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PRAISE FOR
BACK TO TAXACHUSETTS?

“Massachusetts has finally established itself as a good place to
do business. This has taken a lot of time and effort. It has also
produced tremendous dividends for the Commonwealth. The
notion of returning to Taxachusetts is simply wrongheaded
and deleterious.”

— William Achtmeyer, Acropolis Advisors

“Pioneer nailed it. This comprehensive study mirrors what | regularly
faced while competing with other states for business development:
Taxes matter. At 5%, Massachusetts is disadvantaged against some
states hut better than others. At 9%, forget about playing offense,
we will be perpetually on defense as our golden egg-laying geese
take flight to lower-cost harbors!”

— Jay Ash, Massachusetts Competitive Partnership and former State
Economic Development Secretary

“The effects of tax policies and regulations on small businesses
and business formation are well known. Pioneer’s study effectively
lays out the consequences of the constitutional tax amendment on
entrepreneurs and should be heeded.”

— John Friar, Executive Professor of Entrepreneurship and Innovation at
the D'Amore-McKim School of Business, Northeastern University

“Pioneer Institute has done it again with Back to Taxachusetts?
Their findings on the tax amendment proposal are a clear warning
about what can go wrong when taxes are set by slogans and
emotion, rather than research.”

— Peter Forman, South Shore Chamber of Commerce
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“Opinion leaders across the Commonwealth must read this book
and understand the consequences of passing this massive tax
hike. Without clear voter education, small business owners will be
asking their legislators, associations and chambers of commerce
‘where were you and why didn’t you warn me?””

— Jon B. Hurst, Retailers Association of Massachusetts

“This book reveals truths that proponents don’t want you to know.
The tax ensnares unintended people, even retirees. Promised
higher spending on education and transportation disappear.
Experiences from other states warn of big taxpayers leaving even
faster. The more you tax an activity, the less of it you get. This
economic rule may be hard for tax proponents to admit, but it’s
not too hard for voters to understand.”

— Marc A. Miles, PhD, Former Assistant State Treasurer,
State of New Jersey

“The data presented in Back to Taxachusetts? are compelling and
frightening. The public must consider the negative effects of this
surtax, and the numerous examples of how it backfired elsewhere
hefore making the same mistake here in the Commonwealth.”

— John Regan, Associated Industries of Massachusetts

“If you're somebody who cares about the future of our state, this
hook gives you all you need to make an informed decision on the
graduated income tax proposal. As the authors show again and
again, the tax will wreak havoc on the state's competitiveness
and economic well-being.”

— Brian Shortsleeve, Co-Founder, M33 Growth
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Pioneer's mission is to develop and communicate
dynamic ideas that advance prosperity and a vibrant
civic life in Massachusetts and beyond.

Pioneer’s vision of success is a state and nation where
our people can prosper and our society thrive because
we enjoy world-class options in education, healthcare,
transportation, and economic opportunity, and where
our government is limited, accountable, and transparent.

Pioneer values an America where our citizenry is
well-educated and willing to test our beliefs based on
facts and the free exchange of ideas, and committed to
liberty, personal responsibility, and free enterprise.
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Foreword

If Pioneer Institute did not exist, it would be necessary to invent
it. There is no other organization in the Commonwealth capa-
ble of producing the quantity and quality of analysis on pressing
issues of public policy, such as income tax policy, that is found in
this volume. Political discourse these days seems to turn more on
tweets than position papers. But position papers remain crucial for
informing our public debate, and we all owe a debt to Pioneer for its
commitment to releasing sober, well-researched papers on such a
breadth of subjects.

This particular volume addresses a proposal to amend the
Massachusetts Constitution to impose a 4% surtax on all income
over $1 million—an estimated $2 billion or more in new taxes
each year—requiring the money raised to be spent on public
education and transportation. Currently, our state Constitution
mandates a flat tax, and the single income tax rate in Massachu-
setts is 5%.

Under the proposed constitutional amendment that rate
would nearly double, to 9%, on any income over $1 million.
Only a handful of states— California, Hawaii, Minnesota, New
Jersey, and Oregon — have income tax brackets of 9% or higher.!
With passage of the amendment, Massachusetts would jump
near the front of the pack.

As explained by the analysis gathered in this volume, the
proposed constitutional amendment poses significant risks that
must be considered. As a matter of good governance, it is unwise
to lock into the state Constitution both a particular tax rate and
particular targets for increased spending (education and trans-
portation). The Constitution is not easily amended; as seen with
this proposal, it can take four years for a proposed amendment
to go from introduction to the ballot.

1



BACK TO TAXACHUSETTS

What if, as Pioneer warns, the new tax causes high-net-
worth individuals and important corporations to flee the state
to lower-tax jurisdictions such as neighboring New Hampshire
or sunny Florida, as happened when tax rates increased in
Connecticut and New Jersey? What if some crisis (for example,
a sudden global pandemic) suggests that the new revenues are
better spent on priorities other than public education and trans-
portation? The proposed amendment sets a dangerous precedent
that will only be magnified if it succeeds and encourages special
interests to sponsor additional proposals to lock state spending
into specific categories.

As a matter of economic and social policy, the proposed
amendment also is unwise. Pioneer has gathered substantial
evidence demonstrating that increased state tax rates do, in fact,
cause high-income individuals and corporations to relocate to
more reasonable jurisdictions—states can kill the goose that
lays the golden egg. In recent years, Massachusetts, which strug-
gled so hard to shed the moniker of “Taxachusetts” that it bore
in the 1980s, has been the beneficiary of that effect, taking in
businesses that revolted against tax increases in neighboring
Connecticut. It would be tragic if the Commonwealth reversed
that inflow and began to lose businesses once again—a risk only
increased, as Pioneer notes, by the ease of “working remotely” in
so many industries, as revealed during the pandemic. As Pioneer
also explains, the proposed amendment is punitive to many tax-
payers whom no one would consider “rich,” but who may have a
sudden influx of income in one year as a result of selling a home
or small business as they head into retirement.

