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Administration Costs and the
Relative Efficiency of Public and
Private Social Security Systems

by Robert Genetski

Executive Summary of assets, or roughly $35-$55 per worker for the
first yea. After five years, as the size of the aver-

W'th a growing consensus developing ilage“account increases, the cost would be any-
favor of transforming Social Security intoyhere from roughly 30 to 65 basis points, or
a system of |nd|V|d_u_aIIy owned_, p_nvately$54_$117per yea. For the great majority of
invested accounts, critics of privatization havy sinesses with outside payroll services, the col-
begun warning that individual accounts wouligction function would entail little, if 3 addi-

be too complex and costly to administe jong) cost. For those businesses that do payroll
Howeve, a careful examination of the adminis,yithout the aid of technolgg there would be

trative issues involved in individual accountsyme modest additional reporting requirements.
shows that, while administrative issues shou Tpis cost is slightly higher than that of the
be carefully considered in designing a privatize,,rrent government-run Social Security pro-
system, individual accounts are both admmlstragram_ Howeve in exchange for slightly greater
ble and Hordable. - _ administrative costs, workers in a privatized

The cost of administering existing retiremergy stam would receive a greater rate of return on
savings programs indicates that administrativiair investment and better and more secure
and money management expenses for a syst.atirement benefits.

of individual accounts could amount to any |, ghort, administrative costs are not a barrier
where from roughly 1.17 percent to 1.83 perce;, privatizing Social Secuyt

Robert Genetski is senior managingedtor of Chicago Capital, Inc., and former chief economist at
Chicago's Harris Bank.
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However, the
relative
efficiency
gains in
administering
the current
system are
overwhelmed
by the relative
inefficiency of
the
government-
run system in
achieving its
key objectives

the expense of private individuals and would
represent the most significant shift in power
_ A consensus has been reached on SeVéq,m private individuals to government since
issues in the debate over the merits of the prepa reation of the income tax.
ent government-run Social Security SYSter \yhan one compares the costs of administer-
versus personal retirement accounts (PRAGy. the current Social Security system with the
First, it is widely recognized that the currenyqq ot agministering a system of PRAs in an
goyernmentt-Jrlun %ay-as-you-go sys'_[en:j IS leffort to determine the comparative efficiency
senou; tro‘}f. € a_nh_ catr:not pay promised retin, iy, \which each system might work to achieve
gggn denﬁz 'It: Vv\\llllt deIzT taedfr'\rg\fvfgé taé ?{gutctﬁ:those objectives, it is apparent that the present
’ Y edged thal ™y ,vernment-run system may cost slightly less to
returns of the present system will be zero to ne;, y yiicier than a system of PRAs. However, the
ative for most of today’s younger workers. As relative efficiency gains in administering the

result, trying to solve the Social Security prObcurrent system are overwhelmed by the relative
lem by raising payroll taxes or postponing th. y y

retirement age, or both, ends up further reduci"€fficiency of the government-run system in
returns to today’s workers and turns a bad dEachlevmg its key objectives. To say that the gov-

into something much worse. Third, it is Widel)ernment-run system is relatively efficient based

recognized that market-based returns to pPRON administrative costs is similar to saying that
would produce returns that are three to fiy@ Irabant (@ cheap East German car that never

times higher than those promised by the goverVO'ked) is less expensive than a Taurus or a

ment system. Returns on PRAs would be SMercedt_—:‘s. While true, the comparison is hardly

high that, even when adjusted for risk, the@PPropriate. Most people prefer to pay more for

would be far superior to the returns promised (& ar that works than to pay less for one that is
unlikely to get them to their destination.

the government-run system. SO
A remaining issue of concern involves the The administrative cost of a system of PRAs

cost of administering a system of PRAs versiCan vary significantly depending upon how the
the cost of the current system. By several meSYStém is set up, the size of the accounts, and
sures, the cost of administering the currev@rious rules and regulations associated with
Social Security system seems to be fairly loyth€m. The more elaborate the requirements, the
Some observers have suggested that the cosmore expensive it will be to administer a private
administering a system of PRAs would be f:System. Since even small gains in efficiency in
higher. A study by the Employee Benefiterms of administering the system compound
Research Institute (EBRI) suggests that vario©Ver a lifetime, it is crucial to minimize admin-
administrative issues relating to PRAs maistration costs wherever possible. If wise
make the accounts too complex to understanddecisions are made with respect to the adminis-
too difficult for record keepers to administer. tration of the PRAs, administrative costs will be
EBRI's study is correct in raising many impor-close to or only modestly higher than those asso-
tant issues affecting the cost and complexity ciated with the present government system. At
PRAs. A careful examination of those issuethe same time, workers will receive the benefit
however, shows that PRAs can be administerof safe, secure retirement incomes that are sub-
efficiently and cost-effectively. stantially greater than those promised under the
Some observers have suggested that in orccurrent system.
to minimize cost, the government should cor
tinue to administer the program, but inves it ; ;
Social Security funds in stock or bond market ObJeCtlves of Social Security
to achieve the superior returns of market-bas  Traditionally, the government-run Social
investing. The idea of the government investinSecurity system has had two main objectives:
Social Security funds in private capital marketfirst, to provide earnings replacement for
has serious drawback®erhaps the most seri-retirees and, second, to provide welfare support
ous is the shift in power and influence from indifor the elderly indigertt Although they are sel-
viduals to government. The vast amount dom mentioned, there are other important objec-
funds involved would dramatically increasetives. The returns to the system in the form of
government’s control and influence over thbenefits should be as great as possible in relation
economy. That increase in power would come to the contributions to the program. That means
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that any supplemental retirement prograito the Social Security Administration (SSA). B Efficiency

