Pension Productsfor the Self-Employed
(Bhagidari Sector) in India

R. Vaidyanathan*

The Bhagidari sector consisting of Partnership/proprietorship firms and professionals constitute a large segment
of the Indian economy. They contribute 35 percent to the national income and enjoy more than 75 percent sharein
the service sectors like trade, transport, construction, hotels and restaurants and other services like doctors,
lawyers, architects, accountants, etc.

The activities where they are dominant are the fastest growing sectors in the economy. Their sharein savingsis
mor e than forty percent. From the tax data one can infer that there were nearly 10 million present during 1994,95
and compar ed to the corporate and government sector, adequate focus has not been given to these segments.

The Pension products (retirement benefit schemes) available to them are essentially tax schemes and there is a
need to focus on providing pension products to this sector whose market potential is very large. Snce there is
fluctuation in the income flow:; of the Bhagidari sector, the retirement products are to be need based and shoulc
have variable contribution facility. Smilar to corporate sector, tax breaks should be made available to the
Bhagidari sector both for present contributions and also for past benefit funding. Also, there is a need to have
innovative products like variable contribution, need based programmed withdrawals, etc. to increase the
consumption of pension products. The delivery system can leverage on the banking network and postal network tc
reach the customers as well as to have market penetration.

I ntroduction

The economic reforms underteken by the Government of India in the nineties resulted in
ggnificant liberdization in the finenda sector pertaining to corporate sector, banking industry
and other capitd market participants like mutud funds, merchant bankers, stock exchanges, etc.
Reforms of the Insurance sector is an important component of the economic reforms due to
which the government appointed the Mahotra (1994) Committee to study the insurance sector.
The Government has taken steps to bring about changes in this sector by condituting Insurance
Regulatory Authority and is dso planning to dlow private sector (both domestic and foreign) in
thisbusiness.

One of the aspects covered by the Mahotra Committee, in the context of reforms pertain to
penson funds. The Committee suggests that, "It is necessary to encourage penson schemes to
save the needs of this large segment of the population (namely the sdf-employed induding
professonds, traders, agriculturists and the vast labor force in the unorganized sector, which
represents a massve potentid market for penson schemes). The growth of penson funds has
the potentid to transform the financia markets." (Mahotra R.N. 1994)

Taking a cue the government has initisted some reforms in this area. For ingance, The Unit
Trugt of Indig the largest Mutud Fund in the country as wel as a private fund (Kothari's) have
dready been permitted to enter into penson ssgment and hence some degree of competition is
expected in the immediate future. The investment pattern has aso been liberdized to a certain
extent.
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In this context, it is important to understand the potential of the pendon market and the
means by which insurers can exploit this potentid. In particular, one needs to understand the
tota market pertaining to the Bhagidari sector consisting of the
Partnership/  proprietorship firms and the Sdf-employed, as well as focus on the type of
products and channdls for this sector. The Bhagidari sector conditutes the largest segment in
terms of nationa income, savings, employment, etc.

It is aso necessay to identify some of the important changes required in the exising
regulations pertaining to investment, tax laws, etc. So that the full potentid of this market can
be explored both from the point of saving for invesment in productive avenues as well as from
the point of coverage for retirement benefits

Retirement Benefits Schemes: I nternational Scenario

In many developed countries, there are many schemes whereby the employed and sdf-
employed can save for ther future income when they cease to be in active service. There are
three types of schemes, which have been labeled as the "three pillar concept” by the World
Bank. They are

« Social Security Schemes sponsored by the governments

«» Occupationa schemes sponsored by the employers for the benefit of their employees
ad

« Private voluntary schemes to accumulate savings to provide for retirement needs.

Insurance companies play an important role in formulating and administering schemes
under the second and third category above.

Social Security Schemes

These are sautory schemes administered by the government on a "pay as you go" basis. It
is required for employers and employees to compulsorily contribute to these schemes. Even
though the main benefit of the scheme is old age penson avalable to individuds after a certain
age there can adso be other benefits like widow benefits, sckness benefit, unemployment
benefit, indexation of bendfits, etc.

The expected changes in the demographic dructure of the population and the resultant
financid drain due to the socid security scheme are prompting a debate in many developed
countries regarding private initiatives needed to sustain such schemes.

Marshdl N. Cater and William G. Shipman (1996) andyze the developing crigs in the
penson market. It is the aging of the world's population - a truly glacid force that is dreedy
draning the nationd budget throughout the indudridized world. Over the next generation
globa greying will force mgor reforms in public penson and retirement sysems everywhere to
adapt to an unprecedented era of risng longevity. It is suggested that it is possble to craft
reforms in public penson sysem that will safeguard retirement security for the ederly, enable
the young and the middie aged to kegp more of the fruits of ther labor and achieve those firg
two godswithout over burdening national economies but enhancing their long-term prospects.

The most credible way to achieve this, according to the authors, is by dlowing workers to
invex some of ther penson plan contribution and tap the higher returns that private markets,
especidly equity market, can offer. It seems that the state will provide avery basic



minimum amount beyond which people will have to provide for themsdves through
occupationa or personal pension schemes.

Occupational Pension Schemes

Occupationa penson schemes are st up by employers with contributions from both
employers and employees. In some cases the scheme may not require contributions from the
employees. Occupational penson schemes consst of Defined Benefit Schemes and Defined
Contribution Schemes.

Defined Benefit Scheme promises to pay a certain level of benefit related to the find sdary
or the find average sday of the employee. The benefit is patly in the form of a penson
payable during the lifetime of the retired employee and partly with the fadlity of commutation
of a portion of the pendgon, which is tax-free. It is dso possble to provide for pension
guaranteed for certain number of years (say, five, ten or fifteen years) and afterwards for life or
joint life and last survivor pendon, eic. Generdly, the costs of the schemes are met by
contributions  from the employers. In developed economies there are many discussons
regarding employees also contributing for the scheme.