Questions of tax policy and spending priorities are diffi-
cult. There are good reasons why legislatures, legislative staff,
and public interest groups such as Pioneer spend so much
time debating and analyzing the fine points of tax law and
appropriations. These are not subjects that should be left to
bumper sticker political campaigns, especially not when the
results are then locked into the state Constitution. As Pioneer
explains, the proposed amendment is not even honest with
voters, suggesting to them that the new tax revenues must be
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spent on education and transportation, when the fungibility
of money means that the legislature can spend the new revenue
however it wants. If the Constitution is going to be amended,
proponents should be transparent with voters about how the
proposed amendment works.

Ultimately, voters will be asked in November 2022 to make
a choice concerning the economic future of the Commonwealth.
The ideas and analysis presented in this volume are crucial to
informing that debate. I urge all those interested in preserving
the Commonwealth’s business climate to read Pioneer’s work,
and to forward it to friends and colleagues. Whichever way you
decide to vote on the proposed amendment, make it an informed
choice. Thank you to Pioneer for providing so much information
in such a user-friendly volume.

Kevin Martin

Kevin is a partner and co-chair of the Appellate Litigation group
at Goodwin Procter LLP in Boston, Massachusetts, where he has
practiced since 2001. He was counsel for the plaintiffs in Anderson
v. Healey, the 2018 decision in which the Supreme Judicial Court
excluded the graduated income tax from that year's hallot.
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Preface

For the past several years, Massachusetts union leaders and
a majority of legislators have been working to promote a 4%
surtax on the annual incomes of households and businesses
that exceed $1 million. They seek to make this change in the
Massachusetts state Constitution. It was first tried, literally, in
2018, when an initiative petition on the question was challenged
before the Massachusetts Supreme Judicial Court. It was found
unconstitutional.

The proposal re-emerged, like Lazarus if you are pro and
more like a zombie if you are con, in 2019 as a petition of the
legislature itself. The legislature was put before a constitutional
convention in 2019, where it was approved, and then, in accor-
dance with the legislative petition process, voted on at a second
successive constitutional convention in June 2021. It was ap-
proved, interestingly, with the very same wording found uncon-
stitutional by the Court in 2018. With the June 2021 approval,
the proposal to amend the state constitution will appear on the
statewide ballot in the fall of 2022.

The lead proponents of the amendment are the Massachu-
setts Teachers Association and the Service Employees Interna-
tional Union. A series of smaller advocacy and religious groups
are following in their train. The promoters of the constitutional
amendment refer to it as a “Fair Share Amendment,” a wink and
a nod to their frequent assertions that the measure would affect
only the very wealthy, requiring them to pay what proponents
define as their “fair share” of taxes.

After studying the topic at a level of depth that no other or-
ganization has, we fall squarely in the camp of the opponents.
This brief volume is a distillation of two dozen academic studies
that have examined the question from all angles.

As Kevin Martin suggests, there exists the structural issue of
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embedding both an exact rate and its intended purpose into the
state constitution. There is wilful deception built into the word-
ing of the amendment— the fiction that voting for the tax will
force increased spending on education and transportation—a
point that both sides sides explicitly agreed was not the case
during the proceedings of Massachusetts’ highest court in 2018.

Close analysis demonstrates that the people primarily impact-
ed by the measure are businesses and retirees that are selling an
asset, often a nest egg, at the end of a career. People and entities
that are far from the imagined uber-wealthy who are trotted out
by promoters of the new and permanent tax.

We further show that the surtax would endanger the long-
term economic well-being of Massachusetts. Looking at decades
of economic data, we demonstrate that the flight of businesses
and wealth is already a prominent trend, especially to two low
tax states: neighboring New Hampshire and sunny Florida. They
assert that the new tax would prompt businesses and, yes, high-in-
come residents to relocate to states with lower personal income
tax rates, as well as the corollary: it would discourage them from
moving to or establishing a presence in Massachusetts in the first
place.

There is then the timing of the proposal. First, the push to
amend Massachusetts™ state constitution comes in the wake of
2017’s federal tax overhaul, the Tax Cuts and Jobs Act, which in-
cludes a provision that caps the state and local tax (SALT) deduc-
tions taxpayers can take on their federal returns. The provision
greatly magnifies the impact of the proposed tax increase.

While Congress may adopt changes to the deduction cap,
as of this writing, the maximum state and local tax deduction is
$10,000.

Second, the proposed amendment comes in the wake of the
Covid pandemic, which has upended how we work— most likely
on a permanent basis. Many knowledge-based businesses and
really all jobs that do not require an in-person presence have be-
come highly mobile. That makes the risk of business and wealth
flight even greater among high-income residents and businesses
alike.

15



BACK TO TAXACHUSETTS

Toward the end of this volume, we take stock of proponents’
arguments in favor of the constitutional amendment, as well as
the flawed studies they cite to bolster those viewpoints.

The purpose of this brief volume is, as Kevin Martin notes,
ensuring that come November 2022, voters make an informed
choice as to whether to embed a tax increase permanently in the
state Constitution.

While aimed at a general audience, it is even more targeted
at thought leaders, business leaders, media professionals — many
of whom have heard that there is a tax issue up for a vote, but
don’t have a good understanding of what it means for them.

Of course, no one possesses a crystal ball. And that’s why we
turn to the empirical record — past trends and the experiences
of other states— throughout this volume.

That is precisely where we begin. The first chapter looks at
the experiences in Connecticut and California, both of which
implemented higher taxes ostensibly focused on the wealthy.