should be run in the most efficient manner polaw, those IOUs take the form of a special class t iust

sible. Efficiency means not just running the prcof Treasury securities, which are credited to the mear!s not jus

gram at the lowest possible administrative coSSA and are the only type of investment the running the

but also assuring that the net returns to the woiSocial Security Trust Fund is permitted to hold. program at

er are as large and secure as possible for ¢ Throughout the year, each employer contip- the lowest

given level of contributions. ues to calculate the wages and Social Security .
contributions for each employee. Howevey, pOSSIb|e

‘o : : employers send only thetal contributions for | gdministrative
Administrative Functions of a all their workers to the IRS. When the year (s

Social Security System over, each employer notifies the SSA of tHe COS but also
Any retirement system has four importarWages and salaries of its individual employees assuring that

administrative functions: collection, transmis@nd the amount of retirement contributions for the net

sion, record keeping, and money managemeeach employee. Hence, the SSAenters the infor- returns to the
First, there must be a system to collect the retiMation on the contributions of each worker once K

ment funds from the worker. Next, the fund® Y&aI- . . | worker are as
must be transmitted to an administrator. T-__1he SSA is also responsible for calculating [arge and
administrator is responsible for keeping recortﬁﬁnmeggf'Omgcg?s‘e‘;ﬁsdJg'irr%ufa;i“?;ssi?st%” qsecure as

of each workers contribution to the retlremermarital status, age, and anticipated wages and pOSSIb|e for
salaries for the coming calendar yearo any given

program and the benefits that each worker w

eventually receive. Finally, the money has to treceive benefits, a worker must apply to the S

invested and managed between the time it prior to his or her expected retirement date. The level Pf )
worker is also responsible for estimating expe¢t- contributions.

received and the time it is disbursed.
The present government-run Social Securi .
ed wages and salary for the upcoming year.
Even though workers may be ‘“retired” an

system may be considered highly efficient in th
receiving Social Security retirement benefits,

management of some administrative function
any wages and salaries they receive continug to

It collects retirement funds through the Intern:
Revenue System (IRS). Each employer Ca“Cbe subject to the same retirement contribution
rates as the earnings of other workers.

lates the total obligation for retirement funds fc
each of its workers and deposits the amount ir
special IRS account at the employer’s bank. N o .
worker ever gets to see his or her retreme ~ Costs of Administering the
funds. In fact, the worker’s payroll statemer Current Social Security System
identifies only half of the amount that is collect )

ed. The other half comes in the form of a tax ¢ _ N Séveral important ways, the present Social
the employer (effectively a tax on employing thSecgrlty Adm!nlstratlon does_ a highly efficien
worker) that is equal to the tax on the workelOP In administering the retirement progran).
Few workers realize that the full amount oCVverall administration costs are currently cloge
funds they are contributing to the governmento $10 per worker. Those costs amount to 0.42

run retirement system is twice what appears percent of _contributions and 0.57 percent of
their pay stubs. benefits paid. As a percentage of assets, the

Once deposited with the IRS retiremeradminiStration costs are 0.39 percent. However,
' [ al

funds go into the general account funds of tSINCe the government system has only mini
U.S. Treasury, where they are indistinguishab@SS€tS; that figure is not comparable to the cpst
from all other government revenues. Thigures for private plarfs. .
Treasury makes the appropriate accountir, In assessing the cost of the current system, it

entries to the Social Security retirement accou’® important to note that the costs of administgr-

to allow for the total amount collected. Whe(!"d rétirement systems tend to be relatively hi
retirement benefits are paid, the account is deWhen the systgm is first put into place. Thoge
costs fall over time as the fixed costs are sprgad

ited. Whenever more money comes into trover larger participant poolsFor example, in
Social Security retirement account than gog ger p pant p ) p'e,
the early days of the program, SSA costs were

out, the Treasury spends that money on Otkrou hly ten times their current levéls
government programs. It recognizes the surpl gnly :

in the Social Security account by issuing 10U
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A system of
PRAs may be
organized in a
variety of
ways to
accomplish
those
administrative
functions. The
cost will
depend on
how the
system is
organized.