Inthe case of Defined Contribution Scheme, the contributions from the employer (or from
the employer and employee) is accumulated to provide the pension corpus out of which pension
is purchased at the time of retirement of the employee. The other aspects regarding commutation
of pension - aternatives like guarantees, etc. - are similar to defined benefit scheme. It isto be
observed that in the occupationa penson schemes of either type, thereis afunding stage during
which the contributions are invested and accumulated and there is a benefit payment stage after
the employee has retired and hence the annuity payments fal due for payment.

During the stage of funding there is freedom for the employer ether to administer the .

fund on his own or go to outsde fund administrators such as Insurance Companies, Banks,
Mutud Funds, Investment Companies, etc. In many countries, Insurance companies are the
popular vehicles for funding particularly in the case of smdl and medium scde enterprises. In
dl the countries, occupational penson schemes have to necessarily provide annuity benefits,
which are rdated to the lifetime of the retired employee. When the benefits are vested, there is
a choice for the employer to pay the penson out of the fund or to purchase pensons from Life
Insurance Companies. The ultimate benefit is an annuity payable for life or equivdent penson
from the laest veding age payable ether by the fund or through the purchase of an annuity
from the Life Insurance Company.

The annuity is a levd amount and the guarantee of payment of such an annuity involves
mortdity risk and investment risk. Mortality risk is the one rdating to the beneficary living
longer than expected. I nvestment risk is connected to earning at least the guaranteed
rae of return implied in the underlying annuity rate. The employer underwrites the risk of
invetment performance of the contributions during the funding dtage under the defined benefit
scheme. In case the employer is to pay the penson from the penson fund, he underwrites both
the mortdity and investment risk during the period of benefit payment.

Private Pension schemes

As a reallt of the desre of many governments to gradudly reduce their socid security
commitments and encourage private provison for retirement benefits many governments have

facilitated setting up of persond pension systems by appropriate legidation and tax
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incentives. Such schemes can be operated by insurance companies as wel as banks, mutud
funds, investment companies, building, etc.

The man benefit is an annuity payable for life together with option for commutation of a
portion of penson for tax-free lump sum as in the case of occupationa penson schemes. Many
additiona features have been brought about in these schemes like choice for
participants to defer their pension vesting age and dso alowing them to take "Income.
withdrawas'. The sarvice providers like banks, mutud funds, building societies, insurance
companies, etc. administer income withdrawas but there are dso regulaions by which
annuities which are dependent on human life have to be purchased only from life insurance
companies.

We have provided in Appendix 1 a quick glance at the globa practices. We can conclude
that there are two types of trends, which are seen, in the recent past. One is pertaining to the
reduced role of Government in the schemes and other is the gentle nudge for larger
contribution from the beneficiaries.

We dso find that the sdf-employed are benefitted by tax bresks In order to save for ther
retirement benefit plans. This could be in the form of Sdf, Employed Individuds Tax Act of
1962 (US) permitting them to set up retirement plans. These are known as Keogh or H.R. 10
plans. The Employee Retirement Income Security Act (ERISA), the Tax Reform Act of 1976,
the Economic Recovery Tax Act of 1981 (ERT A) and the Tax Equity and Fiscd Responshility
Act of 1982 (TEFRA), eic. have carried forward the reforms for the sdf-employed retirement
benefit schemes. This has been brought out by Levy R. Donald Esg. (1989). The deductior
limits have been liberdized over a period and the funding amount has adso been enhanced.
There has been a close look a the sdf, employed in the developed markets and emerging
markets like India need to pursue some of those reforms.

Indian Scenario

Retirement benefits for the Organized (Corporate and Gover nment) Sector

In India, under Section 2 (11) of the Insurance Act, 1938, Pension contracts are deemed
to be part of life insurance business. A comprehensive pension schemeisalong-term
savings instrument that provides cover againg therisk of death and 'risk of longevity'.

In the case of government, both centra and date, as well as quas-government organizations
the pengion is provided on "pay as you go" bads. The bendfit is rdated to the last pay drawn by
the employee and a portion of it can be commuted which is tax, free. Till recently in India the
concept of providing penson as a retirement benefit has not aitracted the private employers for
the obvious reason that provison of penson is not mandatory unlike provident fund and gratuity.
However, income tax benefits have atracted some employers to provide penson benefits to their
executives. Thisaso helps them to retain qudity executivesin their organization.

Now the scenario is changing with the enactment of "The Employees Penson Scheme,
1995". Which is gpplicable to the employees of dl factories and other establishments to which
the Employees Provident Funds and Miscdllaneous Provisons Act, 1952 gpplies.

This Act covers nearly 275,000 establishments employing about 20 million employees.

Further some public sector organizations like Banks, LIC, GIC, Cod Mines, etc. have
entered into agreements for providing pension as a retirement benefit by transferring employers
contribution of provident fund to pension fund. In most of these casesthe
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penson is Index linked, smilar to that of Centrd Government schemes At this juncture, these
schemes are not actuaridly viable.

- As far as the private sector, employers have a choice between LIC and self,
adminigration through a trust a funding stage. As regards penson payment stage, a present al
occupationd penson schemes have to go to LIC as per Insurance Act 1938. Thus LIC is the
only player as regards penson payment stage even though trusts can manage the funds at the
funding dage. It is to be noted that annuitants have severd options like annuity for life witr
five, ten, fifteen years certan. Further, LIC has indtituted a nove option of annuity for life with
return of corpus to the beneficiary on the desth of the annuitant. This is very popular as ar
individua pension plan.