These two states provide strong empirical evidence of the
impact of tax policies similar to the proposed surtax amendment
on job creation, home values, state spending, and so much more.

James Stergios & Mary Connaughton



Chapter 1

Learning from Experiences
in Other States

Lessons from Connecticut

Long the wealthiest state in the country in terms of per capita
income, Connecticut today is suffering from a corporate re-
volt that has seen mainstays like General Electric and Alexion
Pharmaceuticals move valuable headquarters operations out of
state. Less visible but still very real has been a steady outflow of
wealth to other states, with high earners increasingly moving to
low-tax states like Florida and North Carolina. Growth of the
number of millionaires in the Constitution State is far below the
national average.” Other economic indicators also point to trou-
ble, including a stubbornly higher than average jobless rate. The
state’s billions of dollars of unfunded public employee pension
obligations likewise illustrate the dire fiscal issues it faces.

There are a number of factors that contribute to the growing
unease and turbulence in the Connecticut economy, generating
headlines like The Atlantic’s “What on Earth is Wrong with
Connecticut?” and Governing’s “The Fiscal Mess in America’s
Richest State.” The Constitution State has lost 26,304 manufac-
turing jobs between 2008 and 2020, a drop of 14.1%, far greater
than the U.S. drop of 5.3% over the same period.’ Connecticut
also ranked 49" among the states and D.C. in private sector wage
gains and 48" in private sector employment gains between 2008
and 2020. It is one of only three states that never recovered to
pre-Great Recession employment levels, alongside West Vir-
ginia and Wyoming. The state’s once-vaunted regional casino
gambling monopoly is also eroding amid new competition from
Massachusetts, Rhode Island and New York.

17



BACK TO TAXACHUSETTS

Connecticut’s embrace of an aggressive tax policy—includ-
ing a sharp corporate tax rate increase —to pay for ballooning
government expenditures has been a major contributor to the
loss of bedrock employers. Higher corporate tax rates, combined
with hikes in the personal income tax and, especially, the estate
tax, also appear to be a factor driving away a growing number of
the state’s wealthiest residents.

The Roots of Connecticut’s Tax Crisis

Like the rest of the country, Connecticut has undergone dra-
matic changes during the past quarter century. These changes
have led to losses of major businesses and, from the start of the
Great Recession through January 2020, an actual decline in jobs.
Insurance and financial services—pillars of the Connecticut
economy— have taken hits as companies merge, consolidate, or
move to what they perceive to be greener pastures.* In the past
few years alone, Connecticut has lost General Electric and Alex-
ion Pharmaceuticals to Massachusetts, and Aetna moved many
of its top executives to New York.

In recent decades, Connecticut has seen chronic instability
and turmoil when it comes to state government spending and
taxes. The last 26 years have been punctuated by a cycle of budget
showdowns in Hartford between various governors and legislative
leaders. While the faces and names change, the results have typi-
cally been the same: sharp tax increases to cover the rising cost of
a host of government services, with ballooning public employee
pension obligations and health care costs leading the way.’

That’s not the way it was supposed to work when Connecti-
cut adopted the state’s first income tax in 1991. Back in the 1980s,
Connecticut had more in common with income tax-free New
Hampshire, offering a lower-cost alternative to businesses and
families than tax-and-spend states like New York and, at that
time, Massachusetts.®

Until then, Connecticut had largely relied on a combination
of a sales tax and corporate and capital gains levies to pay its
bills, but revenue from all three plunged during the 1990-1991
recession, creating one of the worst state budget meltdowns in
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the country. When Gov. Lowell P. Weicker Jr., with help from
Assembly and Senate Democrats, pushed through Connecticut’s
first income tax in 1991, one aim was to provide a more solid
base for state finances. Critics warned the new tax would beget
more spending, but Weicker and other supporters of the income
tax argued that plans for a constitutional cap on spending would
provide the necessary check.’”

The spending cap has since fallen by the wayside as Con-
necticut lawmakers have voted to raise the income tax four times
in the last 20 years, in 2003, 2009, 2011, and again in 2015. The top
rate has shot up 77% since 1991, from 4.5% to 6.99%.% Behind
the increases have been escalating public employee pension obli-
gations and health benefits, as well as payments on Connecticut’s
large debt load, which has now reached into the tens of billions.
From 1991 to 2016, these government expenditures increased by
174% above the rate of inflation.’

Connecticut’s budget and tax woes have only intensified
in the last few years, and former Gov. Dannel Malloy and state
lawmakers increasingly targeted high earners and big companies
to shoulder more of the burden. Faced with a $3.3 billion budget
shortfall in 2011, the state turned to an array of tax hikes to help
cover the gap. Along with raising the income tax, Gov. Malloy
and state lawmakers doubled the surcharge tax for larger firms
from 10 to 20%; rolled out a 7% luxury goods tax on yachts,
jewelry, cars and clothes; and lowered the threshold for the estate
tax from $3.5 million to $2 million."

Gov. Malloy and lawmakers went back to the tax well in 2015
when they faced yet another massive budget deficit, again tap-
ping the state’s major corporations and the wealthy to close the
gap. That year’s budget hiked the top rate for individuals making
over $250,000 and couples more than $500,000 from 6.7 to 6.9%),
rising to 6.99% for single filers earning more than $500,000 and
couples pulling down more than $1 million. Connecticut resi-
dent trusts and estates saw their taxes jump to 6.99 % as well."
There was also an increase in the relatively new luxury goods
tax— covering everything from cars worth more than $50,000
to clothing valued at over $1,000 — from 7% to 7.75%."

