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1 Background

The problemsof incomesecurityin old agein India areplacedin a somewhat
unusualsetting,whencomparedwith theexperiencesof thecountrieswhich em-
barked on pensionreformsin the recenttwenty years. Theseinitial conditions
and constraintsare importantin understandingthe presentstateof the pension
systemandits problems.They alsohave significantimplicationsfor theevalua-
tion of alternative reformstrategies. Hence,in this section,we take stockof this
backdrop.

Demographictransition India is the last major countryin the world to experiencethe
demographictransition;asharpdeclinein TFRsonly commencedin thelate1980s.
In 2016,only 8.9%of the populationis expectedto be above 60; this fraction is
expectedto riseto 13.3%in 2026(Visaria1998).

Policymaking and administrati ve capabilities of the State Thegovernancecapacityof
the Stateis highly limited. In numerousareas,the Stateis translatingsignificant
inputsin termsof financialresourcesinto poor outcomesin termsof the produc-
tion of publicgoods.Theprocessof policy formulationis oftencapturedby special
interestgroups,or adverselyinfluencedby corruption.

Fromamorepracticalperspective of thepensionsystem,therearesignificanthur-
dlesin thefaceof anationwidepensionsystem.For example,thereis no universal
citizenidentificationnumber.

Fiscalproblemsof the State From the late 1980sonwards,the fiscal deficit haswors-
ened,to a point wherethe aggregatedeficit of the centreand the statesis now
around10%of GDP. This putssevereconstraintsin thefaceof transfersfrom the
Stateto theelderly.

Financial sectordevelopment Theequitymarket hasmademajorgainsin recentyears
(Shah& Sivakumar2000).Thereis time-seriesevidenceover 21 yearssuggesting
that theequity premiumhasproved to be around8 percentagepoints. Thereis a
modernstockmarket index (Shah& Thomas1998)with four index funds.Trading
in index derivativescommencedin India in June2000andwill startin Singapore
in August2000.

Themarket capitalisationof theequityandbondmarketsarearoundRs.10trillion
each.Thestockof assetsof thepensionsectortodayis aroundRs.1trillion; hence
thereis no short–runconstraintin termsof theability of the equityor bondmar-
ketsto absorbpensioninvestments.Hence,equityinvestments,especiallythrough
index funds(Shah& Fernandes1999),areaviablestrategy for thepensionsector.

Unorganisedlabour market In the 1991 census,53% of the labour force were self–
employed, and 31% were casuallabour or contractworkers. Only 15% of the
labourforcehadstable,salariedjobs.
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Table 1 Thecivil servantspensionprogram(1997)

Employees Pensioners

Number Expense Number Expense

(million) Rs.bln % of GDP (million) Rs.bln % of GDP

CentralGovernment 4.648 340.9 2.25% 3.603 111.4 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 dominatedby privatetransfers.
Thefractionof theelderly, today, receiving pensionis below 10%.

Mark et for annuities Thereis onepublic-sectormonopolyin thelife insurancearea.As
of 1998,it hadsold670,000annuities.Thereareno variableannuityproducts,or
inflation-indexed annuities.Hence,we may saythat themarket for annuitiesis a
fledglingone.Startingin 2000AD, privateentryinto life insurancewill takeplace.

Context of masspoverty Dependingon how poverty is defined,between20 to 30 per-
centof India’s populationis in astateof poverty, andhaszerosavings.This limits
theextentto whichworkerscanmakecontributionsinto thepensionsystem.

If, asexperiencedin India in thedecadeof the1990s,a realGDPgrowth of 6.5%
peryearis usedfor extrapolationinto thefuture,thenpoverty amongsttheelderly
maybecomethecentralissuein theanalysisof povertyin Indiawithin fifteenyears.

2 Existing programsin the pensionsector

Thereare two importantcomponentsof the pensionsystemtoday: (a) an un-
funded,defined-benefitpensionprogramfor governmentemployees,and (b) a
pair of defined–benefitanddefined–contribution programswhich aremandatory
for establishmentsabove twenty workers. We summarisethe basicfactsabout
theseprogramsin thissection.

2.1 The civil servantspension

Thecivil servantspensionis anunfunded,definedbenefitprogram(Asher2000).
Thebenefitrateis roughly50%of theterminalwage.
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Table 2 Growth of paymentsundercivil servantspensionsystem
Component Growth rate(%)

Centralpension(94-95– 00-01) 27.9
Defence 28.1

States(93-94– 99-00) 25.6
Bihar 38.4
Maharashtra 35.5
Rajasthan 34.0
Uttar Pradesh 26.8
Tamil Nadu 23.0
AndhraPradesh 22.0
Kerala 22.0

Source: CMIE (2000) .