There are not many atractive schemes for individuds as well as for the sdf-employed,
professonds, partners in a partnership firm, etc. The coverage is dso minima. The OASIS
report indicates that out of 314 million workers in India as per 1991 census report less than 11
percent have got old age income security. (Project Oasis 2000). LIC has recently
introduced "Jeevan Sureksha' scheme, which to some extent meets the requirements of the
segments like individuals, etc. Even in these schemes the Income Tax bendfits are not given to
thefirm.

We have provided in Appendix 2 the different types of retirement benefit schemes operative
in India We find from this Appendix that only the last two categories (which are miniscule ir
terms of corpus and coverage) are avalable to Bhagidari sector and these are useful to some
extent from tax point of view.

Bhagidari Sector in the Indian Economy

In the case of manufacturing sector in the Indian economy "organized” implies a registered
manufacturing unit under the Factories Act and refers to factories employing ten or more people
with power or twenty or more without power. One can easly assume that company forms of
organizations would have manufacturing units covered under the Factories Act. Hence, dl
corporate entities having manufacturing units will be coverer! as part of organized sector. Even
a patnership firm (unincorporated enterprise) can have a registered factory and it would be
classfied as belonging to organized sector.

This implies that in the case of manufacturing sector the "Unincorporated” is not the same as
the unorganized even though &l unorganized firms would belong to the unincorporated sector.
This means that there are some unincorporated enterprises in manufacturing that fal under the
category of organized sector.

In dl other activities (other than manufacturing) it is possble to equate organized with
corporate and unorganized with unincorporated sector. We use the term, "Bhagidari Sector” to
indicate unincorporated enterprises congsting of partnership, proprietorship firms as wdl ac
professond (sdf-employed) categories.

Share of Bhagidari Sector in National Income

We have provided in Table (1) the share of different sectors like Agriculture, Governmert,
Private organized and unorganized sectors. It may be noted that Agriculture here excludes
government agriculture and that of private corporate even though they are margind. They are
included in the respective categories namely Government and organized
private sector.

The ICFAI JIniirnal of APFI IFD FINANCFE \/nl 7 Nn | (1antiarv 20011



Table 1
Share in Nationa Income of various sectors

80-81 90-91 94-95 98-09 *

1. Agriculture 38.08 31.46 30.69 27.00
2. Government 17.50 23.90 24.50 24.00
3. Private Organized 12.50 12.30 13.30 14.00
4. Unorganized 3192 3234 3151 35.00
Total 100'8 100.00 100.00 100.00

Note: Computed from the National Accounts Satistics Data

Source: National Accounts Statistics (NAS) 1997and 2000. Central Statistical Organization, New Delhi.

The above mentioned table (Table, 1) provides an insght into the importance of Bhagidari
sector in our economy. The share of Government (which include centrd government plus State
Government plus dl public undertakings) in the NOP in 1998~99 was around 25 percent and
that of Agriculture is around 27 percent. Of the remaining 48 percent the estimated share of
unorganized sector is about 35 percent and organized corporate sector is around ; 14 percent. Let
us recal that the unorganized sector is only a large subset of the Bhagidari sector. Thet is the
share of Bhagidari sector is more than the 35 percent estimated for the unorganized sector
[Table (1)]. If we look a the developed economies like that of USA we find that sgnificant
portion of naiond income is due to corporate sector. We find from Bureau of Economic
Andysis (BEA) that during 1996 and 1997 the share of corporate business in the net domestic
product of the US economy was of the order of 66.4 percent and 67.4 percent. (BEA, 1999).

Share of Bhagidari Sector in Manufacturing

We have data regarding the manufecturing sector as pertaining to registered (registered
under Factory Act) and unregistered categories. The former is consdered as organized and the
later as unorganized by the Nationd Accounts Statitics. The share of unorganized sector in
manufacturing was 39.1 percent in 1990,91 and 38.8 percent in 1994,95. According to the
Annua Survey of Industries (AS 1993,94) 10.87 percent of the net value added in the factory
sector (organized sector) during 1993,94 was due to partnership/ proprietorship firms (Bhagidari
sector). Since unorganized manufacturing conditute nearly 39 percent of the vaue addition of
the manufacturing sector, we can say that nearly 50 percent of the manufacturing activities is
due to Bhagidari sector.

Sharein Service Sectors

In case we condder ectivities like wholesde and retall trade, hotels and restaurants, road
trangportation, real edtate and business services like medicd, legd, etc. we find that more than
80 percent of the national income in these sectors is generated by the Bhagidari sector. We have
giventhe sharesin (Table2).
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Table2
Share of Bhagidari sector in the Service sectors

1980-81 1990-91 1997-98
1. Construction 48.0 55.5 53.5
2. Trade 89.7 92.2 84.2
2. Hotels and restaurants 87.7 86.7 65.3
. Transport
: Oth:f?han Reilways] 65.9 777 75.3
3. Storage 675 494 53.1
6. Red estate, ownership
of dwellings and business 99.5 99.8 87.3
- services
' Other services 46.2 37.0 32.2

Nore: Computed from the National Accounts Satistics Data
Source: National Accounts Statistics | 997and 2000. Central Statistical Organization. New Delhi.

For instance, in trade we do not have a Wa-Mart or Sears or Mark and Spencer, or a Grey
Hound in transportation or a chan of Burger Kings and Pizza Huts in restaurants unlike in the
developed economies. In other words, dl these service activities are provided by Bhagidari
sector. The wholesde trader in food grans or fast moving consumer goods (FMCG) or
consumer durable or the retall trader in these activities, [he transporter of goods with one or two
trucks, the owners of resaurants in the length and breadth of the country, the constructior
contractors, the storage owners across the country, doctors, lawyers, architects, and accountants,
elc. do not have the retirement benefit plans as in the case of officids in the government or
executives or workers in the private corporate sector. It is to be noted that the service sector is
one of the fastest growing in the economy in the last decade compared to Agriculture anc
Manufacturing.

