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1. Introduction
            As a mechanism for meeting human needs, social security has achieved nearly universal acceptance. Access to social security has become a fundamental human right, proclaimed in the 1948 Universal Declaration of Human Rights, adopted by the United Nations General Assembly; in the International Covenant on Economic, Social and Cultural Rights, and in numerous national constitutions (Blahous 19).  This right is realized in varying degrees in different countries, as determined by their traditions, history, level of socioeconomic development and the prevailing political and social philosophies. It is, perhaps, the adaptability of the social security idea to local conditions and varied cultural traditions that explains its global appeal. 


Recently, however, the Social Security program in the United States is facing scrutiny because of the projection that the number of people anticipated to receive Social Security benefits will grow by one-hundred percent in the next twenty-five years, due to the aging Baby Boom generation (Sloan 41). During this time, the ratio of tax paying workers contributing to the program to recipients will decrease to 2-1 (Sloan 41). This demographic fluctuation has caused uproar between both sides of the aisle, and has made social security reform, specifically privatization of pensions, a top priority. 
The United States is not the only country to look at privatization as the answer to their pension plan’s problems. Countries such as Sweden, Chile, Mexico, and the United Kingdom have converted their pension plans to privatized ones. Propaganda has been created about the success of privatization in these countries to support privatization in the United States. However, the results of foreign attempts to privatize their pension plans have ranged from poor to catastrophic.  

Like the United States, Britain’s conservatives were concerned of the possible destruction of their current pension plan in the distant future and therefore started to reform their pensions through privatization. Supporters of privatization have praised Great Britain’s partially privatized system as a model, until the Wall Street Journal embarrassed them with its page-one report on August 10, 1998 under the headline, "Social Security Switch in U.K. Is Disastrous; A Caution to the U.S.?" Sub-headlines read, "Many Britons Suffer Losses on 'Personal Pensions'; Insurers Have to Pay Up" and "Tab May Reach $18 Billion" (Dixon 53).  

The United Kingdom and other countries that privatized, have experienced set backs and failures due to transaction costs. Government-run social security systems, similar to the United States Social Security program, are highly efficient with minimal transaction costs. The additional transaction costs of the private account outweighed the benefits of privatizing. Examples from abroad have shown that private accounts have made accounts complex, requiring additional transaction costs.

In theory, privatization may look like a quick fix to a long anticipated problem. However, we cannot ignore examples of privatization from abroad and learn from their mistakes and misfortune. This paper will focus on defining the current Social Security’s transaction costs and compare it to the transaction cost that will incur with a private account program. By looking at the problems with transaction costs from abroad and looking at the costs that will occur here at home, the following question can be answered; based on transaction costs should the current Social Security program in the United States become privatized? It is important to remember that the estimated transaction costs are controversial; opponents inflate the costs while supporters deflate them. This paper will strictly outlay the sources of transaction costs of different pension programs and use an unbiased approach in determining the cost of the United States switching to private accounts.
2. Background
2.1 History of Social Security


There has been dramatic global expansion in Social Security throughout the twentieth century. Social Security systems were first established in a small group of developed countries, particularly Europe, in the 30 years before the First World War. Then they emerged in South and North America during the interwar years, then in the third world. There they often offered initial coverage to only European expatriates, as in the former French colonies from as early as 1941. This post-WWII expansion was encouraged by colonial authorities, especially the British and French, who were eager for political and social order and stability and who were frequently willing to replicate their own systems (Blahous 20). The newly independent ex-colonies that emerged after the war found that their colonial Social Security heritage was reinforced by the expert advice they received from international agencies.
2.2 Forms of Social Security Abroad
         The concept of social security has many divisions and each country interprets their pension plan in different ways (Tynes 35):

Occupational and Personal Plans. In many developed countries, social security coexists with occupational and personal pension and savings plans. These are voluntary, privately administered, defined-contribution plans (which collect prescribed contributions but do not guarantee any defined benefits) or defined-benefit plans (which provide defined benefits for the payment of prescribed contributions). 
Fiscal Welfare. This has long defined a boundary with social security in most developed countries, where favorable tax treatment, by means of taxable income deduction, tax allowances or refundable tax credits, is given to prescribed categories of taxpayers (particularly families with children, lone-parent families and the aged), so as to reduce their tax liabilities to achieve social security objectives.

