reduceghe free rider
problem,and encouragefdividualsto take interestin questionsof governance
andpolicy formulationin the context of the pensionsystem.As long asindivid-
ualsdo facechoiceson the questionof risk exposureandthe choiceof the fund
managerindividual accountsappearto requirereducednputsin termsof sound
governance.

India’s experiencewith the EPFprogramsuggestshat simply having defined
contributionswith anindividual accountdoesnot suffice in obtainingsoundgov-
ernance.India’s experiences a positive onein the sensehatthelong—termreal
returnon EPFhasnotbeemegative,ascomparedvith someothercountriesvhere
extremefailuresof governanceof pensionassethiave generategharplynegative
returns(lglesias& Palacios1999). However, the structurechosenin India’s EPF
is clearly inadequateindividualsare powerless,fund managemenpracticesare
clearly notin theinterestsof participantsandthe long-runhistoricalreal rate of
returnhasprovedto bebelov 3%.

4.2.2 Knowledge

The mostimportantconcernwith individual accounts,and the idea of placing
critical assemanagementhoicesn the handsof individual, is the questionof fi-
nancialliteracy. Individualsmayfacetwo kindsof choices:betweerassetlasses,
andbetweerfund managers.

e Choosing asset classes. Thereis a real risk that individuals may chooseto ex-
posethemselestoo little to risk factorsandthusobtainpoor consumptionn old
age! Thisissuehasa peculiartwist in an ervironmentwith masspoverty: given
sufiiciently smallcontributions,high investmentsn equity offer the highestproba-
bilities of avoiding poverty in old age(Thomas1998).

e Choosing between fund managers. The samequestionof knowledgein the hands
of individualsis alsoimportantwhenit comesto making choicesbetweenfund

1Several recentpapershave looked at this questionin the context of industrialisedcountries
(Whitehousel999, Lillard & Willis 2000). Thesestudiesfind thatindividualsdo seemto often
lack theknowledgethatis requiredin consciouslyexposingthemselesto risk factors.
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managersResearchersquippedwith econometrianodelshave foundit difficult

to chooseafund managewhofareswell, outof sample.Investorsareoftenseemas
not beingsensitve to expenseandfeeson the partof fund managersln countries
suchasChile andArgentinatherehave beenconcernsaboutexcessiely high sales
expensedy pensionfund managers.

In this situation theremaybea casefor the pensionsystento bedesignedn away
which helpscurtailfeesandexpensesProposalsn thisdirectionincludeanauction
to choos€fund managersvho offer thelowestconsolidatedeesandexpensesand
mandatoryindexation.

4.2.3 Administrati ve costs

The third majorissuein anindividual accountsystem particularlywhen contri-

butionsor accountbalancesresmall, is the questionof administratve overhead
andtransactiongosts(Whitehouse2000,Murthi, Orszag& Orszagl999).These
questionsare particularlyimportantin the Indian setting,wherethe averagecon-

tribution andthe averageaccountbalancewould be amongsthe smallestin the

world. JamesSmalhout& Vittas(1999)suggesthatthe mostimportantvehicles
for keepingcostslow are:(a) constrainegortfolio choice,usingpassve manage-
ment,and(b) reducedsalesexpenses.

4.3 Rolefor definedbenefits

Therearetwo aspectsvhereanelemeniof a DB systemis attractve; both pertain
to the extentto which exposureto risk factorsis adopted. The first issueis the
problemof theinvestmentisk thathasto be borneby participantsn anindividual
accountsystem(Alier & Vittas 1999). A DB systemmay offer a mechanisnfor
risk sharing,thus reducingthe risk borneby an individual. The secondissue
is aboutdecisionmakingin fund managementA DB systemis likely to place
decisiondn the handsof financeprofessionalswho would be lesslik ely to avoid
risk factorswhencomparedo the decision-makingf mary individuals.

Theseareimportantarguments;however they pressuposan ervironmentin
which a DB systemis run with soundpolicy formulationandgovernance.This
capacityfor governancaes suspecin India. Thetwo DB systemghatexistin India
todayareunsuccessfuh bothaspectsthey eitheruseno assetgthecivil senants
pension)or investmenin governmentbonds(EPS).Further it is possibleto ervi-
sion political pressure# favour of generousenefitsandlow contritutions,and
policy formulationwhich imposesliabilities uponthe State. For thesereasons,
it seemgdesirableto avoid DB systemsan thinking aboutthe pensionsystemin
India.
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Thereis anotherdimensionin which simplistic DB systemgsuchasIndia’s
EPS)canyield unsatis&ctoryoutcomesthisis onthequestiorof regressvetrans-
fers. The valueof an annuityvariesstronglywith wealthandeducationso that
the NPV of a streamof benefitsis the highestfor the wealthyandwell educated
(Lillard, Brien& Panis1993).Thisis particularlythecasen India, wherelife ex-
pectang for therich is comparableo thatseenin industrialisedcountries while
overall life expectang at birth is just 65 years.Hence,mary DB designscanbe-
comeamechanisnfor transferdrom the poorto therich, whichis, in generalan
unsatiséctoryoutcome.

