
The True Cost of Privatizing
Social Security

By Howell E. Jackson

Some time soon, the Bush administration is expected
to make good on the president’s campaign pledge to
reform Social Security by establishing individual ac-
counts for younger workers. A likely component of the
president’s plan will be the transfer of some payroll taxes
away from the Social Security Trust Funds and into the
individual accounts of participating workers. Those
transfers could be substantial — perhaps on the order of
$100 billion a year or more. Critics of the president’s
proposal will undoubtedly seize on those transfers as a
‘‘cost’’ of privatization that the country cannot now
afford. That criticism is somewhere between simple-
minded and just plain wrong.

Social Security has for many years been running on
the federal government’s credit card. To be sure, since the
mid-1980s, the Social Security Trust Funds have been
taking in more revenue than is paid out to beneficiaries
each year, generating an annual cash flow surplus of
roughly $150 billion and accumulating reserves of
slightly more than $1.5 trillion as of the end of 2003. But
while trust fund reserves have grown, so too have the
Social Security system’s statutory obligations to workers
and their families. For every dollar of payroll taxes paid
into the Social Security Trust Funds, workers accrue
valuable retirement benefits under the Social Security
Act. The growth in the value of those promised benefits
has vastly outstripped the system’s accumulating re-
serves.

The explosion of Social Security’s unfunded statutory
obligations has been scrupulously bipartisan. During the
last three years of the Clinton administration, the un-
funded obligations of the Social Security system in-
creased by $2.2 trillion. During the first three years under
President Bush’s watch, those obligations grew another
$1.8 trillion. As of January 1, 2004, the system’s total
unfunded statutory obligations stood at $13.5 trillion —
125 percent of the gross domestic product and on a path
to grow faster than our economy for years to come.

Let’s return now to the president’s plan. If his Social
Security reform proposal calls for $100 billion a year to be
transferred into individual accounts, there will almost
certainly be a comparable reduction in the amount of

new Social Security benefits promised to participating
workers each year. That’s the basic logic of individual
accounts: Participating workers accumulate retirement
savings in their individual accounts, but earn lower
levels of traditional Social Security benefits. Transfers of
payroll taxes to individual accounts are not a total loss to
the federal government but rather a change in the way
the government pays for the retirement security of cur-
rent workers. Rather than putting the entire cost of future
Social Security benefits on the government’s credit card,
the government will start paying some of those costs up
front and in cash.

Instead of focusing on transfers to individual ac-
counts, the public should evaluate President Bush’s So-
cial Security plan against four financial yardsticks that do
provide meaningful measures of the fiscal merits of the
proposal.

Instead of focusing on transfers to
individual accounts, the public should
evaluate Bush’s plan against four
financial yardsticks that do provide
meaningful measures of the fiscal
merits of the proposal.

First, to what extent does the plan address the sys-
tem’s long-term fiscal imbalance? In and of themselves,
individual accounts do almost nothing to improve the
system’s solvency. But individual account legislation is
an excellent opportunity to adjust the terms of the Social
Security program, particularly for those young workers
who will be eligible for individual accounts. A critical
question is how much the Bush administration will
propose to reduce the system’s $13.5 trillion in unfunded
statutory obligations. Those reductions cannot be im-
posed on current retirees or near-retirees, but it is entirely
appropriate to alter the terms of traditional Social Secu-
rity benefits for those in their early fifties (like me) and
younger.

Second, the public should pay close attention to the
manner in which the president proposes to reduce tradi-
tional Social Security benefits for those who participate in
individual accounts. If the offset of traditional benefits for
those workers is substantially less than dollar-for-dollar,
then the creation of individual accounts will harm the
long-term financial solvency of the Social Security Trust
Funds, putting traditional benefits at risk for current
retirees and unfairly jeopardizing the capacity of the
system to pay promised benefits in the future.

Third, the public should consider the impact the
president’s proposal can be expected to have on the
growth of unfunded statutory obligations of Social Secu-
rity over the next decade or two. As things now stand,
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those obligations are projected to grow faster than the
overall economy, making the crisis in Social Security
finances worse with each passing year. Properly con-
structed, Social Security reform should slow the growth
of unfunded statutory obligations and perhaps even tap
new sources of revenue. Together, those changes should
reduce the size of the system’s unfunded statutory obli-
gations in relationship to the overall economy, lessening
the burden of our public pension system on future
generations and leaving fiscal capacity to deal with other
pressing problems like skyrocketing Medicare costs.

Finally, a reformed Social Security system should have
adequate and clearly identified sources of liquidity to
meet its statutory obligations over the next 75 years, the
traditional time horizon for the long-term actuarial bal-
ance of social insurance programs. While it is possible
that the trust funds may need to engage in temporary
borrowing for some of that period to finance the transi-
tion to individual accounts, that borrowing should be
repaid in full and the system’s actuarial balance should
be restored within the 75-year time frame.

If the president’s plan measures up on these four
financial yardsticks, the plan will make fiscal sense
notwithstanding substantial transfers to individual ac-
counts over the next few years.

How the IRS Can Close the
Online Auction Tax Gap

By Richard Malamud

Introduction

There is a very large tax gap caused by taxpayers who
either underreport or simply fail to report their income. A
portion of the tax gap could easily be closed if businesses,
such as Internet auctioneers and traditional consignment
sellers, were required to report their customers’ gross
income on Form 1099. Unfortunately, the current regula-
tions do not require these types of businesses to file Form
1099s.

This article will demonstrate that IRC section 6045 is
broad enough to require Internet ‘‘brokers’’ and tradi-
tional consignment sellers to report their customer’s sales
to the IRS. It then explains that reporting is not currently
required because the regulations restrict the definition of
a broker so that information reporting is not required by
anyone that is not a traditional stock or commodities
broker. Finally, it suggests that the regulations be
amended to cover Internet auction and non-Internet
consignment sales. Once those sales are reported to the
IRS, the tax gap will be reduced and a more level playing
field will exist between traditional businesses and some
cyberspace businesses.

The Tax Gap and Internet Sales
Yahoo, eBay, and other Internet auction sites1 allow

millions of people to sell their products either as a hobby
or as an actual business.2 Entrepreneur©.com reports
that, according to Forrester Research, online auctions will

1Most of the following discussion concerning Internet auc-
tion or Internet auctioneers would also apply to live auctions
and auctioneers.

FTPplanet.com under ‘‘online auction guide’’ lists numerous
Internet auction sites. Under top sites it lists Auction Universe,
eBay, FirstAuction, Onsale atAuction, and Yahoo! Auctions. It
lists more than 50 other sites at http://www.ftpplanet.com/
auction/auction_sites.htm (last visited on Sept. 23, 2004).

2Most Internet auction sites would probably argue that they
are not really auctions. In fact, their contracts make it clear that
they are not auctions but are instead venues.

As part of their contract with users, eBay says:
3. eBay is a Venue.
3.1 eBay is not an Auctioneer. Although we are commonly
referred to as an online auction Web site, it is important to
realize that we are not a traditional ‘‘auctioneer.’’ Instead,
the Site acts as a venue to allow anyone to offer, sell, and
buy just about anything, at anytime, from anywhere, in a
variety of pricing formats, including a fixed price format
and an auction-style format commonly referred to as
‘‘online auctions’’ or ‘‘auctions.’’
Yahoo’s Web site states:
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