Mandatory Family Support. Recently, the practice of legislating has created yet another boundary with social security. Some countries require either parents to support their children (as in Australia, New Zealand, the United Kingdom and in some states in the United States), or adult children to support their elderly parents. 
Social Welfare and Health Services. Adding further to definitional complexity is the lack of consensus on what in-kind benefits and services should be treated as part of social security. Under the mandate of social security, many countries provide healthcare benefits, and a few provide milk, child care and a baby's crib.  (Tynes 35):
3. United States Social Security Program
3.1 Purpose and Benefits

The United States Social Security program of retirement, disability, and survivor benefits is the largest program of the U.S. government, with an average spending of $350 billion per year (USGAO, 1999). Established in 1935 through the New Deal, Social Security is the product of centuries of effort to provide people with a means of support in the face of individual, social or economic distress, and as of the year 2000 it has provided benefits to over 43 million people. As one economist notes: "Its history is probably as old as the history of man. The quest for survival has prompted people, from the beginning of its existence, to devise ways of protecting itself from the hazards of life" (Tynes 31) 
 
Under the umbrella of Social Security fall public measures that provide cash and benefits upon the occurrence of certain events, namely, lost or inadequate earnings (income replacement or maintenance), and to offset the cost of supporting dependents (income supplementation). The former includes situations where an individual's earning power ceases permanently (due to old age, permanent disability or death); is interrupted (by short-term injury or sickness, maternity or loss of employment); never develops (due to a physical or intellectual handicap, an emotional disturbance or an inability to gain first employment); is insufficient to avoid poverty (due to inadequate work remuneration or inadequately developed personal or vocational skills); and is exercisable only at an unacceptable social cost (such as lone parenthood or individual support of elderly parents or handicapped children or siblings). The branches of Social Security are therefore poverty prevention, poverty alleviation, social compensation and income redistribution (Tynes 33). 
3.2 Funding the Program

Funds for the Social Security program are obtained through a pay as you go system. Deductions are taken from worker’s paychecks and the employer’s payroll through a tax known as the Federal Insurance Contribution Act (FICA). Currently the Social Security payroll tax is 12.4 percent, of which 6.2 percent comes from the worker and 6.2 percent from the employer. This 12.4 payroll tax is on all wages up to $87,000. (www.COB.gov)  


The Social Security tax is then placed in the US Treasury’s hands. The Treasury uses the taxes to credit the Social Security program’s four trust funds, one for retirement and survivors, one for disability, and two for Medicare. These trust funds do not hold assets to pay future benefits, but instead they hold IOUs or promises from the government that they will pay future benefits (Carbaugh 298). Unlike private pensions, Social Security benefits are not determined by the recipients past contribution, but instead they are paid out from current contributions.

For the past twenty-two years the Social Security trust fund has brought in more revenue than it has paid in benefits, thus Social Security has had a surplus. In exchange for government bonds, the surplus is lent to the government. The surplus is used as a means of addition government spending on items such as welfare, wars, and foreign aid. When it comes time to pay benefits, the government redeems the bonds and the interest accrued on them (Mishkin 323)
4. The Crisis


Social security’s trust fund has not always been stable enough to create a surplus. Due to growing benefits and an aging population, in 1970 the trust fund’s surplus began to deteriorate. In 1983, the funds were stabilized by adjusting for inflation and the trust fund began to rebuild its surplus (Carbaugh 298).  

Presently, the Social Security program is facing another upcoming crisis. With the influx of 7 million baby boomers born between 1946 and 1964 reaching retirement age in 2008, Social security is again in turmoil (Mishkin 323). At this time, using the Congressional Budget Office numbers, the social security surplus will start diminishing. The surplus will continue to diminish until the year 2020 when revenue and expenditure is equal. After 2020, the social security surplus will turn into a deficit as expenditures exceed revenue (see Figure 1). 
Without any changes, the government will pay the benefits using interest and principle on government bonds. According to the Congressional Budget Office the use of government bonds can continue until 2052. After this date the government would cut benefits to match the incoming revenue. The cuts in benefits would be approximately 20 to 30 percent (www.COB.org). 
Social Security Revenues and Outlays as a Share of GDP under Current Law

(Figure 1)
Percent of GDP


Source: Congressional Budget Office
This impending crisis is not a new discovery. Over the past decade Congress has been struggling to find a solution to the problem. Suggestions such as increasing the retirement age, changing benefits to discourage early retirement, limiting benefits to the wealthy and indexing benefits to prices instead of wages have all come to the table.