Savings and Bhagidari sector

If welook at the savings data of the economy we find that around 80 percent is due
to the household sector and the household sector consists of pure consuming (wage earning)

Table3
Savingsin the Indian Economy

1990-91 1997-98
1 ODS as % of ODP 24.27 23.10
2. Public Sector (as % of ODYS) 4,18 7.00
3. Pvt. Corporate Sector (as % of ODS) 11.49 15.00
4. Household savings (HHS) (% of ODS) 84.33 78.00
4.1 Saving in Physical Assets (as % of HHS) 54.66 55.00
4.2 Financial Savings (FS) (% of HHS) 45.34 45.00
421 | Currency (% of FS) 12.58 10.60
422 | Net Deposits (% of FS) 2251 4430
4.2.3 | Shares and Debentures (as % of FS) 16.92 6.00
4.24 | Net Clamson Oovt. (as % of FS) 14.81 8.50
4.25 | Lifelnsurance Funds (as % of FS) 10.74 11.00
4.2.6 | Provident and Pension Funds (as % of FS) 22.44 19.60

Nore: Computed from the National Accounts Statistics Data
Source: Various Issues of National Accounts Statistics (NAS). Central Satistical Organization. New Delhi.
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households as wel as the Bhagidari (mixed income households) sector. In other words,
Bhagidari sector is included as part of the household sector in the savings data. (NAS 1989). We
have given the savings datain Table 3.

A portion of the savings is due to fam households and the share of this is not separately
avalable. We find that the proportion in nationd income is 44 percent and 56 percent between
the unorganized agriculture and other unorganized activities. If we assume that the savings of
the farm sector is in the smilar fashion compared to the total household sector savings then we
can assume that 44 percent of household sector savings could be due to farm households. This
may be an overestimate and to that extent will only strengthen our arguments.

This implies that about 56 percent of the household savings would be from the non,
agricultura part of the household sector. That is, nearly 45 percent [56 percent of 80 percent] of
the totd savings is from the non agriculturd households. We have estimated (see Vaidyanathan
1999) the share of Bhagidari sector, in the savings data of the household sector (non
agriculturd) udng indicators like tax data (Table 4) and conclude that around 35,40 percent of
the total savings is attributable to the Bhagidari sector in the economy. This provides us a clue
regarding the size and vaue addition and savings of the Bhagidari sector.

Market Potential of the Bhagidari Sector
We have provided in Table 4 the returned income and tax payable for the assessment
year 1994,95 for various categories like individua sdaried persons, companies (both public

Table4
Returned Income and Tax Payable for the assessment year 1994-95

Status No. of Returns Returned income Tax Payable
(000) (Rs. million) (Rs. million)
Individual Sdaried persons 1637 129,960 17,640
Companies
Public sector 23 62,130 30,450
Private sector 116 102,690 45,390
Partnership/HUF, etc. 1188 93,110 17,990
Individud non-salary category 3238 294,730 60,450
Total 6202 682,620 171,920

Source: AU India Income Tax Satistics (Al TS) 1994-95. Directorate of Income Tax, New Delhi.

and private sectors) and partnership / proprietorship firms induding individud nonsdaried
category. This levd of detals is avalable for that year. We find from Table 4 that the totd
number of returnsfiled in 1994,95 was 6.2 million of which 139,000 are those of companies.

In dl, there were 4.42 million returns filed by non-corporate non, salaried assessees of which
1.188 million returns were for partnership, HUF etc. and they accounted for a returned income of
Rs93,110 million. Another 3.238 million returns were filed by individud nonsdaried category
(mogtly professonads and other sdf, employed persons) condituting a returned income of
Rs.294,730 million.



Hence we find that more than 1.2 million unincorporated (partnership/ proprietorship) firms
are tax asessed in India and the partnerSproprietors of these units conditute an important
market segment. We aso find that 3.24 million professonds and sef,employed persons are tax
assessed and these persons dso conditute an important segment ance they are not currently
covered by the schemes.

Assuming that there are at least three partners in these firms (a conservative approach since
up to 20 partners are permitted by the Partnership Act 1932) we have in dl 3.6 million in the
partnership category and combine~ with 3.24 million in the professond category there are in
al 6.84 million tax assessed mgor customers. Since the tax coverage is inadequate (estimatedly
less by at least a quarter of what can be covered) particularly with reference to partnership firms
and sdf-employed professonds we can condder that the actud market is around one and a haf
times larger than tax assessed. That is, more than 10 million in the Bhagidari sector can be
considered as potentid market in the next
one or two years. The average returned income for the Bhagidari sector is of the order of
Rs.58, 200 (Rs.582 hillion / 10 million) and 25 percent of this is around Rs.15000. This is based
on the taxable income and not total income avalable. The laer is much higher and hence e
consarvative esimate of Rs20, 000 as contribution per annum can be made. This will give rise
to an estimate of possible annua contribution over Rs.200 hillion.

