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The table above shows the
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Why Private Accounts Won’t Work
The reason Social Security works at all is that it is a pay-as-you-go system,
more like a traditional pension plan, rather than a plan in which your contributions guarantee your payout, like your 401(k). Here’s why:
The present system. In figuring the initial benefit, the earnings you have each
year are grossed up to reflect the current wage scale, not the much lower earnings
early in your career. Thus, maximum earnings of $27,900 in 1985 (20 years ago)
are treated as though they were
“worth” $90,000 this year. One can
argue whether this is the best approach, or whether this needs to be
adjusted (for example by slightly
raising the retirement age), to permit
social security to continue long into
the future. And the collection of
payroll taxes (plus income taxes on
social security payments) is based on
the current wage scale, not on the
scale when you were much younger.
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The proposed system. Private accounts, like 401(k)s, work best if the “magic” of compound earnings
can work for many years. But early in your career, your wages are much lower than later, even if you are
able to earn at the maximum subject to Social Security tax each year. Likewise the amount of Social Security tax withheld is low (I know it doesn’t seem like it, but look at the statement you receive from Social Security each year to see how the amount 10 or 20 years ago compares to the amount now.). So, if
100% of the Social Security tax were put into private accounts (which I believe is the ultimate objective
of those supporting private accounts), it would have to grow phenomenally just to keep up with purchasing power, and give you the same benefit as you get from the Social Security system.
The growth of an investment is equal to the earnings on the investment plus the growth in value of
the underlying security. When considering private accounts, the underlying security has to be the U S
economy as a whole. We can’t use managed accounts, where someone gets to pick the winners and may
do better than the economy as a whole. Even using an index like the S&P 500 is based on winners. The
losers drop off the list. The long-term growth of the economy has been about 3.1% per year (6.9% including inflation) since World War II (source – Bureau of Economic Analysis). The average dividend
yield is well under 2% (S&P 500 at 1.79%; NASDAQ at 0.34%, let alone all the companies that aren’t on
these lists –source: IndexArb.com).
So the best growth rate for investment in private accounts would about 4.5% in real terms (8.3% including inflation). From that would need to be subtracted the following costs: management fees (say, 2%
in the account per year), disability insurance, and life insurance.
What’s missing? Wait a minute: disability insurance and life insurance? Nearly 40% of social security
payments in a year is for payments to disabled workers and survivors of those who die before retirement. If you’ve shopped for disability insurance, you know that it isn’t cheap; and it’s usually integrated
with social security. And you need to buy life insurance sufficient to provide for your family in the event
you die before retirement, because they won’t get anything from Social Security. So, let’s say 3% of your
wages per year, or about a 24% cut in funds available for investment in the private account.
Put that all together and you’ll be lucky to have a monthly payout that’s equal to social security, but
that would run out after your normal life expectancy, while social security would continue until your actual death. And that’s if the economy continues in average form after the additional borrowing that the
government would have to do to finance the conversion.
Some people argue that younger workers will never recover their payment into Social Security. This
is flat wrong. I have calculated that someone born in 1990 (just approaching the start of a work career)
is likely to break even in just 11 years, retiring at 65, even if the benefit is not indexed after retirement.
Budget “Solutions.” Those who want to privatize social
security, like Dick Armey, talk about cutting things like the
National Endowment for the Arts as a way to offset the
cost of privatizing social security. That’s like a business
owner asking employees to keep careful track of the paper
clips and floppy disks used in the business instead of focusing on increasing sales. Notice in the chart that “Everything Else” uses less of the budget than Social Security.
Government transfer payments (Social Security, Medicare, Medicaid and Income Security) are about 57% of the
budget. There is no way on earth that cutting NEA, or any
other program of the government, including national defense, can offset an increase in the cost of these programs
caused by diverting tax revenues into private accounts.
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