There are other reasons why the costs General Parameters of a
administering the government-run system are :
low: The collection function piggybacks off the PRA System
IRS collection system, and, since there is r While there are infinite combinations of para-
investment or money management functiometers that might apply to PRAs, the following
there are few expenses in that category. The bican be considered reasonably accepted princi-
of the administrative expense (93 percenples in providing for secure earnings for retirees
involves administering the benefit function. Byand welfare support for the elderly indigent:
all objective measures of timeliness and accur

cy, the SSA does an excellent job in that drea. 1. All current workers should have a choice as

The only area where the SSA adm'n'Strat“.’to whether to stay with the current system or

System fd(i)]es _notl_perforni partll((_:ularly well is lgitch to a private account. Those who decide to
terms_bo the tlrlrge m;zsslggtlrac Ilng dearnlngs Aswitch should be given some compensation in
ggnt”efég):ts'ofo‘;;rﬁm S c((:)?lterri]btiio)ilesar’vvoer:their private accounts (such as a disc_ounted gov-
tracl?ed within six monthgs of the end of the yeaernment bond) to reflect some portion of their
: X past contribution to the Social Security system.
But, since workers have no legal rights to the™, '\, one should be worse off under a system
ﬁ%ri;tglbutlons, that is not a significant shortcom . ,ER TAF]S thanhun?derb the current s_ystem.l i,
. L . There should be some minimum level o
S oo oS et comparable o hat of the present sy
rent retirement program tem. Those reaching retirement age who have
' worked for a total of 40 quarters and do not have
the minimal level of benefits should receive sup-
Administration Costs in a plemental government payments sufficient to
PRA System allow for a minimal level of monthly benefits.
, , _ 4. The system should be regulated by a self-
Given the relatlvely low costs associated Wltreguiatory Organization (SRO) that is responsi_
many of the administrative functions of the presple for certifying administrators and money
ent Social Security system, there is a natuimanagers, regulating the types of investments
assumption that a system of individual PRApermitted in accounts, and determining other
would be less efficient and cost much more thfdetails necessary to provide maximum security
the present government-run system. Howevgor PRAs while minimizing administrative
the extent to which this may be true depends osts.
the parameters of the private systen 5 Al new workers entering the labor force
Consumers who choose to pay more for myst be part of the new system.
Mercedes than for a Ford Taurus do so becal ¢ Married couples should have joint owner-
they find greater value in the higher-priced alteghip of their account.
native. Those who choose to pay for a Tauri
instead of buying a Trabant realize that it is ofte
necessary to pay a price to get where you we
to go. Even so, it is true that “every dollar whicl
is unnecessarily or uneconomically expende
on administration is a dollar which could other
wise go to the plan participantd!” Over a life-
time, the compound interest impact of even
relatively small boost in administrative cost;
leaves retirees worse off than they might hay
been. So, it is important to assess the likely co:
associated with administering a system ¢
PRAs.

Factors Affecting
Administrative Costs

Like the government-run system, a system of
PRAs must deal with the basic administrative
functions of collection, transmission, record
keeping, and money management. A system of
PRAs may be organized in a variety of ways to
accomplish those administrative functions. The
cost will depend on how the system is orga-
nized.

While there are many directions that a private
system could take, the most efficient system
would use the existing infrastructure to accom-
plish the administrative functiodAt the pres-



ent time, there is an entire industry that ifor collecting funds for PRAs and transmittin
responsible for most of the various administréhem to an account administrator involves only
tive functions associated with collectiona negligible additional burden for small busi-
transmission, record keeping, and money manesses. Under this proposal, the owner of| a
agement of individual retirement accounts.  small business would simply choose an account
administrator and send the total contributions [to
; oo the administrator instead of to the IRS. Alon
Collection and Transmission with the check (or electronic deposit), the busi-
In large firms (usually those with more thainess owner would have to send a list of indivi
50 employees), the payroll function is generallual workers and each worker’s Social Securi
automated and performed by outside vendcnumber, wages, and contributions. Every
that specialize in the field. As a result, theremployer already has to perform those calcula-
would be few, if any, costs associated wittions. The only additional burden on owners of
changing the individual's payroll deductionsmall businesses would be sending the informa-
from a category that currently gets deposited tion to the account administrator. Surveys of
the IRS collection system to one where thsmall businesses indicate that most do
money is sent directly to the plan administratobelieve it would pose a significant burdén. .
For small employers that handle their owi However, a significantly greater burde Since each
payrolls, the collection problem becomes onlwould be placed on the administrator. The employer
slightly more involved. Instead of sending onadministrator is responsible for all record-keep- | d
check for employee retirement contributions ting functions and for ensuring that the funds are alreaday
the IRS each month, the employer could choosent to the appropriate money manager. Thosecalculates that
to send the check to any certified PRA adminifunctions do entail additional expense. information in

trator. (The employer would still have to send order to

check to the IRS for the Medicaid and Medicar i )

portion of Social Security.) Along with the ?ﬂecord '\P/Teeplng an? determine the
check, the employer would have to send a for oney hManagemen total Social
showing the wages and retirement contributior Under a system of PRAs, it would be th Security