Thesizeof thecivil servantspensionsystemis summarisedin Table1. The
growth of paymentson accountof this systemis summarisedin Table2. The
growth of thepensionoutgofor all states,takentogether, maskssignificantinter–
stateheterogeneity. For themajorstates(definedasstateswith anoutgoin 1999-
2000of aboveRs.15billion), weseevaluesrangingfrom 38.4%growth for Bihar
to 22%growth for Kerala.

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

Therearetwo majorprogramswhicharerunby theEPFO:they aretheEmployee
ProvidentFund,basedon legislationenactedin 1952,andtheEmployeePension
Scheme(EPS),basedon legislation enactedin 1995. They are mandatoryfor
establishmentswith morethantwenty employees. Most of India’s labour force
is in establishmentswith lessthantwentyemployees.The fractionof the labour
forcein theseprogramshassteadilyrisenfrom 1% of thelabourforcein 1953to
5%in 1995.Thecontributionratesfor thetwo programsaresummarisedin Table
3.

The EPFis a DC program;the participantreceivesa lump-sumuponretire-
ment. TheEPSis a DB program.It yieldsa benefitrateof 50%of the terminal
wage,for individualswhohavecontributedfor above tenyears.

TheEPFOoutsourcesfund managementto a singlefund manager. Therules
underwhich this fund manageroperatesunderare highly restrictive. Table 4
shows the requiredassetallocation. In addition,thereareotherconstraints(e.g.
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Table 3 Sourcesof contributionsinto EPFandEPS

All contributionsareexpressedaspercentof “basicwage”.Overrecentdecades,thelabourmarket
hassteadilyreducedthesizeof basicwageexpressedasa fractionof thetotalwage.Hence,these
valuesoverstatethetruecontributionratesaspercentof theoverallwagebill.
Thevaluesshown pertainto therulesthatapplyfor 172industries.Therearefive industrieswhere
slighly differentrulesapply.

Source EPF EPS

Individual 12.00
Employer 4.77 8.33
Government 1.16

Total 16.77 9.49

Table 4 Regulationof investmentsfor EPF
(i) Centralgovernmentbonds 25%

(ii) (a)Stategovernmentbonds,(b) Governmentguaranteedbonds 15%

(iii) (a) Securitiesof Public FinancialInstitutions,Public Sector
Enterprises,BanksandInfrastructureDevelopmentFinanceCo.,
(b) CDsissuedby public sectorbanks

40%

(iv) Above threecategoriesasdeterminedby Boardof Trustees 20%

(v) Privatesectorbondswith investmentgradecredit rating from
two creditratingagencies(from (iv) above)

10%
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bondscanbepurchasedbut not sold). Thereis no competitionin fund manage-
ment,andparticipantsarepresentedwith no asset–managementchoices.

TheEPFOitself is governedby a 30-manboardof trustees.Of these,15 are
representativesof organisationsof employers,and15 arerepresentativesof trade
unions.

3 Problems

In thissection,wesummarisethedifficultiesfacedwith thecivil servantspension
andtheprogramsof theEPFO.

3.1 The civil servantspension

The pensionoutgoon accountof the civil servantspensionis significant(1–2%
of GDP) whencomparedwith the fiscal deficit. Over the periodfor which data
is seenin Table2 (1993-94to 2000-01),inflation hasaveraged5%. Hence,the
growth ratesof the pensionoutgo, of above 20% per annumin real terms, is
extremely large. The pensionoutgo of the centreand statesis expectedto be
largerthanthewagebill within threeto four years.

Theinformationsystemsandadministrationof thecivil servantspensionleave
a lot to bedesired.Thereis no centraldatabaseaboutpensionrecipients.Basic
factssuchasthe agedistribution of pensioneersarenot known. Concernshave
beenexpressedaboutpensionpaymentsbeingmadeto many whoaredeceased.

Thesedifficultieswith governanceandadministrationareimportantin under-
standingtheproblemsof thecivil servantspension.We seea fragmentof this in
Table2. Threeof thefour stateswith above–averagegrowth in thepensionoutgo
aredrawn from thebimaru setof poorly governedNorth Indianstates.Thethree
stateswith below–averagegrowth arethe relatively well governedSouthIndian
states.It is useful to observe that the bimaru stateshave lower levels andrates
of changeof life expectancy whencomparedwith the SouthIndian states.This
shouldnormallyresultin slowergrowth of pensionpayments.

3.2 Programsof the EPFO

3.2.1 Governanceand administration

Thegovernanceof theEPFOis seriouslyflawedin termsof skills andincentives.
Thishurtspolicy formulationof theEPFO.