If we consder the income returned by these groups from Table 4 we find thet it is of

the order of Rs.388 hillion. Since the Tax coverage is inadequate among the Bhagidari sector
this can be taken to be a least one and hdf times more namely Rs582 hillion. It is observed
that in the Corporate sector in India 25 percent of the sdaries paid is dlowed as charge on the
income account. In case we condder on a Smilar basis then we find that 25 percent of Rs582
billion, namely Rs146 bhillion is exposed to potentid retirement savings for the Bhagidari
sector. It is to be noted that the Income of this group is presumed to be like sdary in the hands
of the Bhagidaris. This is an underestimate since returned income is only taken into account and
not the total income which is avalable to Bhagidaris. Hence the market is between 150 to 200
billion in the year 1994,95 for which

Table5
Projected Potential of Retirement Benefit Market for the Bhagidari Sector

(Rs hillion)
1999-2000 | 2000-01 | 2001-02 2002-03 2003-04 |2004-05
Annua Contribution 322 34 390 429 471 519
(at 10% growth rate)
IAnnual Contributions** 597 717 860 1032 1238 1486
(at 20% growth rate)
IAccumulated Funds * 322 715 1190 1762 2445 | 3257
(at 10% growth rate)
IAccumulated Funds * 597 1386 2412 3733 5419 7556
(at 20% growth rate)

Note:* The expenses, outgo and the discontinuation of contribution are not taken into account.
The yield is assumed to be 12 percent, which has been the past trend. Also does not consider past benefit contribution.

detailed figures are avalable for the different components of the Bhagidari sector. This is
assessment year and hence if we take it to be applicable for the financia year 1994,95



then we are erring on the conservative sde for our estimations. This is the assumption we have
mede in projecting the market Szein Table 5.

One can assume an average annual growth rate of ten to twenty percent since the coverage
can be enlarged in order to tap the potentia of the aggregate market and aso based on the
popul ation growth and economic improvements.

We have provided in Table 5 projections pertaining to the retirement benefit market for the
Bhagidari groups (partners and sdlf-employed professonds). This is under the assumption that
the growth rate of these segments will be of the order of ten to twenty percent over the coming
five-year period. It is to be noted that in the initid periods in a growing market, one experiences
high volume and high growth gtuation. It is to be observed that the Indian market is moving
from a Government controlled monopoly market to an open market wherein private players
both domestic and international are expected to compete vigoroudly.

We have assumed an annua contribution of Rs20, OOO and as dready seen the tota
annua contribution will be Rs200 billion for the year 1994,95. We have taken it for 94, 95
financid year as well as assessment year (Le. 93,94 Financid Year) under the two assumptions
of growth rates. (See table 5)

We find that there exids a large potentid for the retirement benefit market in India for the
Bhagidari sector .The prospects are encouraging but the congraints are also there
which need to be addressed in order to tap this market.

Retirement Benefit Schemes for the Bhagidars

There are some individud schemes, which are avallable to the sdf, employed persons. These
are Public Provident Fund (PPF) and Jeevan Suraksha Scheme offered by LIC as wdl as a
scheme offered by Unit Trust of India These ae given in Appendix 3. We find that the
important aspects of these schemes are tax benefits to the individuas in the year
of contribution. This tax benefit is not available to the firms unlike a corporate form of
organization wherein the contribution made to the benefit of executives or directorsis digible
for deduction againgt the income of the company.

For ingance, in the contribution made by the partner to a penson scheme like Jeevan
Suraksha (see Appendix 3) of Life Insurance Corporation of India is not eigible to be trested as
the expense of the firm. The message is tha these have to fend for themsdves in their old age
while the Government employees due to ther militancy, and corporate employees and even
directors of companies due to their clout in the decison making processes have managed for
themsdlves avariety of retirement and socia security schemes.

Retirement needs in relation to professional life standard: Bhagidari Sector

There are three mgor trends which are important to observe in the context of
retirement plans for the Bhagidari sector.

. Improved Life Expectancy.
» Dedinein the Joint Family System.
» Increased aspiration and lifestyle after retirement.
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Even though the predictions by Wallace Paul (1999) regarding the Agequake may not be
immediatidy gpplicable to Indian context we find that the life expectancy is improving and in
many parts birth rates are declining. We have provided in Table 6 some d the key data for the
same. We find that the proportion of populaion above 60 years (which is the retirement year
for government employees) is 6 percent based on the 1991 census data.

Table6
Key Census Statistics- India
2016(P) 1995 1991 1981 1971
Population (million) 1,263 934 846 683 |548
Urban population (million) 218 159 (109
Birth rate (per 1000)* 28.3 32.5 37.2  |41.2
Life expectancy at birth (years)** 60 58.2 50.5 [45.6
Infant Mortality rate
(per 1000 Ii\% births)*** “ 80 110 1129
Age Group 0,19 years % 47.1
20-44 years % 35.8
45,59 years% 11.2
60 & above % 6.0

Notes:
* Egtimates further predict asharp drop in this by year 2016. though no hard data is available

** Rough estimates point towards this touching 75 years and beyond over the next few decades
*** Better medical and health facilities may see a further drop with rate touching half of 1971/evels.
Source; Satistical Outline of India 1998-99. Tata Services Ltd. Mumbai.

This could increase sgnificantly in the coming decades to say 15 percent due to improved
living dandards and medicd fadiliies and that could conditute sgnificant proportion of
'population. In that case the coverage of the Sdf-employed categories need to Sgnificantly
increase and aso the market penetration need to be deeper.

The traditiona Hindu Undivided Family (HUF) system took care of the needs of the ederly
and it was providing a socid security net during old age due to the joint family sysem. But due
to modernization and economic development and migration to metros, the joint family system is
on the decline and nucleus family has become the norm a Least in the cities. Since brothers used
to stay together the requirements of eders were al shared by the family.

For ingtance, in the past for a widow it is common practice to go and stay in the house of her
brother in case she is not having a made progeny. These are becoming less common due to
nudeus family sysem.

Also, due to higher education and opportunities in developed countries like the USA many
youngsters have migrated to western countries and thelr parents are in India and they require
retirement benefit plans to suit therr purposes even though they may get dollar receipts from ther
children. This has created a Sgnificant need to have retirement benefit plans and products for the
Bhagidari sector.