4.1 Privatizing Accounts


The proof is in the numbers that the Social Security program is bound to struggle, and on February 2, 2005, in his State of the Union Address, President Bush made Social security his top priority for reform for his second term.  “We must ensure that lower-income Americans get the help they need to have dignity and peace of mind in their retirement.”(www.whitehouse.gov)
To ensure his promise, Bush has put forward a plan that would implement private accounts and no new payroll taxes. Bush’s proposed solution is based off of a plan he created in 2001 called Plan 2. While the complete function of Plan 2 is yet to be determined, economists predict that the private accounts will be individually owned and privately managed. To reduce risk, investors will have a limited number of investment options, such as a Standard & Poor’s 500 index mutual fund, a high grade corporate bond fund, or a government bond fund. Under this plan, personal accounts would be open to workers born after 1950, and the accounts would be limited to 4 percent of income up to $1,000 (Shipman, 2003). The overall program would be slowly phases in over three years beginning in 2009.

Switching the Social Security program to private accounts (or any other type of reform) will be very costly. Current recipients and future recipients that will begin receiving benefits before the transition is complete will still need to receive the benefits that they were promised.  The White House has estimated that it would cost $660 billion by 2014 to cover the anticipated benefits (www.whitehouse.gov).
5. Transaction Costs

Transaction costs can be defined as the cost sustained to initiate, manage and close a transaction or a communication with another subject. It can be evaluated measuring both the time spent in the transaction and the actual transaction expenses (www.string.it). Institutions can substantially reduce transaction costs because they have developed procedures, to fully utilize and take advantage of economies of scale. Social Security is one of these institutions. 
The current Social Security program is a prime example of an institution that is efficient in reducing transaction costs. Due to the low transaction costs, the beneficiary has less transaction costs taken from their benefits. On average, less than 1 percent of transaction costs are taken from social security benefits.
The current program and the proposed private pension program, both have four main transactions. The first system is a means of collection. This is a system that will collect the Social Security funds from the workers. Second, there is the system of transmission. Once collected, the funds are then transferred to an intermediary. The intermediary credits the fund and records the beneficiary’s contribution. This is the third system of record keeping. The fourth and final system is money management. Whether they are sold as government bonds or placed in the stock market, the fund must be managed until the time of payout (Genetiski, 1999). 
5.1 Current Social Security Costs


Collection of funds through the current Social Security program is done through the Internal Revenue System (IRS). The use of this already existent institution has created the daunting task of tax collecting a homogenous system utilizing economies of scale. The IRS places the collection process on the employer. The employer calculates the amount of taxable income that will be deducted from each individual worker. Only total contributions for all of their works are sent to the IRS each month (Genetiski). Once a year, the employer sends the Social Security Administration each individual worker’s contribution. The taxes are then placed in an IRS account by the employer.

Depositing the funds in the IRS account places these funds in the intermediary control. In the current social security program this intermediary is the U.S. Treasury. The Treasury then credits the appropriate trust funds and then manages investments. Because employers only report individual contributions once a year, the trust funds are credited in a lump sum. Individual accounts are determined by the Social Security Administration once a year when they receive the statements from the employers. 

Once the employers have determined individual workers contributions, it is the Social Security Administration’s roll to determine the amount of benefits for each beneficiary. The formula to determine the amount of benefits is based on earning history, marital status, age, and anticipated next year wages. Determining the amount of benefits prescribed to each individual is the main contributor to additional costs and amount to 93 percent of the transaction costs (www.COB.gov).

Prior to receiving benefits the worker must provide the Social Security Administration with their expected retirement date and anticipated next year wages. Placing the duty to apply for benefits before retirement on the beneficiary reduces transaction cost because it lessens the roll of the system. In all the administration costs are on average $10 per worker a year.
5.2 Private Pension Costs


Each private pension is unique, therefore creating unique and variant transaction costs. When comparing private pension costs, it must be remembered that each system works in a different way. Some plans may provide greater benefits or are lenient in investment options. Because of these increased benefits, contributors may be willing to provide the extra transaction cost fees. Comparison between plans is also difficult due to different responsibilities placed on the contributors and the employers. Some private pension plans place the burden of transaction costs solely on the employer instead of the worker, while other plans distribute the costs with in government agencies. To accurately compare the pension plans standardized measurement must be used. The most common use of measurement for private pension transaction costs is percentage of annual contribution. 

Transaction costs from private pensions vary greatly depending on the type of private pension plan. However, there are four common costs. They are direct administrative fees, annuities, costs of supervisory agencies, and opportunity costs (Barker, 2002).