Theprogramsof theEPFOoffer poorcustomerservice.Workersgetnostate-
mentsandfaceno choices.Thereareoften delaysof over a year in payingout
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benefits.

3.2.2 Poor ratesof return

The portfolio of the EPFOis essentiallyformedof governmentsecurities;only
5.5%of theassetsareheld in somethingslightly non-government(bondsissued
by public sectorfirms). Hence,the long-runrateof returnis closeto thegrowth
rateof wages,andno risk premiaaccrueto thepensionassets.

3.2.3 Concerns about EPSbeingunderfunded

An actuarialevaluationof EPSwasdonein 1996. Underits assumptions,there
wasno seriousfundinggapfor EPS.However, a thoroughanalysisof EPSis not
available,atleastin thepublic domain.Concernshave beenfrequentlyexpressed
aboutEPSbeingunderfunded.

This problemshouldbe seenin a dynamiccontext. Given the governance
problemsof theEPFO,thereis arisk thatatafuturedate,therecouldbepolitically
motivateddecisionsto raisebenefitsor dropcontributions.

3.2.4 Poor accumulation

Viewedasa blackbox,theEPFprogramdoesa poor job of accumulatingretire-
ment wealth. The averageassetsof the worker who exits from the systemare
aroundRs.25,000or $600.Thisappearssurprisinggiventhefairly highcontribu-
tion rates.

3.2.5 Premature withdrawal

The main problemwith the EPF appearsto be prematurewithdrawals. Only
17.7%of the disbursementsin 1995-96were on accounton retirement,illness
or death.Theremaining82.3%wereprematurewithdrawals. Themeanvalueof
prematurewithdrawalsperparticipantworksout to $400peryear, which is quite
largewhencomparedto themeanlumpsumpaidoutuponretirementof $600.

Of these,themajorsourceof withdrawalsseemedto takeplaceuponresigna-
tion. Therearetwo factorsat work here. Sometimes,a participantmovesinto a
job atanestablishmentwhich is notcoveredby theEPFO.Alternatively, apartic-
ipant movesfrom onecoveredestablishmentto another, but theEPFOis unable
to link up the recordsfor the two. In this case,the EPFOpaysout the accumu-
latedassetsof thepreviousjob to theparticipant,andtheaccumulationof pension
assetscommencesafreshat thenew job.

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

3.2.6 Coverage

Themandatoryprogramsof theEPFOonly coverroughly5%of thelabourforce.
Thissuggeststhatthebulk of India’sproblemin theareaof old ageincomesecu-
rity is notbeingaddressedby theprogramsof theEPFO.

4 Issuesin reforms

With this background,we canevaluatesomeof the issuesin pensionsystemde-
signin India.

4.1 Universal,mandatory system

ShouldIndia adoptsomekind of universal,mandatorypensionsystem?Whether
or notsomesuchsystemis desirable,thereareacuteconstraintsin thefaceof such
a strategy:

� Suchasystemis likely to involve acentralrole for theStatein policy formulation,
on issuessuchasdefiningrulesaboutcontributions,benefits,assetmanagement,
etc.Therearesignificantpolitical risksthatflow from placingsuchdemandsupon
theStatein India.

� The administrative capacityto collect contributions from the 350 million work-
ers,spreadall over 3.3 million squarekilometres,doesnot exist. For instance,at
present,thereis no conceptof a uniquecitizen’s identity number. The EPFOis
fairly successfulin enforcingtherule which requiresthateachestablishmentwith
morethan20 workersshouldbe connectedup with the EPFO;yet it only covers
5%of thelabourforce.

� The administrative capacityto correctlypay out benefitsdoesnot exist. Thereis
a significantrisk of fraud in payouts:payingout benefitsto deadpeople,paying
benefitsmultiple timesto someindividuals,etc.

If we rule out a universal,mandatorysystem,thealternativesthat remainare
a combinationof a mandatorypensionsystemfor employeesof large establish-
ments,andavoluntaryindividualaccountsystem.
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4.2 Indi vidual 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 accountbalancesaspersonalwealth. This reducesthe free rider
problem,andencouragesindividualsto take interestin questionsof governance
andpolicy formulationin thecontext of thepensionsystem.As long asindivid-
ualsdo facechoiceson thequestionsof risk exposureandthechoiceof thefund
manager, individual accountsappearto requirereducedinputsin termsof sound
governance.