Thea ICEAI Iniirnal nf APPI IFD EINIANICF \/nl 7 Nn 1 (laniiarvy 20010



The expectations regarding lifestyle after retirement has aso undergone significant change
in the lag ten years. In other words, individuas aspire to have the same or some times even
improved lifestyle after retirement than what they were used to during their working life.

For ingtance, travd to touris or pilgrimage centres are undertaken &fter retirement by
couples which they may not have undertaken during their working life due to lack of time. The
consumer culture also adds to the requirements of consumer durables (like Fridge, TV
etc) which may not have been used during working life due nor-availability of many of them.

This implies that the traditiond assumptions regarding the nature of income requirements
based on life style patterns after retirement, may not hold true in the future. Hence products
have to be developed to suit the requirements of the Bhagidari sector in the changing context.

Quantifying the Individual Retirement Benefits

The citicd dement in the quantification process is the edimaion regarding the
requirements of the individud after his retirement. Here it needs to be stressed that there is no
partticular retirement age in the context of Bhagidari sector since they are Sdf, employed and
can decide ther time of retirement. They may partly take retirement in terms of reducing their
working hours or days and then go for complete retirement. This implies that the products for
these groups need to be dructured to suit their requirements unlike employees of the organized
sectors.

For ingtance, Fidds and Mitchdl (1984) report that delaying retirement from age 60 to 61
decreases the present discounted value of the pension payments by 1 percent; between 62 and 63
this vaue is increased by 5 percent; dl subsequent delays until age of 65 are associated with
further decreases of 2 percent in the present value. Most private pension plans do not reward
delays of the retirement decision beyond socia security's 'normd’ age of 65 years.

Oliver Fabd (1994), for indtance, points out that the benefit schedules associated with early
withdrawas lack actuaria fairness. This is attributed to the incentive role of private pensons,
given that mandatory retirement rules are precluded.

In case we take that the Sdf-employed is making a sum of Rs.20, 000 per month and we
think that haf of this need to be covered in terms of penson benefits and investments yidd 12
percent, then the computation for a five-year saving scheme (plain vanilla product) will be as

follows

The Annua requirement after retirement is = Rs.120, 000

-This needs to be capitdized a say 12 percent and thisimplies a corpus of Rs.1, 000,000

In case we take a'n' year time horizon, the equal annual amount needed to creste
this corpus at 12 percent is given by



Px FVIFA (n, 12 percent) = Swhere FVIFA denotes Future Vaue Interest Factor Annuity.

where, FVIFA (N =[(1+n-1]/r

In our example we need to find the sinking fund (P) factor, which givesrise to the
sum needed at the beginning of the expected retirement period.

In case we consider a period of 60 months (five years) then
we can find from the discount tables that the value is as follows:
P x FVIFA (60.1 percent) = Rs.,000,000

P x 81.669 =Rs.1,000,000

Thisturns out to be Rs.12, 244 for a month or on an annud basis it will be Rs.146, 928

In case we consider annud contributions then it will be higher at the same rate and
it will be

Px FVIFA (5, 12 percent) = Rs.|,000,000

P x 6.3528 = 1,000,000 and thiswill be

P = Rs.157,410

In either case it would be unrealistic to expect more than half of his current income
(Rs.240,000) to be provided as contribution by the Bhagidar.

In case we condder periods of ten years and fifteen years then the annua contributions
need be Rs.56,986 (1,000,000 / 17.548) and Rs.26,824 (1,000,000 / 37.279) and these condtitute
nearly 23 percent and 11 percent of the current income. This may be an acceptable propostion
for the Sdf-employed having longer life span to go. But those segments that would like to
enjoy retirement benefits within say next 5 years may find it impossible to contribute.

In the case of organized sector when pension benefits were initiated, many of the employees
were nearer retirement say 5 years, 8 years, ec. In many organizations consequent on
mandatory provison for providing gratuity and provident fund, some corpus was built up to
help funding for pensons. Even in such cases the available corpus is not sufficient to meet the
entire funding. Therefore the Income Tax Act provides for funding of 80 percent of the past
savice income during the remaining period of service In a gmilar fashion benefits should be
provided to the Bhagidari sector for past service funding.

Retirement Benefit and other products

It is to be noted at this juncture that identifying market potentid is only @t of the chdlenge
faced by a penson fund manager. It is essentid to develop appropriate products for different
segments with compstitive pricing and product awareness among potentia customers.

There are two issues in looking a the potentid of the penson market, which need to be
consdered. One is pertaining to providing coverage to existing persons who are dready covered
by provident fund schemes. In such a case it can be given as an additiond benefit and to some
extent it may cannibdize the existing retirement benefit product.
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We find that penson products have to compete with other savings insruments like PPF,
Smdll Savings, Mutua Funds, Bank Depodits, etc. From Table 3 we observe that
during 1996,97 the savings in shares and debentures by the households was 7 percent of
the financid savings, insurance funds was 11 percent and provident and pension funds 19
percent. It isto be noted that Bhagidari sector isincluded as part of household sector in our
savings data.

This indicates the need to introduce pension products, which have the characteristics of
other competing products. For instance, they can provide need based programmed withdrawals

for the individua and Bhagidari policies.

In this context one of the mgor recommendations of the Mahotra Committee (1994) i<
"Whereas employees in the organized sector may look to their employer or the Employees
Provident Fund for a penson, the vast mgority who are Sdf-employed professionals or traders
or are employed in the unorgani zed sector have to look only to insurance companies
for providing suitable penson plans. While an employer's contribution to a penson fund gets
subgtantid tax relief the rdief available in respect of an individud's contribution to his penson
policy is quite meager and does not provide sufficient incentive. In order to popularize the
schemes under individual penson plans, contribution to such schemes, up to prescribed limit
should be fully exempted from tax. It is essentid that such long, term savings should be given a
goecid trestment for tax reief disinct from the bendfits dlowed to rdatively short, term

savings."