for each worker. Since each employer alrea@dministrator’s responsibility to make sure that . .
calculates that information in order to determinthe appropriate funds were credited to each CONtribution,
the total Social Security contribution, only a relworker’s account and to send out statements toONly a
atively minor additional burden would be placeeach worker reflecting reported wages and con- rg| atively
on small employers. First, they would have ttributions. (To keep administrative expensgs __-
choose a certified administrator. Second, thdow, employees should be responsible for vefi- mln_o_r
would have to send the administrator the nanfying the accuracy of their quarterly wage and additional
and Social Security number of each workecontribution statements.) Discrepancies would hurden would
along with information about the worker’sbe handled through procedures similar to th se | d
wages and contributions for the period. followed when an employee receives an incqr- € placed on
To prevent discrimination against small busirect paycheck. If a dispute could not be recon- Small
nesses, each certified administrator could Iciled between employer and employee, the employers.
required to provide its services to all businesseemployee could file a complaint with either th
To keep costs at a reasonable level, administLabor Department or the organization regulat-
tors might be required to charge the same baing PRAs.
point cost for all individual accounts. In thai The administrator would also be responsible
case, the relatively low cost of administerinfor transferring funds to an appropriate money
large business accounts would subsidize timanager to ensure that the funds in each accqunt
accounts of smaller businesses. An alternativewere prudently invested. For most employees,
the idea of cross-subsidies would be a “defatthere would be no delay at all between the
pool” for businesses that are too small to attraemployer’s sending contributions to the admin-
an administrator. The system regulator coulistrator and the administrator’s redirecting the
decide to bid out the function of administerinfunds to an appropriate money manager.
small business accounts so that the coststot In addition, administrators would have t
group would be fully transparent. keep track of potential benefit levels, potenti
To summarize, the above-described systeoptions for annuities, and notifying the govern-



Among the
industries that
have
developed the
existing
infrastructure
to perform
such
administrative
functions are
mutual funds,
pension plans,
insurance
companies,
banks,
brokerage
firms, and data
and systems
administrators.

ment when retirement account balances were points, or less than one-quarter of 1 percent of
longer sufficient to provide for minimal month-assets.
ly retirement benefits. It is in those areas th. The costs associated with administering pri-
costs would be incurred. However, a vast induvate pension plans vary significantly. For single-
try performing functions similar to these alreademployer defined-contribution plans, the costs
exists. Over the past two decades, the devel(excluding money management) came to 11
ment and growth of individual retirementbasis points of assets under management, or less
accounts (IRAs), 401(k)s, 403(b)s, and counthan $22 per participant per year. For multi-
less other individual retirement programs heemployer defined-contribution plans, adminis-
led to a substantial infrastructure to handle titrative costs amounted to 57 basis points, or $68
types of administrative functions that would bper participant. Mitchell's analysis of these costs
associated with PRAs. As that infrastructursuggests that the administrative costs for single-
developed over the past two decades, it weemployer plans may be understated because the
through a normal process in which expenssponsoring companies absorb some of the
were relatively high in the early part of pro€xpenses. On the other side, the administrative
grams but, as the number of accounts increascosts for the multi-employer plans are probably
and the assets under management grew, adnoverstated because such plans have a relatively
istrative expenses declined. smaller asset pool and are faced with substantial
Among the industries that have developed tlegal expenses. _ _
existing infrastructure to perform such adminis Based on existing pension plans, it appears
trative functions are mutual funds, pensio'®a@sonable to assume that the costs of adminis-
plans, insurance companies, banks, brokeratering a well-run system of PRAs might be any-
firms, and data and systems administratoivhere from a low of roughly 15 basis points to
Discussions with representatives of thos2 high of roughly 50 basis points. It is important
groups suggest that administrative expenst© _understand that those costs would vary sig-
could be reduced substantially if the go\,errnlflcantly depending on such factors as the size

ment reduced the reports and regulations asscof the_ retiremgnt accounts, the regulations_a_nd
ated with retirement funds. reporting requirements placed on the adminis-

trators, and their legal liability for handling the
accounts. As a percentage of assets, administra-
tive costs would be larger in the early years,
when the size of an average account is smaller,

. . . and would drop significantly as the size of the
Using existing retirement programs to gaug

9 . X accounts grew. Thus, starting the system with
the cost of administration produces a wide rang d g y

‘workers placing a full 10 percent of their wages

of estimates. At the low end of administrativiy, pp s would substantially reduce administra-

expenses is the Federal Retirement Thris e costs as a percentage of assets.
Investment Fund_, a fairly large CIVI.| SeIVICE |t every worker participated in the program
retirement plan with more than two million par4nq 4 full 10 percent of wages and salaries went
ticipants and $36 billion in assets. Its 1996 ann;t PRAs. those accounts would amount to
al report indicates that administrative expensciose to $400 billion in the first year. With 130
ratios total nine basis points or $16 per particyjjlion workers, the average account size would
pant™> Next on the list is the College Retiremenpe close to $3,000. Discussions with industry
Equity Fund (CREF), the nation's largesygpresentatives suggest that there would be a
defined-contribution pension plan, coveringpinimum cost of $30-$50 to handle any
workers in higher education and research insaccount. If administrative costs (not including
tutions. According to Mitchell, “The system ISmoney management costs) amounted to
quite responsive to individual participatincg30-$50 per account, the average cost would be
employers, permitting cross-employer differy 0—1.7 percent of assets the first year. If money
ences in contribution levels, rules regardinmanagement costs were included it would add
lump sum versus annuity payouts, and assan additional cost of about $5 per account.
allocation choices; these differences may driwjithin five years, the average account would be
up expenses'® Even so, administrative record-close to $18,000. At that point, the same
keeping expenses for 1994 averaged 24 bag30-$50 per account administrative costs would

Costs of Administering Existing
Retirement Programs



average anywhere from 17 to 28 basis poini
This is close to the 15-50 basis point range di
cussed above. Over time, as the average accc
size increased, administrative costs woul - -
become an insignificant percentage of totManaging the money for PRAs points to ma
assets. (See Table 1.)