19



BACK TO TAXACHUSETTS

20

Corporations didn’t get off any easier. The 10% corporate
tax surcharge was extended through 2021, while companies
were prohibited from reducing their taxes by more than 50%
through the use of tax credits, down from the previous 70%.
In recent years, Connecticut has also expanded its pass-through
entity tax base, effectively raised taxes on pass-through entity
owners, and reduced tax credits for pass-through entities.”” A
decision to move towards a unitary reporting system in which
major companies would have to pay taxes on operations beyond
Connecticut’s borders drew stern warnings from GE and Aetna,
among other companies."

The upshot is that, after years of increases, Connecticut’s state
and local tax burden topped 12.6% by 2012, second in the country
only to New York and up from a low of 9.9% in 1980."" By 2020,
Connecticut had one of the latest “Tax Freedom” days in the nation
on April 25, three weeks later than Florida and nine days later than
the country as a whole. The state’s escalating array of tax hikes has
not gone unnoticed by those at the top end of the income ladder.

According to Tax Foundation rankings published in 2016,
Connecticut ranked highest in total state/local tax burden per
capita nationwide and ranked second in state-local tax burden as
a percent of state income (see Figure 1) based on an analysis of
fiscal year 2012 data. Massachusetts, by comparison, ranked 6"
and 12, respectively.””

While a budget showdown in Hartford again grabbed head-
lines in 2017, proposals for yet another income tax hike and for
a levy on hedge funds went nowhere amid increasing push back
by the business community. In October 2019, revenue projections
still showed that the status quo would produce billion-dollar bud-
get deficits by fiscal year 2022, despite the steps the state took to
increase revenue by more than $2.5 billion in the 2019 legislative
session.'”® During the COVID-19 pandemic, Connecticut has relied
largely on its Rainy Day Fund to balance its budget, an unsustain-
able strategy that does nothing to mitigate a billion-dollar rise in
fixed costs." Left to foot the bill for Connecticut’s fiscal meltdown
on multiple fronts, major employers and some of its wealthiest
families and individuals have been heading for the exits.
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Figure 1. List of states by state & local tax burden, 2020

Incpercap | State State & local tax burdenasa | Rank State & local tax Rank
share of state income burden per capita
65644 New York 13.8% 1 $9,059 1
72213 Connecticut 10.6% 10 $7,655 2
64924 New Jersey 10.7% 7 $6,947 3
52669 North Dakota 12.7% 2 $6,689 4
53145 Hawaii 12.5% 3 $6,643 5
68233 Massachusetts  9.6% 25 $6,550 6
60512 Maryland 10.4% 13 $6,293 7
60156 California 10.3% 14 $6,196 8
54919 Minnesota 1.2% 6 $6,151 9
51976 Vermont 11.6% 4 $6,029 10
53943 Illinois 10.7% 8 $5,772 ll
52379 Rhode Island 10.6% 9 §5,552 12
58550 Washington 91% 30 $5,328 13
46570 Maine 11.4% 5 $5,309 14
53144 Pennsylvania 9.7% 22 $5,155 15
50663 Nebraska 10.1% 17 $5,117 16
47458 lowa 10.5% ll $4,983 17
58397 New Hampshire  8.4% 7 $4,905 18
50350 Delaware 9.7% 23 $4,884 19
49290 Wisconsin 9.9% 19 $4,880 20
55335 Colorado 8.8% 33 $4,869 21
55306 Virginia 8.7% 36 $§4,812 22
48372 Oregon 9.8% 21 $4,740 23
56377 Wyoming 8.3% 44 $4,679 24
46651 Ohio 10.0% 18 $4,665 25
48869 Kansas 9.5% 27 §4,643 26
46914 Nevada 9.6% 26 $4,504 27
43938 Louisiana 9.9% 20 $§4,350 28
49554 SouthDakota  8.6% 38 $4,262 29
46258 Michigan 9.1% 31 $§4,209 30
47929 Texas 8.7% 35 $4,170 31
39521 New Mexico 10.4% 12 $4,110 32

21
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56794 Alaska 7.2% 50 $4,089 33
44002 Utah 9.2% 29 $4,048 34
41520 Arkansas 9.6% 24 $3,986 35
44180 North Carolina  9.0% 32 $3,976 36
38644 West Virginia ~ 10.2% 15 $3,942 37
45312 Montana 8.6% 39 $3,897 38
40999 Kentucky 9.5% 28 $3,895 39
45225 Indiana 8.6% 37 $3,889 40
45744 Missouri 8.4% 43 $3,842 |
44536 Georgia 8.4% 40 $3,741 42
42094 Idaho 8.8% 34 $3,704 43
36375 Mississippi 10.1% 16 $3,674 44
47869 Florida 7.6% 48 $3,638 45
42081 South Carolina  8.4% 42 $3,635 46
43634 Oklahoma 8.1% 47 $3,634 47
42505 Arizona 8.2% 46 $3,485 48
44950 Tennessee 7.6% 49 $3,416 49
40467 Alabama 8.3% 45 $3,359 50
Stagnant Economy

Like many states in the Northeast, Connecticut has been ad-
versely impacted by some significant long-term economic trends.
The Constitution State has seen a steady drop in manufacturing
jobs amid growth in lower-paid sectors like health, education,
and tourism. Moreover, Connecticut residents face some of the
highest housing costs in the country.

Connecticut’s economy has dramatically underperformed
the nation and New England over the past decade, a period of
near constant state budget emergencies in Hartford, almost inev-
itably followed by sharp tax increases. It is part of a larger trend,
with Connecticut’s recovery from the Great Recession markedly
slower than the country as a whole and slower than its more eco-
nomically dynamic neighbor to the north, Massachusetts.
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Figure 2. Non-farm employment growth rate by state, January 2008 -
January 2020%
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Between the pre-Great Recession employment peak of
January 2008 and January 2020, just before the pandemic hit,
only three states failed to restore employment to pre-recession
levels: Connecticut, West Virginia, and Wyoming. Unlike the
post-recession struggles of West Virginia and Wyoming, howev-
er, Connecticut’s stagnant economy is harder to link to a heavy
reliance on energy production and natural resource extraction.
Connecticut had 11,800 fewer seasonally-adjusted jobs in Janu-
ary 2020 than in January 2008 (see Figure 2).