Hence we dress the point regarding providing adequate tax benefits for Bhagidari pension
schemes. The contribution by the Bhagidaris should be digible as a charge on revenue account
up to 25 percent income of the firm as it is dlowed in the case of the corporate sector. This will
give incentive for him to provide for retirement benefit and dso increase consumption of

provison of pensons.

Theincomes of Bhagidaris are volatile and fluctuating and hence it is advantageous
to develop products wherein the contributions can be variable to suit hisincome patterns.

However aminimum annua contribution can be specified to alow for continuity and also meet
the requirements of the term assurance premium.

In case of untimely desth the contributions may not be sufficient to provide for the
dependents a decent living. Therefore it is advisable to develop products in combination with
term assurance wherein the insurance amount is sufficient to fund the needs of the dependents.

Channels of Distribution

Consequent to the mandatory provisons the pension can be provided by contributing to the
LIC superannuation scheme by formation of a trust or by managing the funds independently as
per the provisons of the Income Tax Act. Therefore the marketing channels for group pensons
or superannuation is through the marketing officids of the Pendon and Group Schemes
department. The individud pendons like "JEEVAN SURAKSHA" and some products of the
UTI are marketed through the network of agents, dong with other insurance products of LIC.

It is possble to think in terms of usng the Banking network to sdll these retirement benefit
products to the sdf-employed. We find that there are 288 commercid banks with 64,926
branches during 1996. There were 31,913 urban branches and 33,013 rura branches
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in exisgence during this period. Other than this there were edtimatedly more than 30,000
branches of Non-Banking Finance Companies (NBFC's) spread over the country and out of this
a least 10,000 or so are rated and regulated by -the Centra Bank. There is dso an effective
posta system having more than 153,000 Post Offices spread over the country in 1996,97 with
nearly 17,000 in the urban areas and more than 136,000 in the rura areas.

Given the breadth and reach of these inditutions throughout the country, it is possble for
the pension funds to leverage on this network to meet the requirements of the retirement benefit
schemes of the Bhagidari sector. It is not only required for the products to be innovative and
talor made for the requirements of the Bhagidari sector but dso they should have a fairly
extensve reach and market penetration given the geographica sze of the market.

This dso implies that specid studies need to be undertaken by the penson funds regarding
the lifestyle and other market characteristics of this sector so that the products can _be
developed and customized and ddivered at reasonable cost and service effectiveness to the
customers.

Conclusion

Role of Bhagidari sector in the Indian economy is redively large, having more than one,
third of nationad income and more than three-fourth in the service sectors. Nearly 40 percent of
the savings in the economy is due to Bhagidari sector.

The esimated number of Bhagidaris are 10 million as of 1994,95 who can be considered as
potentid consumers for penson products. With an annua contribution of Rs20,000 we
edtimate that there exists amarket of Rs.200 hillion as of 1994,95.

Using the past data and an assumption of 20 percent average annud growth rate we find that
by 2005 the annua edtimated contribution will be Rs1500 billion and the corpus will be
Rs7550 hillion. This is without taking into account the past sarvice funding. Currently this
market has not been fully exploited in our context and this could be due to absence of
homogeneity of the sector. Hence in the context of the opening up of the Insurance business, it
Is expected that specific need based and taillor made products will be avaladle for the Bhagidari
sector.

Similar to corporate sector, tax hreaks should be made available to the Bhagidari sector both
for present contributions and aso for past benefit funding. Also there is a need to have
innovative products like variable contribution, need based programmed withdrawds, etc. to
increase the consumption of pension products. The deivery system can leverage on the banking
network and postal network to reach the customers as well as to have market penetration.
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Appendix 1

Overview of Retirement Plans (pension and Severance) in selected

Country
Brazil

Germany

Japan

Norway

South Korea

Thailand

The United Kingdom

countries

Benefits Provided

There ae some private defined benefit plans, but defined
contribution plans ae growing in popularity. Severance plans
resemble a defined contribution retirement plan with an 8 percent
annud employer contribution.

Employers ae permitted to edablished tax-deductible book
reserves without establishing a separate trust for penson schemes.
Separate trusts and insured schemes are aso common.

Lump sum severance plans are universa, usng tax-deductible book
resrves as the funding mechanism. Separate pendon trusts are
dlowable only for employers with more than 100 employees.
Insured penson schemes ae avalable for samdleremployers.
Penson trusts are subject to an annud tax of 3pproximatdy 1.2
percent on the assets. No vesting is required. Employers with more
than 5000 employees may contract out of government-provided

pensions.

Pension schemes are common only in medium and large
companies. Nearly dl plans conss of insurance contracts rather
than separate trudts.

Employer-provided defined benefit penson schemes do not exigt.
Lump sum severance plans with low bendfit leves are nearly
universd. Individud defined contribution plans with  employer
contributions are becoming popular. Lump sum severance plans are
funded by book reserves and insured contracts.

Employer-sponsored penson plans are not mandatory but, where
provided, the employees must contribute at least 3 percent of sdary.
Employers contribute a least as much as the employees and may
contribute up to a tax-deductible limit of 15 percent. Invested assets
ae not in an irrevocable trust, thereby dlowing the employer to
cgpture some of the investment income as income to the company.
Thisis equivaent to the book reserve method in other countries.

A wide range of defined contribution and defined benefit plans is
avalable. If the benefits provided are subgantia, the employer can
contract out of the government-provided penson benefits. Lump
um payments a retirement ae common, resulting in many
arrangements that mimic the severance plans
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The United States

Zimbabwe

found in other countries. The United Kingdom is one of only afew
countries that does not require a minimum recognition of accrued
ligbilities through separate funding or book reserves.