Direct administrative fee is the most volatile cost for private pensions. Administrative fees can differ from nation to nation, state to state, and from investment to investment. Put simply, administrative fees are costs that are incurred due to the management and maintenance of each account. These costs do not include brokerage fees, which are deducted from the returns on the account. Currently, with the social security program, the United States administrative fees are 0.5% of contributions. Nations that have switched to private pensions, have significantly larger administrative fees (Barker, 2002). On average these fees are 16.2% of contributions. Mexico has the highest fees at 22.1%. 

The second cost of private pensions is determining distributing annuities for workers at the time that they start receiving benefits. To replicate social securities steady influx of life long benefits and to ensure that they do not outlive their individual account balances, workers would need to purchase an annuity with their individual account balances. Annuities cost more that the benefits that they will eventually provide. This is due to administrative costs including sales because they are not mandatory. In a report issued in 1999, the General Accounting Office found that the cost of purchasing an annuity could consume up to 15 percent of workers' account balances (Baker, 2002). 

Thirdly, a new institution will most likely need to be installed to oversee accounts. This is called the costs of supervisory agencies.  The roll of this institution is to protect workers from fraudulent management and insure that the workers are not holding risky investments. While the costs of supervisory agencies play a small roll in total transaction costs, they do absorb a large amount of money compared to the social security program. For example, Chile’s supervisory agency’s costs were 62% of social securities total transaction costs (Idemoto, 2000).

Lastly, opportunity costs, which is the cost of the time used by workers to manage their accounts. Opportunity costs are defined as “the value of the best alternative sacrificed; the cost of any particular economic choice” (Page, 2004). This cost is usually neglected when determining the projected transaction costs for private accounts. Even if a worker spent a limited amount of time with their account, it would still be substantially more that with the original social security program. According the Center for Economic and Policy Research, if a person spent half an hour on average per year managing their account, this time loss would be equal to .25 percent to 1 percent of total benefits.

While estimates vary greatly about the actual percentage of total benefits transaction costs will incur, table one below is an average estimate. 
Operating Costs of Defined Contribution Pension Systems

as a Share of Contributions

(Table 1)

	
	Administrative Costs
	Oversight Annuity
	Agency Fees
	Opportunity Cost of Time
	Total

	Low Estimate
	4.8%
	0.28%
	5%
	0.25%
	10.33%

	High Estimate
	23%
	1.8%
	10%
	1%
	35.80%


Source: Baker, 2004

6. Lessons from Abroad

Privatizing pension plans is a trend that is vastly growing around the world. More than 20 countries have either fully or partially privatized their pension systems, and currently seven countries are in the process of creating them. Looking at each of these countries can give us critical information in determining the fate of our own pension plan. With President Bush at his height of promoting privatization, we can look at Chile and the UK to learn a lesson.

6.1 Chile

Chile adopted a pay as you go pension plan in the 1920s.  In the early years of the program, like the United States, contributions made by workers exceeded pension payments creating a trust fund. Chile’s contribution rates were very high, ranging between 16 to 26 percent of wages. In the mid 1970s the Chilean demographics drastically changed from 12 contributors per retiree in 1955 to only 2.5 per retiree (Idemoto). This created a sharp decline in contribution. As the program matured, it was previously thought that these increasing obligations would be met using the trust fund and also by increasing the workers contributions. However, the pension’s trust fund diminished due to poor management and an increase in benefits, especially to the wealthy. 
In 1981 Chile replaced their pay as you go pension plan with a government-run private pension system. Under the new system all covered workers must place 10 percent of their monthly earnings into a savings account. Workers can also invest up to 20 percent of monthly earnings if they desire. These savings accounts are managed by an intermediary known as the AFP (administradoras de fondos de pensiones) that provides survivors and disability insurance. Each worker can choose which AFP they would like to be affiliated with, and the workers can changer their AFP up to four times a year. 
The Chilean private pension program has been credited for boosting their economy, while being heavily criticized due to its high transaction costs. One source of the costs is competition between AFPs. Allowing workers to frequently change their AFP creates competition between the firms, creating overspending in advertising and sales. Another cause of high transaction costs are the fees occurred by the AFPs. Because these accounts are managed on a single account basis, the AFPs require an additional transaction fees on top of the 10 percent (Feldstein, 1998). AFPs current fees include; a proportional fee on contributions; a fee for opening a new account; a fee for managing programmed pension withdrawals; a fee for managing voluntary contributions; and a flat fee per period when contributions are made.
When the private pension program was first in place, the total transaction costs accounted for 90 percent of the contribution. While over the years this number has declined to 10 percent, these transaction costs still have a large affect on returns. Between 1991 and 1995, returns from the new system averaged 12.9 percent. However, because of the absorbent about of transaction costs, administration fees depleted the return by 10.8 percent (Idemoto).
Chilean workers also faced heavy opportunity costs. Not only were the workers taking time to manage their account, but they also were taking time to receive investment education. The Chilean government offered courses called “benefit awareness.” While the purpose of the course was to educate the public to make better investment decisions, the courses also increased opportunity costs. 
6.2 The United Kingdom

