National Pension System-Old Age
Security for Millions-Prospects and
Challenges

“You can be young without money but you can’t be old withoutiit.”

The UNFPA report,
releasedrecently, has
once again pointed to
‘|Itheincreasinggraying
populationin India. The
reportprojecteda326%
increase in number of
people aged between
60 and 80 by the year
2050 from 2000; a
700% increase in the
. numberofpeopleolder
than 80 and a 55%
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increase in the

YogeshAgarwal country’s older
Chairman population.  The
Pension Fund Regulatory&  |demographics oftoday
Development Authority also indicate an

increasing longevity with a more active lifestyle post
retirementowingtobettermentin medicalfacilities. With
the shift to nuclear families, intergenerational support
cannotbethe sole source of old age security. Statistics
indicate that only about 12% of the total population is
coveredby organized old age social security schemesin
Indiaandworkforce inthe unorganized sector haslimited
accesstoformal channels of old age economic support.
Hence creation of aviable old age security system has
become an imperative to counter the fast dwindling
demographic dividend.

However, the onus of funding the entire old age security
cannotsquarelylie withthe governmentwhichisalready
reelingunderthe pressure ofever contracting budgetary
resources. Infact, the currentglobal demographic shift
toward population ageing, largely reflecting rising life
expectancy and decliningfertility has led many countries
across the world to re-evaluate their pension systems.
Typically, they switch wholly or partially from unfunded
systems, e.g. pay-as-you-go (PAYG) or defined benefit
system to funded systems like defined contribution
system. It is this switch which is responsible for the
build-up of Pension Assets in the economies in last
couple ofdecades. Thispool ofassetsisbeingincreasingly
looked upon asone ofthe potential drivers of economic
growth.

The National Pension System (NPS) launched by GOI
and supervised by the Pension Fund Regulatory &
DevelopmentAuthority (PFRDA) has evolved outofthis
very need to provide old age security to the vast
multitude of Indian population, without unduly straining
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thefiscalfabric ofthe Govtand simultaneously providing
for the long term investment funds for the economy.

The NPS is a highly innovative and sophisticated
productandisbasedontheworld’sbestpracticesinthe
pension sector involving disciplined saving, vigilant
investmentto build asufficientretirementcorpus andits
judiciousdrawdowninthe postretirementphase. ltwas
initially launched for governmentand semi-government
employees on 01.01.2004 to put a cap on the Govt’'s
liability towards Civil Servants pension, unavoidable
under the pay as you go system, marking a paradigm
shiftfromdefined-benefitto defined-contribution pension
system.

Asaresultofimplementation of NPS, allemployees of
the Central Government and of Central Government
autonomous bodies, with the exception of the armed
forces, are now covered by the NPS. Besides, 23 State
Governments have also joined NPS and 3 State
Governments have notified joining NPS in respect of
theiremployees. As of now, over 2.9 million Government
employees, from Central and State Governments, have
already joined the NPS and the corpus of their
contributions has crossed Rs 32,723 crores,

Subsequently NPS has alsobeenmade availabletoall
citizens of Indiaonvoluntary basisw.e.f. 1 stMay, 2009.
Any citizen of Indiabetween 18-60years of age fulfilling
minimumeligibilitycriteriacanjointhe NPS. Subscribers
areeligible fortax benefitand they canalso choose the
PFM, investment option from the given asset class. Till
June 2013 NPS had atotal of 51.30 lakh subscribers &
managedaround34975cr.

TheNPSisawellregulated andtransparentscheme.
Itis portable across geographies and employments. It
being technology driven, subscribers can view their
accounts online. It has laid down prudent investing
norms forthe fund managers, andtheir performance and
portfolios are regularly monitored bythe NPS Trustunder
the overall supervision of the PFRDA. The scheme
offers complete flexibility toinvestorsin terms of choice
ofinvestment mix. The investor decides the percentage
of the corpus that goes into equities, corporate bonds
and governmentsecurities, withthe only limitationbeing,
there’s a50% cap on the exposure to equities.

