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NPS Taxation and Its Attractive Attributes:

Maximizing Retirement Wealth

RETIREMEN
BENEFITS

The National Pension System (NPS) is a voluntary,
long-term retirement savings scheme regulated by
the Pension Fund Regulatory and Development
Authority (PFRDA) under the Government of India. It
is designed to help individuals build a retirement
corpus through systematic contributions during
their working years, with the objective of providing
financial security after retirement.

NPS is a defined contribution, market-linked
investment product, where the returns depend on
the performance of underlying assets such as
equity, government securities, and corporate debt.
The scheme is open to:

« Salaried individuals (government and private
sector)

¢ Self-employed persons

¢ Professionals and entrepreneurs

One of the key features of NPS is its flexibility.
Subscribers can choose their investment allocation
across different asset classes or opt for an
automatic lifecycle-based allocation that adjusts
risk exposure with age. The scheme also offers
significant tax benefits under the Income-tax Act,
including deductions for contributions and tax-
efficient withdrawal provisions, making it one of the
most  tax-advantaged  retirement  planning
instruments in India.

At retirement (normolly age 60), subscribers can
withdraw a portion of the accumulated corpus as a
lump sum and use the remaining amount to
purchase an annuity that provides regular pension
income. Overalll, NPS combines disciplined
retirement savings, market-linked growth potential,
regulatory oversight, and tax efficiency, making it a
powerful tool for long-term financial planning.

Recent Development

Over time, NPS has evolved from a relatively rigid
retirement product into a flexible, market-linked,
and tax-efficient retirement planning instrument.
Continuous regulatory reforms by PFRDA have
enhanced its attractiveness by combining long-
term growth potential, investment customization,
and favorable tax treatment. Today, NPS stands out
as one of the most efficient tools for disciplined
retirement wealth creation in India from multiple
perspectives.

In December 2025, the PFRDA notified the PFRDA
(Exits and Withdrawals under the National Pension
System) (Amendment) Regulations, 2025,
introducing major changes to withdrawal
structures, including enhanced lump-sum limits,
extension of investment age up to 85 years, and
provisions permitting loans against the NPS corpus.

This article aims to comprehensively highlight the
key attractive attributes of the National Pension
System (NPS) and examine the recent regulatory
changes along with their tax implications under the
Income-tax Act.

1.  Market-Linked Growth
Professionally Managed Risk

Unlike traditional pension schemes that offer fixed
but relatively low returns, NPS provides market-
linked returns by investing across equity,
government securities, and corporate debt.

with

Higher Return Potential: Exposure to equity and
corporate debt enables NPS to deliver superior
long-term returns compared to conventional fixed-
income retirement products.

Risk Management Framework: While market-linked
investments involve volatility, risks are managed
through a PFRDA-regulated investment framework
and professional fund management. Features such
as exposure limits and the Auto Choice lifecycle
option, which gradually reduces equity exposure
with age, help protect capital as retirement
approaches.

Thus, while NPS does not guarantee fixed returns, it
offers a well-regulated and prudently managed
structure aimed at delivering risk-adjusted returns
over the long term.

2. Unmatched Portfolio Customization

NPS places investors firmly in control of their
retirement savings by offering unparalleled
portfolio flexibility.

Asset Class Choice: Subscribers can allocate funds
across Equity (E), Government Securities (G), and
Corporate Debt (C).

Active Choice Option: This allows subscribers to
actively decide and periodically rebalance asset
allocation in line with their risk appetite, financial
goals, and market outlook.
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This flexibility enables the creation of a diversified
and balanced retirement portfolio, something
rarely available in traditional pension products.

3. The Systematic Withdrawal Option:
Liquidity with Stability

To enhance post-retirement flexibility, PFRDA has
introduced the option of Systematic Lump-sum
Withdrawal (SLW).

Beyond Immediate Annuities: Instead of being
compelled to utilize the entire eligible corpus for
annuity at once, retirees may withdraw their lump-
sum component in a phased manner.

Cash-Flow Management: Systematic withdrawals
(monthly, quarterly, or half-yearly) allow retirees to
manage cash flows more efficiently while keeping
the remaining corpus invested.

This option improves liquidity and aligns NPS with
modern retirement income planning needs.

4. Strategic Deferment of Exit up to
Advanced Age

NPS is no longer a “hard stop” at the age of 60.