Before privatizing their social security program, Great Britain’s state pension program was almost identical to the US’s social security program. It is because of this reason that the UK is used as an example in the debate over privatization. The UK’s social security system consisted of two tiers, a flat-rate basic state pension and an earnings-related pension. The first tier is the Basic State Retirement Pension (BSP). Through the BSP the payroll tax, know as the Nation Insurance Contribution (NIC), creates a flat-rate benefit.  The benefits add up to be $105 per week for retirees or their beneficiaries. The second tier creates three offers: the government-run system (SERPS), individual accounts, or employer provided accounts. (Emiling, 2005)
With the UK’s social security program on the brink of bankruptcy, reform was called for. With the installment of the 1986 Social Security Act, a decentralized private pension plan was created. This act allowed British workers to voluntarily participate in private pensions. Twenty-five percent of workers in the UK decided to remove themselves from the government run system and into individual accounts. The government issued rebate to these workers averaging about 3% of the average American yearly earnings. The decentralized system allowed UK workers to have control of the pensions.  They could choose which financial firms to hold their money and also change financial firms at any time. 
With this freedom came competition and created what is now known ass the mis-selling controversy. This controversy was created when high pressure sales tactics were used to persuade worker that were current in good pension systems to switch to inappropriate accounts. The mis-selling controversy led to lawsuits, forcing the government to pay more that $24.9 million in compensation (Orszay, 1999). To relieve the problem the government has imposed more stringent rules for investment firms. 

The UK’s transaction costs can be broken down into three main categories; administrative costs, switching costs, and annuity costs. Like the US and Chile, administrative costs are simply the costs of managing the fund.  To measure these costs, it must be assumed that the worker does not change financial firms. According to the Center on Budget and Policy Priorities, the average administrative costs as a percentage of total benefits is 28%. This average was found by observing costs form 1989 to 1998.

Supports of private pension often do not include switching costs when they us the UK as an example for their cause.  However, switching costs greatly impact the overall affect that transactions cost have on benefits.  Switching costs occur when a worker doesn’t on contribute to their pensions though a single financial firm. There are two forms of switching costs. First, the cost can be created through a transfer of accounts; the worker removes their pension from the hands of one firm and places it in another. Secondly, new contribution to a different provider; the worker keeps previous contribution in original firm, but they place future contribution with a different firm. As stated previously, Chile’s AFP regulates the transfers. While additional costs from this management do occur, Chile fees are regulated. This is not true in the UK. Switching cost can greatly vary due to the firm of the size of the pension. Some firms charge an exiting fee if contributions are removed from their service. Transferring account can also be costly due to what is call “front-loading.” Front-loading is simply that the administrative fees priced high the first and second year. This cost is created due to the competitiveness between firms to get workers to switch to their firms. The competition creates costs to the firm to pay for advertisement, marketing, and commission for their salespeople. An example of UK front-loading follows:

Assume that a financial firm charges $400 for the first year of an account and $50 for each additional year. An account held for 50 years with the same provider will cost an average of $57 per year, but an account held for 25 years with one provider and then 25 years with another provider will cost an average of $64 per year. More frequent switching would produce higher average costs. For example, switching three times would generate an average cost of $71 per year. If one ignored the fact that the worker switched providers, costs would appear to average $57 per year, which would underestimate the charges for the worker who transferred accounts (Orszay, 1999).

Transferring accounts in the UK was is was quiet common. Within the first year of private account, according to the Personal Investment Authority’s Persistency Survey, 14.5 percent of workers had switched their accounts to a different firm at least once, and by fours year nearly 40 percent had switched. These numbers give us the estimation that in the total life span of an account 15 percent of total benefits will be eaten up with switching costs (Emiling, 2005).
The third transaction costs that the UK faced was the cost from annuities. Additional cost to workers due to adverse selection and other costs, such as mortality risk, increase the price of annuities. In most case this cost is over inflated and it is estimated that annuity costs can account for 10 percent of total benefits. The UK annuities are voluntary, and if annuities were mandatory, adverse selection could be reduced and therefore lessen costs.
While the total transactions costs for the UK vary between sources, it is estimated that the total cost lies between 36 to 42 percent. This overwhelming percentage of total benefits that is put towards transactions costs has devastated the UK private pension program. Reform has been brought into place to insure retirees that they can rely on the tier I, the basic state pension. However, these benefits average $150 a week and it is thought that 2.5 million elderly currently live in poverty (Rice-Oxley, 2005).
7. Applying Lessons to the US