India’s experiencewith theEPFprogramsuggeststhatsimply having defined
contributionswith anindividualaccountdoesnot suffice in obtainingsoundgov-
ernance.India’s experienceis a positive onein thesensethat the long–termreal
returnonEPFhasnotbeennegative,ascomparedwith someothercountrieswhere
extremefailuresof governanceof pensionassetshavegeneratedsharplynegative
returns(Iglesias& Palacios1999).However, thestructurechosenin India’s EPF
is clearly inadequate:individualsarepowerless,fund managementpracticesare
clearlynot in the interestsof participants,andthe long-runhistoricalreal rateof
returnhasprovedto bebelow 3%.

4.2.2 Knowledge

The most importantconcernwith individual accounts,and the idea of placing
critical assetmanagementchoicesin thehandsof individual, is thequestionof fi-
nancialliteracy. Individualsmayfacetwo kindsof choices:betweenassetclasses,
andbetweenfund managers.

� Choosing asset classes. Thereis a real risk that individuals may chooseto ex-
posethemselvestoo little to risk factorsandthusobtainpoorconsumptionin old
age.1 This issuehasa peculiartwist in anenvironmentwith masspoverty: given
sufficiently smallcontributions,high investmentsin equityoffer thehighestproba-
bilities of avoiding poverty in old age(Thomas1998).

� Choosing between fund managers. Thesamequestionof knowledgein thehands
of individuals is also importantwhen it comesto makingchoicesbetweenfund

1Several recentpapershave looked at this questionin the context of industrialisedcountries
(Whitehouse1999,Lillard & Willis 2000). Thesestudiesfind that individualsdo seemto often
lack theknowledgethatis requiredin consciouslyexposingthemselvesto risk factors.
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managers.Researchersequippedwith econometricmodelshave found it difficult
to chooseafundmanagerwhofareswell, outof sample.Investorsareoftenseenas
notbeingsensitive to expensesandfeeson thepartof fund managers.In countries
suchasChileandArgentina,therehavebeenconcernsaboutexcessively highsales
expensesby pensionfundmanagers.

In thissituation,theremaybeacasefor thepensionsystemto bedesignedin away
whichhelpscurtailfeesandexpenses.Proposalsin thisdirectionincludeanauction
to choosefundmanagerswhooffer thelowestconsolidatedfeesandexpenses,and
mandatoryindexation.

4.2.3 Administrati vecosts

The third major issuein an individual accountsystem,particularlywhencontri-
butionsor accountbalancesaresmall, is thequestionof administrativeoverhead
andtransactionscosts(Whitehouse2000,Murthi, Orszag& Orszag1999).These
questionsareparticularlyimportantin theIndiansetting,wheretheaveragecon-
tribution andthe averageaccountbalancewould be amongstthe smallestin the
world. James,Smalhout& Vittas(1999)suggestthatthemostimportantvehicles
for keepingcostslow are:(a)constrainedportfolio choice,usingpassivemanage-
ment,and(b) reducedsalesexpenses.

4.3 Role for definedbenefits

Therearetwo aspectswhereanelementof aDB systemis attractive;bothpertain
to the extent to which exposureto risk factorsis adopted.The first issueis the
problemof theinvestmentrisk thathasto beborneby participantsin anindividual
accountsystem(Alier & Vittas1999). A DB systemmayoffer a mechanismfor
risk sharing,thus reducingthe risk borneby an individual. The secondissue
is aboutdecisionmakingin fund management.A DB systemis likely to place
decisionsin thehandsof financeprofessionals,who wouldbelesslikely to avoid
risk factorswhencomparedto thedecision-makingof many individuals.

Theseareimportantarguments;however they pressuposean environmentin
which a DB systemis run with soundpolicy formulationandgovernance.This
capacityfor governanceis suspectin India. ThetwoDB systemsthatexist in India
todayareunsuccessfulin bothaspects:they eitherusenoassets(thecivil servants
pension)or investmentin governmentbonds(EPS).Further, it is possibleto envi-
sionpolitical pressuresin favour of generousbenefitsandlow contributions,and
policy formulationwhich imposesliabilities upon the State. For thesereasons,
it seemsdesirableto avoid DB systemsin thinking aboutthe pensionsystemin
India.
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Thereis anotherdimensionin which simplistic DB systems(suchasIndia’s
EPS)canyield unsatisfactoryoutcomes:this is onthequestionof regressivetrans-
fers. The valueof an annuityvariesstronglywith wealthandeducation,so that
theNPV of a streamof benefitsis thehighestfor thewealthyandwell educated
(Lillard, Brien& Panis1993).This is particularlythecasein India,wherelife ex-
pectancy for therich is comparableto thatseenin industrialisedcountries,while
overall life expectancy at birth is just 65 years.Hence,many DB designscanbe-
comeamechanismfor transfersfrom thepoorto therich, which is, in general,an
unsatisfactoryoutcome.