Deferred Withdrawal: Subscribers may defer lump-
sum withdrawal and annuity purchase beyond 60,
as per PFRDA regulations, and can continue their
NPS account and remain invested up to the age of
85.

Compounding Advantage: This allows the
retirement corpus to continue compounding in a
tax-efficient environment, benefiting individuals
who do not immediately require retirement funds
or who continue working post-retirement.

5. Liberalized Lump-Sum Withdrawal:
Reduced Annuity Dependence

Recent regulatory relaxations have further
strengthened NPS by reducing mandatory annuity
dependence.

Higher Lump-Sum Access: Under specified

conditions, subscribers may opt for up to 80% of
the accumulated corpus as lump-sum withdrawal,
with only 20% mandatorily required to be utilized for
annuity purchase.

Core Conflict: PFRDA vs. Income-tax
Act

NPS Withdrawal Rules and
Understanding the 20% Tax Gap

Income-tax Law:

A gap exists between the withdrawal flexibility
allowed under the PFRDA regulations and the tax
exemptions provided under the Income-tax Act,
1961. This mismatch has created what may be
described as a “20% tax gap”, which subscribers
must clearly understand before making withdrawal
decisions.

Increased Lump Sum Withdrawal
Allowed by PFRDA

Under the amended NPS exit regulations notified in
December 2025, eligible @ non-government
subscribers can now withdraw:

e Up to 80% of their accumulated corpus as lump
sum, and

e Only 20% is required to be used for annuity
purchase, where the corpus exceeds 212 lakh.

The objective behind this change is to provide
retirees with greater liquidity and flexibility so that
they can manage their retirement finances
according to their needs instead of being forced to
invest a large portion into annuity products.

For smaller corpus amounts (up to 28 lakh), even
100% lump sum withdrawal is permitted under the
regulations.

Tax Law Still Provides Exemption Only
up to 60%

While the regulatory framework has become more
liberal, the Income-tax Act has not yet been

updated accordingly. As per Section 10(12A) of the
Income-tax Act:

Only 60% of the total NPS corpus withdrawn at the
time of retirement is tax-exempt.

There is currently no amendment
increasing this exemption limit to
80%.

This leads to the following practical tax position:

e First 60% of corpus withdrawn — Fully tax-free

¢ Next 20% withdrawn — Taxable as per income
slab

¢ Remaining 20% used for annuity — Not taxed
immediately, but pension received later is
taxable

Impact of the 20% Tax Gap on
Subscribers

Higher Tax Liability

34



March 2026 - THE WORLDONOMICS TIMES

If a subscriber withdraws the full 80% lump sum,
the additional 20% becomes taxable income in the
year of withdrawal.

Small Corpus Cases

For subscribers with corpus up to g8 lakh,
regulations allow 100% withdrawal. However,
technically under tax law, exemption is clearly
available only up to 60% unless further clarification
is issued by the government.

Possible Future Amendment

It is expected that the Government may align the
tax provisions with the new withdrawal rules in a
future Budget or through a CBDT clarification.
However, as of February 2026, no such amendment
has been made.

Practical Approach for Subscribers

Until tax law is amended, a cautious approach may
be advisable:

e Withdraw 60% lump sum to enjoy full tax
exemption

e Use the remaining corpus for annuity or phased
withdrawal

e Consider deferring exit where feasible

This approach helps maintain the tax-efficient
nature of NPS.

6. Tax Efficiency During Accumulation
Phase

NPS enjoys highly favorable tax treatment across
the investment lifecycle.

Tax-Free Accretion: The accretion in the value of
NPS units is not taxed during the accumulation
phase. There is no capital gains tax on annual
appreciation, allowing uninterrupted compounding
and enhancing long-term wealth creation.

Summing Up

The 2025 reforms have significantly improved the
flexibility and attractiveness of the National Pension
System by allowing higher lump sum withdrawals
and reducing compulsory annuity requirements.
However, the absence of corresponding changes in
the Income-tax Act has created a temporary gap
between regulatory permissions and  tax
exemptions.

Therefore, subscribers must carefully evaluate the
trade-off between liquidity and tax efficiency
before opting for withdrawals beyond the 60% tax-
free limit.

With likely future alignment between regulations
and tax provisions, NPS is expected to become an
even more powerful retirement planning tool in
India.
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