Although partial-privatization plans are no

prohibitively EXpensive, if less than_ 10 PEICel ternational portfoliod® That suggests that
of wages and salaries were to go into PRAs,

d dditional admini . bl money management fees might be reduced s
could cause additional administrative probleMgiantially for workers who invest in passivell

Money Management Expenses
for PRAs

For example, at 2 percent of wages and salariyanaged index funds. In some markets, pas-
low-wage workers would end up with verysjyely managed portfolios have provided returns
small amounts in their PRAs. Under a 2 percethat are competitive with those of actively man-
plan, the main benefits of privatization would gaged portfolios. If the investment options pra-
mostly to higher-income individuals, since ided to workers included passively managed

percent of a higher income is proportionatelproducts, workers would have an option th
greater. Because the administrative cost burdoffers high returns with low administrative
increases as a percentage of assets for smecosts.
accounts, the cost of administering the accour
would take a significantly greater portion of th
returns c!u_ring the early years—another reas’n Administration and Money
for privatizing all, or at least most, of a worker’s

contribution instead of a mere 2 percent ¢ Management of PRAs
income. If a program of PRAs will significantly Representatives of money management firf
benefit all workers, it is sensible to adopt it conrhave stated that costs can easily be prorated

Total Expenses for

Research into the expenses associated with

N-

agement fees of anywhere from 15 basis points
for passively managed indexed portfolios to
close to 200 basis points for actively managed

ns
on

pletely so that workers enjoy the full benefitthe basis of overall assets, which means that

rather than only a small portion of those benthey could be included in the basis points ass
fits. ciated with the fee for money management.

Table 1
Expenses Associated with Personal Retirement Accounts
(Estimates based on existing experience)

Low High

Expenses as a percentage of assets under management:

Administration expenses without money mgmt. 0.15% 0.50%

Money management expense 0.15% 0.15%

Total 0.30% 0.65%
Dollars Percent
per account of Assets

First—year expense without money mgmt. $30-$50 1.00%-1.67%
First—year expense with money mgmt. $35-$55 1.17%-1.83%
Fifth—year expense with money mgmt. $54-$117 0.30%—-0.65%

* Dollar estimates are based on an average account size of $3,000 for the first year and $18,000 for the fifth year.

0_
If

Over time, as
the average
account size
Increased,
administrative
costs would
become an
insignificant
percentage of

total assets.



Although costs
would
normally be
expected to be
larger in the
early years
when account
sizes are
smaller, many
believe that
the potential
for higher
profits as the
accounts grow
IS SO apparent
that
administrators
and money
managers
would
compete
intensely for
accounts.

that approach were used, larger accounts wolcloser to the range suggested by industry repre-
tend to subsidize the cost of administerinsentatives.
smaller accounts. Thus, new, smaller accour Although costs would normally be expected
would not see their entire first year’s returito be larger in the early years when account sizes
wiped out by a fixed administration fee. Industrare smaller, many believe that the potential for
officials also point out that the current experihigher profits as the accounts grow is so appar-
ence with IRA accounts suggests that PR/ent that administrators and money managers
would be relatively inexpensive to administewould compete intensely for accounts.
and manage. They point out that the huge poteCompetition could be expected to lower costs
tial size of each personal account and curreconsiderably in the early years.
experience with the stability of IRAs (where The estimates above are based on extensive
transfers are relatively infrequent) suggest thdiscussions with industry representatives as well
competition for the accounts is likely to beas research into the cost of existing investment
intense. As a result, many believe that their firnfunds. But there are some factors—involving
would be willing to lose money on the accountadditional administrative requirements that may
in the initial years in return for the opportunityapply to the new accounts—that have the poten-
to earn large profits as the accounts grew. tial to raise the cost of the system substantially.
Based on existing plans and on discussioln general, the more reporting and regulatory
with industry representatives, it is likely that thiourdens that are placed on administrators, the
range of administrative and money managemegreater will be the costs of administering the
expenses for PRAs could reasonably be expepersonal accounts. The following are examples
ed to fall between 30 and 65 basis points of tlof requirements that are likely to lead to a sub-
assets under management. In the first year, if istantial increase in administrative costs:

