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There are billions to be made from private accounts. So why won't anyone say so? 
By Shane Kite 
February 28, 2005 - Brokerage firms are publicly courting the 100 million or so "uninvested" Americans for whom the payroll-deducted social security benefits program represents the only form of retirement savings. The efforts come despite official denials from industry groups that a proposed partial changeover to private savings accounts would boost the fees and bottom lines of their constituents. 

H&R Block, the storefront tax return specialist, for example, has launched a cross-selling effort pitching brokerage and savings accounts to customers of its computerized tax services--a model the firm thinks can profitably serve an untapped "investor class" and stands to benefit from the administration's promotion of a plan to privatize part of the nation's social security trust fund. 

Block, the "Wal-Mart of tax preparers," already rules its world, and operational links already exist to connect this new business line with its core mission: helping an estimated 19 million Americans to electronically file returns and post payments to the Social Security trust fund and other federal and state coffers. 

The Kansas City-based firm--along with 17 rivals, including Jackson Hewitt--already has a deal in place with the Treasury Department that enables taxpayers to e-file their returns through the IRS's Web site and receive refunds by electronic deposit. 
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And Block is already trying to close the electronic tax-paying contributions loop with H&R Block Employer Solutions, which tries to convince companies to offer its tax preparation service as an employee benefit. According to Block, the initiative has already attracted 27 organizations with more than 1.6 million employees, including AOL Time Warner, Countrywide Home Loans, Federated Department Stores, Hewlett Packard, the Interpublic Group, K-Mart, Mellon Financial Corp., Moore, Pitney Bowes, RadioShack, Safeway, Sprint, the state of North Carolina, US Airways and the Association of Compaq Employees. 

While it's unclear how much the service is used by employees who have access to it, the firm clearly has established Web-based, front-end links to both the contributors and the collectors of Social Security taxes. For that reason, Block must be giddy at Wall Street's outward disregard for the potential of small private accounts, particularly if those accounts are transitioned from national coffers. 

As H&R Block's CEO Mark Ernst told BusinessWeek in 2002: "Our clients--made up mostly of middle America, with an income of less than $85,000 [per year]--don't have any place to turn to for good financial advice, as brokers tend to serve the top 10 percent of the population. ... We are targeting the 90 percent that's left over." 

Block's latest offering, called "Express IRA," mirrors the current employer-assisted tax deduction, and is meant to create retirement savings for low-to-moderate-income working people through monthly checking-account deductions of between $25 and $300. Customers typically enter the plan after converting $300 portions of tax refunds into the savings plan. When $1,000 in savings is reached, a customer can roll the Express IRA into "a more traditional retirement product," Block said last month, announcing the offering. 
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Populist as such programs may seem, Block did not describe its fee schedule for Express IRA in the release, and the firm has faced legal hurdles, technical glitches and concerns over the privacy of consumer data in the past. Yet it has continued to cross-sell its product line, which spans tax, mortgage and brokerage services, since purchasing Olde Discount Corp. in 1999. In addition to its offices and franchises, the firm maintains tax booths--screen-based kiosks that offer Block services--in Wal-Mart stores, as does Jackson Hewitt. Wal-Mart itself has long been sending shudders down the spines of financial executives by edging into banking and brokerage, reasoning that the mother of all retailers ought to be able to do a retail business best. 

Block has quite a successful track record of throwing its weight around in Washington and among the private sector set. It helped convince the people with their hands on the levers of government to pass measures to "simplify" the tax code, for example, and it forced software behemoth Microsoft to scrap development of its TaxSaver software in 2000 in favor of partnering with H&R Block to enhance the latter's online tax products--although Intuit's Quicken-linked TurboTax software has given Block a run for its tax-linked money in this space. 

The point is that there's obviously money to be made in a private savings account environment, and most financial services firms and their lobby groups have been working behind the scenes to transition the trust fund to the market for years. The Securities Industry Association (SIA), Charles Schwab, Wachovia, Waddell & Reed and Edward Jones are reportedly among the backers of the Alliance for Worker Retirement Security, which advocates privatization, for example. And St. Louis-based Edward Jones, which runs the biggest network of brokerage offices in the U.S., has let it be plainly known that it's interested in Social Security "reform." 