One ofthe mostoutstanding features ofthe NPSisthe
“life cycle fund”. It is meant for those who are not
financially aware or inclined to manage their asset
allocation themselves. It is also the default option for
someonewhohas notindicated the desired allocation of
hisinvestments. Underthe life cycle fund, the investor’'s




agedecidesthe equity exposure. The 50% allocationto
equitiesisreduced every year by 2% after the investor
turns 35 till it becomes 10%.

Thisisinkeepingwiththe strategy to optfor higher-risk-
higher-return portfolio mix earlier in life, when there is
ample time to make up for any possible black swan
event. Gradually, asthe investor approachesretirement
age, he moves to a more stable fixed-return-low-risk
portfolio.

This automatic re-jigging of the asset allocation is a
unique feature ofthe NPS. No other pension plan orasset
allocation mutual fund offers such afacility toinvestors.
There are afew assetallocation funds based onage but
theyareone-size-fits-allsolutions, notcustomisedtothe
individual's age.

NPS-Corporate modelalso provides a platformto the
corporatesto co-contribute forthe employee’s pension.
Italso offers flexibility in contributions (equal/unequal)
by employerandemployee asdecided mutually bythem
subject to the minimum contributions as prescribed by
the PFRDA.NPS Corporate model provides flexibility to
selecttheinvestmentscheme either at corporate level or
at subscriber level The Corporate model enables the
employertooutsource the administrative, recordkeeping
& fund management functions to NPS at no additional
burden. Besides, bothemployerand employee getatax
benefit.

Aunique feature of the NPS is the tax benefit it offers
underthe newly added Section80 CCD (2). Under this
section, if an employer contributes 10% of the salary
(basic salary plus dearness allowance) in the NPS
account of the employee, this amount will get tax
exemption without any upper limit. This exemption is
over and above the Rs 1 lakh tax deduction under
Section80C. It'sawin-win situationforboth becausethe
employer also getstax benefitunder Section 36 1 (IV) A
ofthe Income Tax Actfor his contribution. By contributing
toNPS, employercan provide an additional tax benefit
to the employee by simply reorganising the salary
structure without incurring any additional cost to the
company (CTC)

However, NPSisyettoachieve Tax equivalency with
other financial products like EPS, PPF etc which have
EEE ( Exempt —Exempt-Exempt) status as against the
EET ( Exempt- Exempt- tax) status for NPS. However,
alevelplayingfield expected with the forthcoming Direct
Tax Code (DTC), will provide the necessaryfillip to the
growth of NPS inthe organised sector.

Thedistribution mix of any productis generally dependent
upon 4 C's- Cost, Control, Complexity and Customer
outcome. As the rationale behind NPS has been
achievementof universal old age income security, low
costbesides outreach has always been the overriding
factor in selecting the distribution channels. The NPS
distribution mix at present consists of plethora of entities
panningacrossthe spectrum of publicand private sector
havingawide geographical spread acrossthe country.
The distribution of NPS is conducted using a host of

existing financial infrastructure of public and private
sectorfinancial institutions like private and public sector
banks, Regional Rural Banks, Micro-Finance Institutions,
Non Banking Finance Companies, Non Government
Organizations, welfare bodies etc to drive down
operational costs.

This approach has helped in the organized sector,
where employers —Central Govt, State Govt and
Corporates conduited their employees to NPS. The
unorganized sector, however, continues to be largely
untapped. Lack of awareness and Complexity of the
product has also influenced Customer outcome. Asthe
awarenessaboutNPSislowandinvestors seekfinancial
consultancy before opting for NPS, since 2012, Pension
FundManagers (PFMs), whowere earlierringfencedto
performonly fund management, have beendirectedto
the stakeholderstodistribute and marketthe productas
well. The Pension Fund managers who are actually
managing the investments and get a direct fee on the
collected corpus, have adirectinterestin marketingan
NPS besides having know-how ofthe product.

As NPS is still a nascent product, the optimum mix of
distributionand marketing channelis stillunder evolution,
awareness and media campaigns shallhavetoplay an
importantcomplementary role to provide effective thrust
and pushtoNPS to provide wholesome and universal
age old security coverage to the increasingly graying
Indian population ataffordable price.