PRAs were to total 10 percent of wages ar 1 | imjting the size of accounts by moving to
salaries, total administrative and money Malsartial rather than total privatization,

agement expenses would be likely to ranc 5 "pequiring administrators to be responsible
between 1.17 percent and 1.83 percent of assi, oy cating individuals about prudent invest-
or roughly $35-$55 per worker. As the size (ant choices

the average PRA grows over time and as tec 3 g iecting administrators to extensive new
nology improves, total administrative COStfreporting requirements

c_ould be expected to decline. For example, aft - Requiring administrators to produce
five years the average cost would be expectedmomhly statements

be 30-65 basis points or $54-$117 per accou 5 parmitting individuals to borrow from their
Eventually the size of the accounts would dwaaccounts

the cost of administration. Even so, it is likely 6. Allowi : ;
. ' . Allowing a wide range of actively managed
that PRAs will cost at least $25-$45 more duaccounts 9 9 y 9

ing the first year than the cost of the existin 7 "peitting frequent changes in investment
Social Security system. As the size of €&l hices. and

worker’s account increases, the dollar expen™ g Placing the burden for employer compli-
would rise, but this expense as a share of to‘anc.e on administrators
assets would decline dramatically. _ ' . _

The range of expenses predicted by indust N Many instances, the dynamics of the indus-
representatives is at the lower end of the 30217y With respect to administration are changing
basis point range suggested by Mitchell’'s survedramatically Wlth' changes in _technology. For
of current retirement plans. However, at the hicxa@mple, some industry officials suggest that
end of the range are relatively high expenslimiting the choice of accounts to passively
associated with actively managed accounts amanaged index accounts, limiting the frequency
accounts that are relatively small in size. That wh_lch _|nd|V|duaIs could move their accounts,
lower end of the range is justified by two factor@nd limiting the number of investment choices
First, the relatively large size of a system cwould substantially reduce administrative
PRASs that consisted of 10 percent of wages a€Xpenses. Others suggest that computer systems
salaries would create significant economies @ré becoming so efficient that such additional
scale. Second, if workers chose passively ms€XPenses may soon become insignificant.

aged accounts, it would tilt the survey resuli Rather than specifying a list of extensive
requirements, administrative costs could be low-



ered, and the potential for higher administrativiegal for Congress to decide not to pay full be
expenses reduced, by means of a system tefits to anyone at any time.

limits regulations and requirements to the min In addition, so long as the retirement fung
mum amount necessary to assure the safety delong to the government, they are available
security of PRAZ? To ensure that the systenbe used for whatever purpose Congress decid
offers appropriate protections for individuals, iThat is one of the root causes of the systen
would be wise to establish an independent sefinancial troubles. Political pressures to increa
regulatory board to certify investment managebenefit levels and to use surplus funds for oth
and provide guidelines for prudent investmentgovernment programs have simply been tc
The board could direct administrators to proraistrong to overcome, a point that was made ag
administrative fees as suggested above. It colast year during the budget process. Both t
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also initially suggest limiting investments to ¢éAdministration and Congress have accepted the

narrow range of passive index funds and requprinciple of not raiding the Social Security
ing that stocks make up no more than a certeretirement funds. And yet that fund is running
percentage of an individual's portfolio as thasurplus of just over $80 billion. Since the goy
individual approaches retirement. Or the reguliernment counts the money as its own, it spe
tory authority could decide that once an individthe surplus on other things and sent the Soc
ual’s account exceeds an amount needed Security Administration I0Us for $80 billion.
adequate retirement income, the individuéWithout access to those funds the governme
should be allowed greater discretion witlwould not have recorded a $70 billion surplu
respect to investing any amount above thbut a $10 billion deficit.
level. Over time, as economic conditions an In spite of pleas by both the Administratior
perceptions of risk change, the degree of contiand Congress that the entire surplus in Sog
over the accounts exercised by this board cotSecurity retirement funds be used to help sa
also change. the program, both parties recently chose to a
to the federal budget funds for farmers, fa

peacekeeping operations, for anti-terrorism, al
Can Government Invest More even for a bailout for Brazil. In effect, politi-

Efficiently than Individuals? cians concluded that all of those items we

Some have suggested that it would be far emore important than Social Security.
ier and more efficient to maintain the existin¢ There is a fundamental difference betweg

system for the collection, transmission, anth® governmentsrying to save for retirement
record-keeping functions and to permit the go\expenditures and individualsictually saving.

ernment to invest in stocks. They have suggeS© long as government retains the property

ed that by allowing government to invest iffights to the retirement funds, those fund
stocks, we could enjoy the best of all worldseelong to the government and can be used
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1rd Rather than
specifying a

© list of

:n extensive
requirements,
administrative
s costs could be
forlowered by

Not only could we assure that administrativ@ny purpose that is deemed by legislators to
COoSsts are no more than $10 a year per Workworthy at that moment. When eaCh |nd|V|dU
but they believe that the increased returns fro | !
market-based investing could be used to hefémptation does not exist.

solve the problems associated with the curre Another important reason why government
system. This line of reasoning has several flanc@nnot invest the Social Security Trust Fund |is

all of them related to the essential question that the funds do not exist. The trust fun
the nature of retirement funds and who owrincludes special Treasury securities, which
them. merely government I0Us. Some have argu
Under the present system, the governmethat the inte_rest rate on th_ose securities provig
owns these retirement funds. Individuals hathe fund with an attractive return. Howeve
no legal claim to them. Congress has the right Since the government has no savings, whate
eliminate benefits at any time. In fact, it doeinterest rate it pays simply represents a high
just that every time it postpones the retiremet@x burden on the public. The interest rate t
age. Most proposals for retaining the currelgovernment pays to the trust fund (or, altern
government-run system include recommendtively, that the government pays itself) has 1

*®means of a

has property rights to the retirement funds, that System that

limits
regulations
and

53 requirements
lestO the

- minimum
Jeerfamount

o necessary to
a- assure the

o safety and

tions for further raising the retirement age. Sincéconomic significance. Every increase in tk

the government owns these funds, it is perfectrate on the Treasury securities adds the sarne

9

° security of
PRA:s.