To assume that the competitors in this space are limited to retail outfits like Edward Jones and H&R Block, however, is dead wrong, and fails to take into account the macroeconomics of the issue. 
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To deny that there would be a significant increase in fee revenues--enough to justify the cost of managing small accounts under a privatization plan--ignores the fact that the only way that the industry can facilitate organic growth of the capital markets is by making them larger and more accessible. One way to do this is to get the "uninvested" into the game. This would create more opportunity for more companies to start up or grow up by raising capital from stocks or bonds, based on the simple fact that there would be more capital available in the markets if every working U.S. citizen were investing in them. 

Forget about equities and IRAs for a minute and recall that the modern American investor class itself was essentially summoned into being by the issuance of government war bonds used to support the country's involvement in World War I. According to Joseph Kennedy, father of the slain president and the nation's first Securities and Exchange Commission chairman: "More than 20 million became investors during the war, mostly in bonds," from the few hundred thousand who held securities before 1916. 

Bonds will again be used to swell the ranks of the investor class if the administration's proposal is accepted: They'll be needed to finance the government's move from Social Security to private accounts. Add to that a potentially massive transition from stocks into bonds by 76 million retiring baby boomers over the next 20-odd years, as the first wave stops working in 2008. No one knows for sure what operational impacts this extra stock and debt will have on the markets. But there will certainly be more money to go around. 

The industry's unwillingness to come out publicly and support the administration's position on Social Security, while lobbying for it behind the scenes, is incongruous, but that's because the issue remains a political hot potato, and players don't want the market to appear greedy for a new deal. 

But in its "No Free Lunch for Wall Street" press release, the SIA leaves out some telling numbers. It may be true that individual accounts would generate only $39 billion in fees over the next 75 years--or 1.2 percent of the estimated revenue for the industry for that period--but how many billions of fee income would be generated by the underwriting of new bonds and stocks and related corporate and commercial deals in a vastly expanded capital market that's financed by every employed U.S. citizen? 

Some simple arithmetic should put things in context: If the SIA is correct in arguing that nearly half of all Americans invest in the capital markets, then nearly 147.75 million do not. According to the Bureau of Labor Statistics, nonfarm payroll employment was 140.2 million in January. That's a lot of spending potential in anybody's book, based on the current projected U.S. population of 295.5 million. So it's no wonder that Wall Street and its regulators are readying their computers for an influx of millions.
The globally minded might also want to consult the world population clock, which puts Spaceship Earth's current human crew at around 6.5 billion and counting. Take note, as well, of an estimate by Visa that describes 2 billion of these people as "unbanked." Others say that as many as 5 billion folks lack access to rudimentary financial services. 

An international effort is underway to begin to fill that gap, in fact. The United Nations has declared 2005 the International Year of Microcredit, a U.N.-sponsored initiative that aims to alleviate poverty by providing financial services to the unbanked or underserved. 

The goal is to enable viable profits for banks with business models built on microloans, which supporters say can help those receiving the credits bootstrap themselves into prosperity by providing previously unavailable financial and entrepreneurial opportunities. Citigroup is involved in the microcredit initiative, and has also taken to targeting the estimated 10 million to 20 million "unbanked" households in the U.S. with remittance services and other products. 

As Christina Barrineau, chief technical adviser to the U.N. for the International Year of Microcredit, observed in conversation with Securities Industry News recently: "One phone call from [Citigroup CEO] Charles Prince can create real change." 

So can 30 years' worth of phone calls pushing government to move away from the New Deal legislation passed in response to the 1929 stock market crash and the resulting Great Depression. This school of thought favors taking savings deducted from payroll and invested into a trust fund and testing the waters of new, more regulated "free" market. 

The proof will be, as always, in the pudding, but the Street might make the conversation more interesting if it stopped pretending it's not readying itself operationally for just such a transition. 

The main piece of IT needed for mass market participation is already in place: It's called the Internet. 