Figure 3. Cumulative nonfarm employment gains in the U.S. and
Connecticut, January 2008 - January 2020%
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A July 2017 report from Connecticut state comptroller Kevin
Lembo predicted the state would recover its jobs lost during the
Great Recession in “a little over two years.”* Instead, Connecti-
cut’s recovery stalled, and after Lembo’s report was published,
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the state continued to lose jobs on net through the summer of
2019. To put this in a national perspective, U.S. employment
had surpassed pre-Great Recession levels by May 2014. Figure 3
compares recession job recovery in Connecticut to the U.S. as
a whole, showing that in January 2020 the U.S. had 10% more
seasonally-adjusted nonfarm jobs than it did in January 2008,
while Connecticut had 1% fewer jobs.*

Figure 4. Private Sector Job Growth by NAICS Sector in the United States and
Connecticut, 2008 - 2020%
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Figure 5. Private sector wage growth by state, 2008 - 2020%
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It’s difficult to pin this economic stagnation on any one in-
dustry. Between 2008 and 2020, Connecticut underperformed the
U.S. in 14 of the 18 private industry sectors classified by the North
American Industry Classification System (NAICS). Connecticut
suffered double-digit job losses in eight of those sectors, including
financial services (—14.9%), manufacturing (-14.%), construction
(—17.6%), and utilities (—25.1%), among others (see Figure 4).

Another useful measure of the dissonance between Con-
necticut and the rest of the country in terms of economic per-
formance is private sector compensation growth. Connecticut
ranked 49™ among the states in private sector wage gains from
2008 to 2020, with private sector paychecks increasing just 19.1%
in the Constitution State compared to 34.2% in the U.S. as a
whole (see Figure 5).”” By comparison, private sector paychecks
in Massachusetts increased 41.0% during the same period, beat-
ing the national average. Connecticut also underperformed the
U.S. in wage growth in 14 of the 18 NAICS sectors.

Among the reasons for the slow private sector wage growth
in Connecticut post-Great Recession is that, even as the state
failed to add back, on par with other states, the jobs it had lost,
the new jobs that were being created were not as high-paying as
the ones it had been losing. A 2016 report by the Connecticut
Commission for Economic Competitiveness found that jobs
added by the state’s new growth industries— health care, food
service, and education—had an average annual pay of $54,018.
More remunerative fields, like I'T, manufacturing, and construc-
tion, where wages average $75,246, were shedding jobs.*®

According to the State Economic Competitiveness Index
series published by the American Legislative Exchange Council
(ALEC), Connecticut’s economic outlook ranked 32nd among the
states in 2009 (with 1 being best and 50 worst).” By 2020, it had
slipped to 40'". In a more recent report, ALEC described Connecti-
cut’s sluggish GDP growth and persistent domestic out-migration
as especially alarming.”® It also ranked Connecticut as the single
worst state in terms of economic performance between 2008 and
2018. The same report found that a 2019 tax increase threatened to
decrease Connecticut’s economic outlook rank from 40 to 44

27



BACK TO TAXACHUSETTS

Figure 6. Private Sector Wage Growth by NAICS Sector in the United States
and Connecticut, 2008 - 2020%
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Repeated budget crises and tax hikes don’t just result in a
sluggish economy and job losses. Homeowners are also taking
a hit. Connecticut ranked dead last among the 50 states and
Washington, D.C. in house price appreciation between 2012 and
2020 (see Figure 7).** In Fairfield County, which is well-known
for its high concentration of wealthy individuals and large cor-
porations, home values remained 18% below their 2006 peak as
of 2019.%*

The economic damage done by Connecticut’s perennial
budget deficits has apparently been compounded by the state’s
decision to deal with them by repeatedly hiking taxes, according
to economist Nicholas Perna. “Deficits are not just corrosive
to confidence in the business climate, but eliminating them
through taxes or spending cuts is a drag on the economy,” Perna
noted in an interview with the CT Mirror.*

Looking ahead, Connecticut’s outlook is clouded by high
taxes and high debt. The state has the 6™ highest property taxes
and 12 highest personal income taxes in the country.® It is one
of just 11 states to have its own estate tax, and Connecticut’s base
estate tax rate of 10% is tied for second highest in the nation.”
The state’s budget for fiscal years 2020 and 2021 included hun-
dreds of millions of dollars of tax hikes and revenue grabs, all
while burdening the business community with minimum wage
increases and paid family and medical leave obligations. The
General Assembly also called for an exploratory study of a pay-
roll tax on employers, which was later implemented in January
2021.3® Meanwhile, consumers have to contend with an addition-
al 1% tax on restaurant meals and expansions of the state sales
tax to cover motor vehicle parking, dry cleaning, interior design
services, and other activities.*

Corporate Exodus

Faced with a sluggish economy and constant turmoil over the
state budget and taxes, some of Connecticut’s top companies
have and continue to move to other states. This corporate exodus
threatens to further exacerbate the state’s already serious tax and
budget woes.
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General Electric was among the most visible of the compa-
nies that left Connecticut. In 2016, the company decided to move
its headquarters to South Boston’s booming waterfront with a
promise to employ up to 800 people there, including many high-
ly paid executives, though recent estimates pin the number at
closer to 250.*