So long as
government
retains the
property
rights to the
retirement
funds, those
funds can be
used for any
purpose that is
deemed by
legislators to
be worthy.
When each
individual has
property
rights to the
retirement
funds, that
temptation
does not exist.

amount to taxpayer liabilities that it adds to thmanagement function and no administrative
trust fund. It represents a classic case of takiicost of running personal accoufftén return for
money from one pocket and putting it intcthat “efficiency,” the returns promised to many
another. of today’s workers are either zero or negative.
Since there are no real assets in the Soc Extrapolating from existing costs, one should
Security Trust Fund, the government has freasonably expect that administrative and
resort to some combination of borrowing fronmoney management expenses for a system of
the private sector, raising taxes, or cuttinPRAs would amount to anywhere from roughly
spending in order to raise the money necessidl.17 to 1.83 percent of assets or roughly
to buy stocks. Of course, the government m$35-$55 per worker for the first year. After five
have to resort to some of those options in mayears, as the size of the average account increas-
ing the transition to a system of PRAS, but suces, the cost would be anywhere from roughly 30
options would be far more palatable if individuto 65 basis points or approximately $54-$117
als were to receive a direct benefit in the form per year. For the great majority of businesses
an increase in their personal assets. with outside payroll services, the collection
The most compelling argument against govfunction would entail little, if any, additional
ernment investment of retirement monecost. For those businesses that do payroll with-
involves the extent to which it would increasiout the aid of electronic technology, there would
government power at the expense of individibe some modest additional reporting require-
als. Itis frightening to contemplate how governments.
ment might abuse the power to invest near In the early stages of the process it may be
$400 billion per year, picking and choosing comecessary to require certified administrators and
porate winners and losers, interfering with comoney managers to accept all applicants and
porate governance, and dispensing corporicharge similar fees based on a percentage of the
welfare and political favors. Allowing the gov-assets under management. Such a requirement
ernment to invest directly in private capital marmay be necessary to ensure that administrators
kets would amount to the largest shift in poweand money managers will be available for small
from private individuals to government sincebusinesses with low-wage workers and high
the creation of the income tax. turnover. Because the amount of money admin-
istered and managed by the system would be so
large, the cross-subsidizing of less attractive

FTﬂ:IC.Iently Fu"f.”“ng the. accounts is likely to be a relatively small price to

The objectives of Social Security involve pro  Extensive research shows that the returns to
V|d|ng earnings rep|acement for retirees arPRAS .are I|kely to be substantial. H!Stoncal
providing welfare benefits for the elderly indi-@nalysis shows that had workers contributed to

gent. It is generally accepted that those Objelndividual accounts in thg past, retirees would
tives should be achieved as efficiently ahave received three to five times the monthly
possible so workers can achieve the maximuincome currently promised by the existing

retirement benefits for their contributions. ThSocial Security system. This means that for the
current Social Security system is a low-cost sySame amount of money paid in, the minimum
tem in terms of collecting, transferring, and paymonthly benefit for a low-income worker would

ing benefits. The month|y benefit forbe $1,800—$3,000 instead of $600. For the typl-

low-income workers is close to $600, for th¢al worker, the monthly benefit would be

average-income worker the benefit is close $2,700-$4,500. For those with the maximum
$900, and the maximum benefit is close tbenefit, the monthly benefit would be

$1,300. In terms of costs, the current syste$3,900-$6,500 rather than $1,300.

delivers these benefits at an administrative cc  Looking to the future, one could expect work-
of roughly $10 per year per worker. There ar€rs with PRAs to retire with a substantial nest
several reasons for the low costs associated we99- At the low end of the scale, a worker who
the government-run system. Because the morSPent his or her entire working life making the
belongs to the government instead of the incMinimum wage (and working without interrup-

vidual, the IRS system serves as the collectition) would retire with more than $450,000 in

agent. More importantly, there is no monetérms of today’s buying powét,and with an

10



annuity paying well over $4,000 a monthRobert GenetskiA Nation of Millionaires(Lanham, Md.:

Obviously, workers who earn more than thMadison Books, 1997).

minimum wage would do even better. 2Kelly Olsen and Dallas Salisbury, “Individual Socia
Whereas administration costs under the ciLSecurity Accounts: Issues in Assessing Administrativ

rent Social Security retirement system amouFeasiility and Costs,” Employee Benefit Researg

to close to $10 a year, the costs associated V\Instltute Special Report no. 34, November 1988.

PRAs would vary depending upon the nature ¢ See, for example, Michael Tanner, “The Perils g

the system that is established and the rules cGovernment Investing,” Cato Institute Briefing Paper n
. . 43, December 1, 1998; and Krzystof Ostaszewsk
regulations imposed on the system. Most CU“Privatizing the Social Security Trust Fund? Don't Let th

rent retirement programs suggest that a systtgoyernment Invest,” Cato Institute Social Security Pap
of PRAs is likely to cost from $30 to $50 dollar<no. 6, January 14, 1997.