4.4 Prematurewithdrawals

The illiquidity of pensionassetds a constraint,in the eyesof participantsin a
pensionsystemjn anernvironmentwherecreditis constrainedFor mary individ-
ualswho arepotentialparticipantsn apensionsystemn India, creditmarketsare
inaccessiblavhenexposedto consumptiorshocks.If the pensionsystemoffers
no possibility of prematurewithdrawals, thenit becomegelatively unattractve
(Walliser1999).

In India, we have oneextremeexamplein the EPFexperience EPFcombines
poor fund managemenwith a peculiartax treatmen{contritutions,assetreturns
andprematurevithdrawalsareall tax—free).This yieldedanoutcomewith a high
rateof withdrawals. Thisis apolarcasewhich shouldclearlybeavoided. Yet, the
designof a pensionsystemfor India shouldseekto avoid completeilliquidity of
pensionassets.

4.5 Mandatory annuitisation

In mary countries pensionregulationsrequirea certaindegreeof mandatoryan-
nuitisation. Thisis partly motivatedby theexistenceof anextensve safetynet. In-
dividualswho runthroughtheir pensionvealth“too quickly” cancountonfalling
backuponpovertyalleviation programsvhicharerunby the State.Thisgenerates
privateincentvesto annuitisetoo little.

In India, the poverty alleviation programwhich is run by the Statepaysa
subsidyof $2 per month. Hence,this is not a concernwhich should motivate
mandatoryannuitisation.

5 Reform proposals

In 1998,the Ministry of SocialJusticeandEmpovermentcreatedhe Dave Com-
mitteeto take a freshlook at India’s pensionsystem.The proposalsf the Dave
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Committee(Dave 2000) are summarisedn this section. Theseproposalsare
presentlybeingevaluatedoy the political process.

5.1

A newvoluntary, individual accountpensionsystem

A new individualaccounpensiorsystems proposedIt would have thefollowing
features:

1.

5.2

Participationandcontritutionswould bevoluntary It is tamgetedat thelarge mass
of individualsoutsidethe organisedsectorin India.

Eachindividual would have a single accountnumber The systemwould offer
“points of presencethroughwhich this accountcould be operatedall over India.
The reportgoesto greatlengthsto sketchthe informationtechnologyanddistri-
bution systemwhich would be usedto achiese this. Thereportervisagesa single
centraliseddepositorywhererecordswould be centralised. Instructionsof indi-
vidualswould all be funnelledto the depository which would issueconsolidated
instructionsto fund managers.This is expectedto yield major gainsin reduced
administrate costs.

. Therewould be exactly six fund managerandthreefund managemendtyles,giv-

ing 18 investmentalternatvesin all. Individuals would be free to allocatetheir

pensionassetbetweertheset x 3 alternatves. Thereporttakesspecialefforts to

reducetheinformationprocessingndknowledgerequiredin makingperformance
comparisondetweertheset x 3 choices.

Thesix fundmanagersvould beselectedisinganauctionin whichthebidderswho
guotethe lowestconsolidatedeesandexpensesvould be selectedor a periodof
five years. The fund managersvould not needto interactwith participantsfor
contrikutions or withdrawals; they would have a single consolidatedransaction
with thedepositoryevery day This would reducetheir overheads.

. Thethreefund managemendtylesrangefrom zeroequity exposureto high equity

exposure All equityinvestmenis to bedoneusingindex fundsonly.

. Thereis a provision of a “micro—credit” facility for small loans, using pension

assetascollateral.

. Uponretirementannuitisations mandatoryto alow extent(whichyield consump-

tion which is twice of the poverty threshold). Beyond this, the individual would
receve alump-sum.

Reforms to EPF

Thereportproposeshe following changeso EPF:
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1. Theprovisionfor prematuraevithdraval shouldbewithdrawn.

2. Participantsshould have the choice of moving their EPF balancesnto the new
individual accountsystemdescribedabore.

5.3 Reformsto EPS
Thereportproposeshefollowing changeso EPS:

1. The contritution of 1.16%of the basicwagewhich comesfrom the government
shouldcease.

2. Theasset®of EPSshouldbe professionallymanagedusingthe investmenuide-
lines proposedor the new individual accountsystem.

3. An actuarialvaluationof EPSshouldbe doneevery year The reportshouldbe
publicly releasedThe benefitsor contritutionsinto EPSshouldbe adjustedevery
yearin responseo thisreport.

4. EPStoday is basedon outsourcedund management.This outsourcingshould
extendto the purchasef annuitiesalso.

5.4 Reformsto the Civil servantspension

Thereportproposeshe following changedgo thecivil senantspensionsystem:

1. Betterinformationgatheringand

2. A shiftto afully fundedsystemwithin adecade.
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