Despite this disappointing result for Massachusetts, there
isn’t much of a silver lining for Connecticut, which simply failed
to maintain the friendly business climate and political favoritism
that GE had come to expect.*’ While the tax incentives used to
lure GE to Boston rightfully remain controversial, by 2016 Mas-
sachusetts was clearly in a better position than Connecticut to
pour money into corporate tax breaks after gross public debt had
fallen for five straight years as a percentage of GDP. By contrast,
gross public debt rose in Connecticut as a share of GDP every
year from 2007 to 2020.*>

GE’s exit has only made the state’s debt crisis worse. General
Electric once paid roughly $1.9 million a year to the Town of Fair-
field alone, and hundreds of well-paid GE executives no longer pay
Connecticut income taxes after the company’s move to Boston.*

Still, perhaps the biggest damage resulting from GE’s exit
is to Connecticut’s once solid reputation as a good place to do
business. Connecticut’s failure to hang onto the crown jewel of its
corporate community—or at least to make a reasonable show of
responding to GE’s concerns—has helped make the Constitution
State a poster child for states seemingly hostile or indifferent to the
concerns of business, sparking negative business press coverage.

GE’s move has paved the way for defections by other com-
panies, such as Alexion Pharmaceuticals, which announced
plans to move to Boston by mid-2018, despite having to pay
back a $20 million loan from the State of Connecticut and a $6
million grant.** The company is now located just a 10-minute
walk from GE’s South Boston headquarters. Aetna also seemed
unhappy about the direction of Connecticut’s tax and budget
policies, threatening to move its headquarters to New York.*
Aetna even offered Connecticut lawmakers a warning, tying the
issue of whether it will keep a substantial number of employees
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in Connecticut over the long term to the state’s economic health
and the ability of political leaders to put state finances on a
“sound financial footing.”** While Aetna’s headquarters remain
in Connecticut as of 2021, its public outcry over state taxation
was particularly unsettling given the company’s roots in Con-
necticut that go back to 1853.*

It would be hard to argue that no one saw this corporate
rebellion brewing. GE and Aetna were out front in warning
Connecticut’s political establishment about the potential con-
sequences of its seemingly endless cycle of budget crises and
subsequent tax hikes. With a $700 million tax hike in the works,
Aetna, Travelers and GE all released statements on the same day
in June 2015 warning Governor Malloy and legislators of the
potential consequences of moving forward. GE warned it would
“seriously consider whether it makes any sense to remain in
Connecticut,” while Aetna made clear “such an action will result
in Aetna looking to reconsider the viability of continuing major
operations in the state.”*®

Connecticut lawmakers passed the tax package anyway. One
senator claimed that the increases, which supporters argued
would be used to pay for overhauls to the state’s transportation
system, signaled “a brighter day” ahead.”

The plan included a “unitary tax” requiring companies to pay
taxes on their subsidiaries and operations in other jurisdictions,
not just Connecticut. With its global footprint, GE had been par-
ticularly vocal in its concerns about that part of the package.®

Voting With Their Feet

It is not just Connecticut’s leading corporations that are recon-
sidering whether to stay in the Constitution State. Some of the
state’s wealthiest families and individuals have also been voting
with their feet.

Most individuals don’t have a company’s megaphone through
which to broadcast their displeasure over state budget and tax
policy. For myriad reasons, high-net-worth individuals may also
be loath to take actions that draw attention to their status or to
inject themselves into volatile and contentious public debates.
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Figure 7. Home value appreciation by state, Q12012 to Q12020%'
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However, in 2012 (tax year 2011), the IRS began to track
“Gross-Migration File” data, which includes changes in address
reported on income tax returns. The data track both “inflows™—
taxpayers moving into a particular state or county—and “out-
flows,” or those leaving. The returns are also grouped by age and
adjusted gross income (AGI) in tiers ranging from $0—$10,000
to $200,000 and up. The data afford researchers the opportunity
to study the inward and outward state migration of individuals
with relatively high incomes.

There are critics of this type of analysis who note that just
because someone moves out of state doesn’t mean the job and
taxable income they are leaving behind are lost, arguing that
someone else will be hired to fill the position.

Critics have also taken aim at studies arguing that state tax
rates are the primary reason why some states are losing popula-
tion, especially among wealthier residents. There are obviously
many factors driving migration from some states and towards
others, including a preference for the sunnier climes of Florida
and Texas by retirees from the chillier Northeast. Housing costs
and economic factors are also important, especially if opportu-
nities for advancement and profit are more abundant elsewhere.

Yet it would be disingenuous to say that tax rates and addi-
tional levies like estate and inheritance taxes play no role in why
some states are losing population to others that don’t have income
or estate taxes. That is especially true in the case of Connecticut,
which has lost a significant number of its wealthiest citizens during
a time of rising tax rates amid lackluster economic performance.

In 2018 alone, Connecticut lost more than $1.2 billion in net
AGI migration.” On a per capita basis, only Washington D.C.,
New York, Illinois, Alaska, and New Jersey lost more.” Over
the period 2012-2018, net AGI losses from interstate movement
totaled $12.3 billion in the Constitution state, more than Mas-
sachusetts’ corresponding figure of $8.5 billion, despite the fact
that Connecticut has about half of Massachusetts’ population.

Overall, residents filing 27,537 tax returns with an AGI of at
least $200,000 (hereafter, “high-income taxpayers”) moved out
of Connecticut between 2012 and 2018, far outpacing the 20,174
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tax returns filed by those who moved in. Tellingly, the average
annual income of the high-income taxpayers who moved out,
$765,958, well exceeds the average income of those who moved
in, $634,364. While migration created a decline in AGI in every
income bracket tracked by the IRS from 2012 to 2018, top earners
made up over two-thirds of Connecticut’s tax revenue migration
losses during the period, a product of their disproportionate
wealth and high out-migration rates (see Figure 8).