Looking at the tolls that transaction costs have taken on Chile and the UK, can help the United States not make the same mistakes. It must be remembered, however, that each pension program will have different costs. While the details of Bush’s reform plan are not concrete, some proposals for reform here in the United States are created to take advantage of economies of scale. We have learned by the examples from abroad that any type of reform should be managed through a single manager and with limited investment options. 

An option of this type of centralized program would be similar to the current Thrift Savings Plan (TSP). TSP is similar to Social security in the fact that it is a centralized system. The Thrift Savings Plans is a current contribution program of US federal government workers and 3 million workers contributed to TSP as of 2003 (Kersten, 2005).

These federal workers are allowed to contribute up to 14 percent of their wages to TSP. The employer must contribute 1 percent of wages and match worker contributions up to 3 percent of wages, and half of all worker contributions between 3 and 5 percent. TSP contributions are collected through the employer and the Retirement Thrift Investment Board (FRTIB). The FRTIB processes accounts and provided investment strategies, while a subdivision of the FRTIB called the Department of Agriculture's National Finance Center (NFC) records the bookkeeping. The individual accounts however, are managed by financial firms.  

Options, such as investment choice, are very limited to reduce transaction costs and to reduce risk of the variety stock market. Workers have five investment options: an equity fund that seeks to match the S&P 500 stock index, the Wilshire 4500 index (the S fund), or the EAFE index of 21 stock markets in foreign countries (the I fund); a bond fund that seeks to match the returns of a broad index of government and private fixed-income securities (the F fund or of a non-marketable government securities that pay the average market rate of return on marketable U.S. Treasury securities with four or more years to maturity (the G fund) (Page, 2004).
Because it is the employer’s responsibility to report TSP contributions, must of the transactions costs are placed onto them and not the worker. In 2002, it is estimated that total transaction costs for the TSP program amounted to $25 per worker a year. It is also found that a $25 per year transaction cost will reduce the overall benefits at retirement by 5 percent (Kersten, 2005).This is dramatically different from what we saw in Chile and the UK, which was ranged from 10.8 to 42 percent of benefits removed due to transaction costs.
The TSP transaction costs are kept low by restricting investment choices, creating a large centralized system, bundling investments, and simplified recordkeeping by using the same payroll system. The lack of implementing these systems in Chile and the UK led to there downfall. The TSP is just one option that the US could look at as a way to efficiently reduce transaction costs and hinder any chance of repeating Chile and the UK.
Figure 2 below compares all the different types of pension plan’s transaction costs as a percentage of total benefits.
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8. Conclusion
Transaction costs are only one of many important issues to consider when deciding whether and how to create the proper system of private pensions as part of social security reform. However, because transaction costs can affect the amount of savings individuals are able to accumulate throughout their lifetime, they can be a key element in determining if private pensions should be implemented. 

Looking at the different international responses to the challenge that a global aging population brings, can allow us to learn valuable lessons for the future. We can use their experiences to improve decisions and avoid some of the problems they faced. For example, advocates for privatizing the US’s social security program point out that with private pension plans investment returns will be higher. However, when we take lessons from abroad we can look at the whole picture. Chile’s private pension program received high returns under the private pensions. However, Chile has know cut social spending, raised taxes, and cut benefits. This all has been done to pay for the high transaction costs.

Because the pensions design affects the level of transaction costs and who will bear the burden of them, policymakers will need to assess the possible costs and tradeoffs for each of the various options under consideration. Private pension structures with lower transaction costs are often associated with more restricted investment choices and more centralized management, while increasing individual choice and decentralizing the management structure could result in increased costs. Finding the right balance will depend on the goals of the new program. Steps can also be taken under any system to help ease the effect of transaction costs, especially on small account holders. These include limiting customer service options. 
In the words of the Employee Benefit Research Institute, “Adding individual accounts to Social Security could be the largest undertaking in the history of the U.S. financial market, and no system to date has the capacity to administer such a system.” Because of this, we must way our options wisely and learn from previous mistakes to ensure the wellbeing of future generations to come.
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