Pensionfundshave anequallyimportantroletoplayin
theinclusive growth ofthe economy and henceindustry
will have to come up with innovative strategies and
distribution system to tap the ‘Bottom of Pyramid’. In
October2010 Gollaunched, ahistoricinitiative to address
the old age protection need of the unorganized sector
workers. “SwavalambanYojana”isanovelendeavourby
Golto supportindividuals in the unorganized sectorin
achieving old age security and dignity. Gol will contribute
Rs 1000 per annum to all eligible NPS Swavalamban
accounts where the subscriber deposits a minimum of
Rs 1000/- to maximum Rs. 12000/- per annum. The
incentive is presently available till2016-17. Ason Jun/
30/2013, more than 2.0 million subscribers have been
enrolled under the scheme with AUM of Rs. 624 crs.

When saving foralong-term goal such as retirement,
the costs matteralot. Over 35-40years, the chargescan
shave offa significantamountfromthe corpus. The NPS
charges fund management fees of 0.0102% for the
governmentemployeesandthere’saceiling of0.25% for
the private sector. Thisis perhapsthe lowestinthe world.
Accountopening, handlingand administrative charges
are alsothe lowest, makingthe costadjusted returns of
NPS quite attractive inthelong run. Ithas been estimated
thattheallin costof NPS including the fund management
fees, will not exceed 0.50 % per year, making it the
cheapestfinancial productinthe country. The returns of
the NPSforall citizens have outperformed the marketin
the last one year endingason 31.03.2013 as can be
seenbelow:




Scheme Average return by PFMs (%)
EQUITY (E) 8.39
Corporate Debt(C) 14.19
Govt Debt (G) 13.52

The NPSallows onetoaccumulatethe corpusfromthe
age of 18 years for forty odd years irrespective of
geographies and employersinasingle PRAN account.
There is minimalleakage in the form of withdrawals for
competing consumption expenses. This allows the
investor to reap the compounding effect of tax
concessionsandlowfees, investthe corpusasperone’s
risk appetite with professionally managed funds, generate
optimum returns followed by a seamless transfer of
retirementwealth fromthe accumulation phase to any of
the seven IRDA regulated Annuity Service Providers
(ASPs) of ones’ choice onreaching 60 years of age.

Over and above this, the NPS offers the flexibility to
draw upto 60% oftheretirementcorpus aslumpsumto
meetone’sfinanciallife goalslike children’smarriage or
housing etc or draw down the lump sum corpusin one
shot anytime till one is 70 years old. The rest can be
utilized to purchase annuity of ones choice out of the
bouquet of annuities offered by the ASPs.

CONCLUSION

Driven by the demographics,imperatives of rising fiscal
deficit and investment needs of the economy to spur
economic growth and to provide for old age security to
the growing millions of graying population, National

Pension System (NPS) was introduced, initially for the
Govtemployeesin 2004 and subsequently openedtoall
citizens of the country in 2009 thereby leveraging the
sophisticated, technology driven, innovative architecture
already in place. Within a relatively short span of time,
NPS has garnered a total of 51.30 lakh subscribers by
30.06.2013 & ismanagingaround Rs 34,975 cr of funds.
RetirementplanningthroughNPSinvolvesdisciplined
saving, prudentialinvestmentby PFMsto build asufficient
retirementcorpus anditsjudicious drawdowninthe post
retirement phase. The platform offers a plethora of
options starting right from the point of contact viz POP
/ aggregators, flexibility of frequency and contribution
amount , the choice of PFMs, investment mix during
investment phase, and finally choice of ASPs and a
bouquetofannuitiestothe subscriberto optimise one’s
retirementwealth and replacementincome as perone’s
economic situation in life. For the financially unaware
subscriber at the other end of the spectrum, default
optionslike life cycle fund, default PFM , default Annuity
service providers and defaultannuity have been builtin
the system to nudge him to save for old age with
confidenceinafinancially sophisticated product. Inthat
respect, NPS is probably the only Govt backed broad
spectrum, wholesome, universal, technology driven
seamless retirement planning product in the country
today, whichindue course canachieve the objective of
providing Universal pension coverage totheincreasingly
graying millionsin India at affordable price, bothinthe
organisedandthe unorganisedsector.