On a per-capita basis, Connecticut’s net migration of AGI
among high-income taxpayers was second worst in the country
from 2012 to 2018, with only Washington, D.C. seeing more tax-
able income flee.** Over this period, Connecticut received an av-
erage of 121,749 tax returns per year from taxpayers with an AGI
of $200,000 or more. Its net AGI out-migration of taxpayers in
this income category was a staggering $8.29 billion, representing
an average AGI loss of $765,958 for every high-income taxpayer
who left. While Connecticut and D.C. were losing net AGI due
to out-migration of high-income taxpayers, many states, led by
Florida, had net positive gains in AGI among high-income tax-
payers (see Figure 9). In just seven years, 122,341 high-income
taxpayers moved to Florida, adding $3,244 of taxable income on
net to Florida’s AGI for each resident the state had in 2012, a total
of $62.6 billion.*

The decision by some of the state’s wealthiest families to move
elsewhere has contributed to a decline in tax revenue that has only
deepened Connecticut’s latest budget crisis. And state officials
have announced public recognition of this issue. Taxes paid by the
state’s top 100 taxpayers plunged by 45% from 2015 to 2016 alone,
adding up to a $200 million hit.*® Despite this decrease in wealthy
taxpayers, in 2016 the richest 3% of Connecticut households were
still responsible for 41% of income tax payments.”’

In 2010, there were 11 Connecticut billionaires on the Forbes
400 list of the wealthiest Americans.”® By 2020, that list had
shrunk to five.” Of the previous decade’s 11, four had moved
to Florida and one had died.®® Meanwhile, two had fallen off of
the list for financial reasons and another, logistics entrepreneur



CHAPTER 1: LEARNING FROM OTHER STATES

Bradley Jacobs, had joined the list for the first time. The four who
fled to Florida, including Paul Tudor Jones, Edward Lampert,
Thomas Peterffy, and C. Dean Metropoulos, had a combined net
worth of $34.1 billion as of November 2021. While calculating
how much each would have paid in taxes is difficult, as many of
the details of each individual’s investment income and salaries
are not public, the stock market often nets them tens of millions
of dollars every day, implying a nine-figure loss of revenue for
the State of Connecticut.®!

Figure 8. Net AGl loss due to migration in Connecticut by income group,
2012-2018
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Figure 9. Per capita net AGl loss due to migration of high-income taxpayers
by state, 2012-2018
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Beyond out-migration of high-income residents, a number
of additional factors may be fueling the drop in taxes paid by
Connecticut’s wealthiest residents. State revenue officials point
to a decline in the hedge fund industry, for example.®> And while
migration rates of the wealthy are often relatively low, Kevin B.
Sullivan, commissioner of the Connecticut Department of Rev-
enue Services, admitted in 2016 that “five or six of the highest
earners could have a measurable impact on the revenue stream.”
The state’s over-reliance on the wealthy to fill state coffers has
even led it to track how much some of its most affluent individu-
als should be paying in taxes each quarter.®

Moreover, Connecticut’s wealthiest families may be taking
other measures short of completely relocating to protect their
income as the state repeatedly raises rates. Stories abound of
multi-millionaires who have changed their tax domiciles to Flor-
ida, despite continuing to operate businesses in Connecticut or
New York City.** After a brief lag, it seems that efforts to evade
taxation have caught up with tax hikes. The amount of taxes paid
by the top 100 jumped after rates climbed in 2011 and 2015, only
to fall again the following years, state revenue officials have said.*

It’s not just about the income tax, either. The wealthiest
taxpayers also pay close attention to estate and gift taxes, which
can fall heavily on those in the highest tax brackets. Connecticut
is one of a dwindling number of jurisdictions with an estate tax
and the only state with a gift tax.

Twelve states still had an estate tax in 2020, down from 15 in
2015 after Tennessee, Delaware, and New Jersey all abolished the
levy.® Several other states have decided to raise their thresholds for
applying the tax, with New York notably upping it to $5.25 million.*”

But under pressure to meet the rising cost of ever-growing
public employee pension obligations, Connecticut has moved in
the opposite direction. During the 2011 budget crisis, the state
lowered the threshold for its estate tax, which tops out at 12%,
from $3.5 million to $2 million.®® Four years later, amid another
budget showdown, state lawmakers lifted a $12,500 cap on pro-
bate fees, while estates over $2 million had court fees raised to
0.5%, enough so probate costs topped $1 million for some large
estates.®
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While Connecticut is currently set to raise its estate tax
threshold to the federal level of $11.6 million by 2023, the eco-
nomic damage from its era of recklessness has already been
done.”

Alongside its income tax hike, Connecticut’s decision to dou-
ble down on the estate tax has arguably been a significant factor
contributing to the outflow of wealthy families and their assets
since 2013. A 2008 study by Connecticut revenue and budget
officials zeroed in on the reasons why residents and retirees were
leaving the state. More than half the estate planners surveyed
for the study reported having clients who changed their main
residence from Connecticut or moved to another state altogether
“primarily” due to the estate tax.”!

The study found that the average estate of those who left
Connecticut was $7.5 million, which would have equated to
$705,200 in potential estate taxes, while their average taxable
income was $446,000. This resulted in a loss to the Connecticut
treasury of nearly $22,000 in income taxes from each family who
left.”> The top four destinations were Florida, New Hampshire,
Arizona and North Carolina, none of which have estate taxes.
The top four reasons clients gave for moving out of Connecticut
were the state’s income tax, its estate tax, the New England cli-
mate, and already spending part of the year out of state.”

The study by Connecticut revenue officials also noted it’s
not that hard to change your principal address for tax purposes
given the options opened up by modern travel and the personal
computer and internet. It can be as simple as listing a second
home as a main residence.