With less than one-haf of the workforce covered, employer,
provided retirement plans are not as common as in most other
countries where there is nearly universa coverage of employess. A
wide variety of defined benefit and defined contribution plans using
tax-exempt trusts or insurance contracts is used. Non tax-deductible
book reserves, with no separate funding, are common

for benefits provided to executives. Mandatory employee

contributions are dlowable, but are not common. When employee
contributions are mandatory or otherwise adlowed, their tax gatus is
dependent on the paticular type of plan edablished by the
employer.

Employees contribute 5.0 to 7.5 percent of sdary into employer,
goonsored defined benefit plans. Employers typicaly contribute an
additional 10 to 20 percent of employee sdaries. Funds mus be in a
separate trust with one-haf of the trusees representing employee
interests. Some 555 of dl trugt fund assets must be invested in
government securities.

Source: Adapted from International Group Program (IGP) Country Profiles (1995): International Benefit
Guidelines (1995). Quoted in International Risk and Insurance an Environmental,Managerial Approach by
Skipper Irwin, McGraw,Hill1998.

Scheme

The Employees
Provident Fund [EPF]|
Scheme 1952

Public sector and
armed forces
Superannuation
schemes

Appendix 2 Retirement
Benefit Schemes'in India

Sdlient features and average returns Estimated Corpus
earned (Rs. bn)
Mandatory. Defined contribution plan 800

goplicableto al establishments

employing over 20 employees. Not
applicable to Centrad Government, LIC,
GIC, UTI, IDBI, Public sector banks,
armed forces and other Government
bodies/agencies

(See below). Average return 12 percent (in
the nineties)

Government employees are on "pay as 200
you go" basis. Bank and insurance

(public sector) employees have inflaion

proofed pensions. Armed force schemes

currently earn

12 percent p.a.

The ICFAI Jniirnal nf APPI IFD FINANICF \/nl 7 Nn | (lannarv 2001



Scheme

The Employees
Pension Scheme
1995

Gratuity

The Employees
Deposit, linked
Insurance Scheme

Private sector
Superannuation
schemes

Public Provident

Fund

Individud Penson

Pans

Total

Salient features and average returns
earned

Defined contribution plan mandatory for
subscribers of EPF scheme since March
1997. Employer contribution 8.33
percent and Government contribution of
1.16 percent of wages (not exceeding
Rs.5000 p.m.)

Employer contributory scheme based
on actuarial computations. This may

or may not be accumulated. Scheme
could be privately managed or handed
over to LIC Group Gratuity scheme

A voluntary employer contribution
scheme over and above mandatory
contribution schemes. Average return:
8.5 percent p.a.

Voluntary benefit provided by employer, to
select senior management typicaly.
Maximum tax deductible for contribution of
15 percent of annual wages. Payable as
lump sum or annuity.

Savings scheme avallableto dl Indianswith
atypica maturity of 15 years extendable up
to 30 years. Employer contribution not
necessary . Average return of 12 percent
tax, free since 1987. Extra advantage being
tax deduction by 20 percent for sum
deposited up to Rs.60,000 p.a. (Le.
Rs.12000 less tax)

LIC and Private sector mutua fund
offered pension schemes:

. UTI-RBP

. Jeevan Suraksha

. Jeevan Akshya

. Jeevan Dhara

. Kothari Pioneer Pension Plan

Annual accrual saround Rs.100 billion
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Estimated Corpus
(Rs. bn)
70

250

10

150

120

Rs.1602



Appendix 3
Retirement Benefits Schemes for the Self-employed in India

Public Provident Fund (PPF)

The Public Provident Fund scheme (1969) was indituted by the Government of India with
a view to enlarge the scope of the retirement benefit to employees of the organized sector as
well asto the Sdf-employed who are outside the existing socia security net.

. A PPF account can be opened in any branch of the State Bank of Indiaor any of
itssubsdiaries.
. Theduration of the schemeis 15 years and can be extended theresfter for 5 years.
Minimum contribution of RsI00 p.a. is heeded. Annua subscription up to alimit
of Rs.60000 qualifies for tax rebate of 20 percent.

. The PPF isthus an uneven annuity scheme and provides flexibility to investment
planning depending on the individuas tax requirements on a year,to'year basis.

. Therate of interest is 12 percent. It dso provides loan and partid withdrawa fecility.
. Thereisno employer contribution in this scheme

Retirement-Benefit Plan of Unit Trust of India (UTI)

Salient features:

. Hligibility: Age group - 18 to 60.

. Lock-in period: Minimum 5 years.

. Bendfits Lifetime Penson or lump sum savings

. U/s 88 for taxable income.

. U/s54EA and S4EB for capital gains of the IT Act 1961.

. Under Wedth Tax Act 1957 for transfer of proceeds to the nominee.
. Under Gift Tax Act 1958 when gifted.

. No limit on contribution amount.

. No limit on number of payments.

. Bendfit of lump sum or annuity.

. Trangparency of the investment details is an added advantage.

Jeevan Suraksha (pension Plans Offered by LIC of India)

Salient Features

. Hligibility: Age group 30 to 60

. Agelimit for maturity: Minimum age 55 years. Maximum age 70 years.
. Policy Period: Minimum 5 years, Maximum 35 years.
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. Penson Amount: Minimum pension of Rs.250/- per month.

. Premium Amount: Minimum premium Amount of Rs1800/- per annum.

. Bendfits: Insured penson from vesting date.

. In case of death of the policyholder before vesting date, 50 percent of the pension

will be paid to his spouse.

Pension Options:

. Lifependgon

. Guaranteed for 5/10/15 years and life thereafter
. Joint life

. Bonus additions are given to the benefits

10.

11.
12.
13.

14.
15.
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