More a year per WOI’k_eI’ at the. start of .the P olivia Mitchell, “Administrative Costs in Public and
gram. Costs are then likely to increase in dollipriyate Retirement Systems,” iRrivatizing Social
terms, but decline significantly as a percentaSecurity ed. Martin Feldstein (Chicago: University of
of assets as the size of the average accoChicago Press, 1998), p. 404.

grows. In return for the possibility of a modess genefits aramot based on contributions, or on the comt-

increase in expenses, the system would provipounded contributions invested in specific retireme

substantial, secure retirement income far iaccounts as in a PRA. Therefore, the Social Securjty

excess of that provided by the current systemAdministration does not perform all the tasks of a PR
Returning to the analogy used earlier, a sy?dministracr.

tem of PRAs will enable the lowest-paid work®Mitchell, p. 422.

er to purchase a Mercedes for the cost of7|hig. . 414.

Trabant.
8 Robert Myers, “Can the Government Operate Prograr

Efficiently and Inexpensively?” Contingencies
Notes (March/April 1992): 15-17.
. _ _ ons
This paper reflects the deliberations of th Mitchell p- 415.

Cato Project on Social Security Privatization*°The U.S. Supreme Court held in the cas€lefming v.

Infrastructure Working Group. While the indi_Nestorthat workers have no right to Social Security bene

: : : ;i fits based on having paid Social Security taxes and t
viduals listed below have contributed Slgmﬂ.there is no direct link between Social Security taxes a

cantly to the paper, not everyone agrees Wipenefits Fleming v. Nestor36 U.S. (1960).

every view expressed in it. In the end, the View,, Elsie HoextraAdministrative Expenses of Welfare an
are those of the author, who does not mten_d Pension Plans U.S. Department of Labor, Labor
Zpeak for any other member of the Workinyanagement Services Administration, Washington, 197

roup. p. 134.

Members. of the working group !nCIUde:learnings sharing might be a better method of achievi
Stephin Allis, KPMG Peat Marwick; Mary js objective, but it would be more administratively con
Barneby, Delaware Investments; Daniel Carpéplex. See Ekaterina Shirley and Peter Spiegler, “T
Lord, Abbett & Company; Wade Dokken,Benefits of Social Security Privatization for Women,” Cat
American Skandia Marketing; Andrew!nstitute Social Security Paper no. 12, July 20, 1998.
Donohoe, Oppenheimer Funds; Kelly3t should be noted that there are a number of possi
Haughton, Frank Russell Company; Marladministrative benefits of combining existing 401(k) an
Hollen. Great West Life Assurance Compan)Other defined-contribution administrative functions wit

’ : p : private administration of Social Security. Currently, ove
(I-:|enry _HS.I_Ia_?]g, A'\r?e[")lcan I IB'[Se_II’_ngtlonal4Q m_iIIion working people participate in one defined-cor
ompanies; 1homas Mcbonnell, L SYSteMyibution plan or another. As noted elsewhere, for many
Inc.; Gerald O’Driscoll, Citicorp; Brian Pietsch, those plans, there are electronic links between the pay
American Express Financial Advisors; Jossystems and the record-keeping systems. Many work
Pifiera, International Center for Pensioparticipate in more than one plan. For example, a compe

- R : : might have both a 401(k) plan and a profit-sharing pla
Reform; Brian Reardon, National Federation cGiven the electronic links, the marginal administrativ|

Independent Business; and William Shipmaicosts of keeping track of an additional account for t
State Street Global Advisors. worker are low. For companies that have defined-contrib
tion plans already in place, the marginal cost of adding
private Social Security account for each worker could

! See Peter Ferrara and Michael TanAeNew Deal forn dquite low. A combined (defined-contribution and Sociz

Social Security(Washington: Cato Institute, 1998) al
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The most
compelling
argument
against
government
Investment of
retirement
money
involves the
extent to
which it would
Increase
government
power at the
expense of
individuals.



Security) statement and record keeping would be view9The author does not necessarily endorse any of the regu-
as a major positive by the workers. Since the number |atory requirements discussed. These are merely theoretical
workers already participating in defined-contribution planoptions available to lawmakers to address specific objec-
is so substantial, the possibility of this administrative syrtions to individual accounts.

ergy would be significant.
9y g 20|f the Social Security Administration were to try to invest

14See, for example, William Dennis Jr., “Small Businesmoney on behalf of individuals with different asset alloca-
Assesses Social Security: Results of a Survey,” Natiortion choices, and keep track of specific performance of
Federation of Independent Business, September 10, 19%each account, its costs would be higher than those for the
15 Mitchell, p. 439 current system. It is misleading, therefore, to compare the
T : cost of private accounts directly to current SSA costs.

161bid., p. 440. Rather, the comparison should be to the higher costs that

- SSA would incur if it were to try to do the same job as the
Ibid., pp. 432-34. private fund managers.

**Ibid., p. 420. 21Genetski, p. 41 (updated for current minimum wage).
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