4.4 Prematurewithdrawals

The illiquidity of pensionassetsis a constraint,in the eyesof participantsin a
pensionsystem,in anenvironmentwherecreditis constrained.For many individ-
ualswhoarepotentialparticipantsin apensionsystemin India,creditmarketsare
inaccessiblewhenexposedto consumptionshocks.If the pensionsystemoffers
no possibility of prematurewithdrawals, then it becomesrelatively unattractive
(Walliser1999).

In India,wehaveoneextremeexamplein theEPFexperience.EPFcombines
poorfund managementwith a peculiartax treatment(contributions,assetreturns
andprematurewithdrawalsareall tax–free).Thisyieldedanoutcomewith ahigh
rateof withdrawals.This is apolarcasewhichshouldclearlybeavoided.Yet,the
designof a pensionsystemfor India shouldseekto avoid completeilliquidity of
pensionassets.

4.5 Mandatory annuitisation

In many countries,pensionregulationsrequirea certaindegreeof mandatoryan-
nuitisation.Thisis partlymotivatedby theexistenceof anextensivesafetynet. In-
dividualswhorunthroughtheirpensionwealth“too quickly” cancountonfalling
backuponpovertyalleviationprogramswhicharerunby theState.Thisgenerates
privateincentivesto annuitisetoo little.

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

5 Reform proposals

In 1998,theMinistry of SocialJusticeandEmpowermentcreatedtheDaveCom-
mitteeto take a freshlook at India’s pensionsystem.Theproposalsof theDave
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Committee(Dave 2000) are summarisedin this section. Theseproposalsare
presentlybeingevaluatedby thepolitical process.

5.1 A newvoluntary, individual accountpensionsystem

A new individualaccountpensionsystemis proposed.It wouldhavethefollowing
features:

1. Participationandcontributionswould bevoluntary. It is targetedat thelargemass
of individualsoutsidetheorganisedsectorin India.

2. Eachindividual would have a single accountnumber. The systemwould offer
“points of presence”throughwhich this accountcouldbeoperated,all over India.
The reportgoesto greatlengthsto sketchthe informationtechnologyanddistri-
bution systemwhich would beusedto achieve this. Thereportenvisagesa single
centraliseddepositorywhererecordswould be centralised. Instructionsof indi-
vidualswould all be funnelledto thedepository, which would issueconsolidated
instructionsto fund managers.This is expectedto yield major gainsin reduced
administrative costs.

3. Therewouldbeexactlysix fundmanagersandthreefundmanagementstyles,giv-
ing 18 investmentalternatives in all. Individuals would be free to allocatetheir
pensionassetsbetweenthese

�����
alternatives.Thereporttakesspecialefforts to

reducetheinformationprocessingandknowledgerequiredin makingperformance
comparisonsbetweenthese

�	�
�
choices.

4. Thesix fundmanagerswouldbeselectedusinganauctionin whichthebidderswho
quotethelowestconsolidatedfeesandexpenseswould beselectedfor a periodof
five years. The fund managerswould not needto interactwith participantsfor
contributions or withdrawals; they would have a singleconsolidatedtransaction
with thedepositoryevery day. This would reducetheiroverheads.

5. Thethreefund managementstylesrangefrom zeroequityexposureto high equity
exposure.All equityinvestmentis to bedoneusingindex fundsonly.

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

7. Uponretirement,annuitisationis mandatoryto a low extent(whichyield consump-
tion which is twice of the poverty threshold).Beyond this, the individual would
receive a lump-sum.

5.2 Reforms to EPF

Thereportproposesthefollowing changesto EPF:
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1. Theprovision for prematurewithdrawal shouldbewithdrawn.

2. Participantsshouldhave the choiceof moving their EPF balancesinto the new
individual accountsystemdescribedabove.

5.3 Reforms to EPS

Thereportproposesthefollowing changesto EPS:

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

2. Theassetsof EPSshouldbeprofessionallymanaged,usingthe investmentguide-
linesproposedfor thenew individual accountsystem.

3. An actuarialvaluationof EPSshouldbe doneevery year. The reportshouldbe
publicly released.Thebenefitsor contributionsinto EPSshouldbeadjustedevery
yearin responseto this report.

4. EPStoday is basedon outsourcedfund management.This outsourcingshould
extendto thepurchaseof annuitiesalso.

5.4 Reforms to the Civil servantspension

Thereportproposesthefollowing changesto thecivil servantspensionsystem:

1. Betterinformationgathering,and

2. A shift to a fully fundedsystemwithin a decade.
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