The ease with which Connecticut’s highest earners are able
to side-step estate taxes and the state’s 12% gift tax, another
levy unpopular with the wealthy, were highlighted in an op-ed
by David DeLucia, a retired executive living in Darien after a
long and successful career on Wall Street.”* DeLucia notes that
all but one of his “super wealthy” friends in Connecticut have
since moved to Florida. He is particularly irked by Connecticut’s
gift tax, noting it is the only state with such a fee. After a life-
time of paying taxes, DeLucia feels he has paid his fair share and
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then some. “Wealthy people have options, especially mobility,”
DeLucia writes. “If I sell my Connecticut home, move to any
other state and then make gifts of my wealth to my heirs, I save
them millions of dollars. My super wealthy friends call this the
‘free move.” You can move out of Connecticut and the gift tax
savings more than offsets the cost of the move and the new home
purchase. Why wouldn’t anyone do this?”

When the wealthy leave, the state doesn’t just lose the income
taxes they would have paid. Their spending on “expensive cars,
big homes, expensive jewelry... fancy restaurants” also moves
with them, not to mention wages paid to “landscapers, plumb-
ers, electricians, etc.,” DeLucia argues. “Connecticut politicians
seem wedded to their simple strategy of, “Let’s keep raising taxes
on the remaining corporations and the wealthy so they can all
pay their fair share,” DeLucia writes. “This one-trick pony only
works for so long and, I might add, when you put on too much
weight, even a strong pony collapses.”

Out-migration of the wealthy is part of a national trend that
is seeing the wealthy move out of New York, New Jersey and other
states to escape estate taxes. Nor is it necessarily required that the
affluent actually move anywhere to avoid estate taxes. In some
cases, the highest earners aren’t going anywhere, just moving
assets into trusts in states without estate taxes like Delaware and
Alaska. William Lipkind, a New Jersey lawyer, told Bloomberg
News he routinely moves clients’ assets out of state to avoid estate
taxes, with the amount ranging from several hundred thousand
dollars to hundreds of millions. “I can’t sit with a client who has
a substantial portfolio or is contemplating selling his business
without putting the strategy on the table,” Lipkind said. “You
scratch your head and say, ‘Why pay if we don’t have to?’””

As a result, Connecticut’s high estate tax rate hasn’t translated
to higher revenues. In 2009, estate and gift taxes made up 1.9% of
total tax revenues, declining to 1.1% by 2019.7 This may also be a
sign that would-be taxpayers have found ways of avoiding them.

No Longer Taxachusetts
Defenders of Connecticut’s tax policies point to the fact that it
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has lost a considerable amount of wealth over the last few years
to Massachusetts. Given the Commonwealth’s old Taxachusetts
label, they claim this demonstrates that Connecticut’s tax pol-
icies are not a major factor in the exodus of wealthy taxpayers
from the state.

But this argument is rooted in an outdated view of the Bay
State’s tax and budget policies. Connecticut has hiked its income
tax four times since 2003; Massachusetts has hiked its income
tax just once in the last 25 years.

In the midst of a dire budget crisis during the 1990-1991
recession, Massachusetts lawmakers voted to hike the income
tax to 6.25% and then drop it down again in 1992 to 5.95%."
Nearly a decade later, Massachusetts approved a ballot question
to bring the income tax rate back down to 5%. State lawmakers
later attached a series of conditions designed to make the decline
in the income tax rate a gradual process, with a .05% drop each
year in which certain revenue markers were met. By 2020, the
rate had reached its target of 5.0%."

State lawmakers roundly rejected a proposal by Gov. De-
val Patrick in 2013 to hike the income tax rate back to 6.25%
to spend more on transportation and infrastructure projects.”
While Massachusetts adopted a combined tax reporting system
of the type GE protested so vehemently in Connecticut, it also
knocked its corporate tax rate down from 9.5% to 8%.%

Overall, from 1977 to 2012, Massachusetts saw one of the
largest tax reductions in the country, with residents’ local and
state tax burden dropping from 12.3% to 10.3%. Only Alaska
and North and South Dakota saw bigger drops.* Once one of
the worst performers, Massachusetts is now solidly in the middle
ranks of the Tax Foundation’s Business Tax Climate Index.®

The Bay State’s relative restraint on taxes and spending helped
set the stage for a quarter century of strong growth following the
state budget battles and crises of 1988—1991. Massachusetts has
created more and better jobs than Connecticut and other states
across the Northeast, and real per capita income more than tri-
pled from 1980 to 2019.%
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Overall, Massachusetts gained some 411,000 net jobs from
2008 to 2020 for an increase of 12.5%, according to Pioneer In-
stitute research. The state recovered all the jobs lost during the
Great Recession and then some, with more than 3.7 million peo-
ple working in Massachusetts in 2020, compared to 3.3 million
in 2008.%* Before the COVID-19 pandemic, the state unemploy-
ment rate hovered near 3%, a 20-year low and down from 8.8%
at the height of the Great Recession.*

The Bay State’s lower taxes and more vibrant economy are
attracting or creating millionaires at nearly twice the rate of
Connecticut. Massachusetts saw the number of millionaires
increase by 84.5% from 2009 to 2019, making it and New Hamp-
shire the only northeastern states in the top one-third of the list
of the 50 states and Washington D.C..* That’s also well above
Connecticut’s 57.3% millionaire growth rate.

L B & 2

Connecticut has turned repeatedly to its wealthiest taxpay-
ers to cover spending increases and is now suffering the conse-
quences. Connecticut’s governor and top legislative leaders were
equally optimistic before the state’s last major tax hike in 2015.
Mark Bergman, a spokesman for Gov. Malloy, called it a “his-
toric investment” financed by tapping the state’s richest families
and companies, adding that “we are asking our wealthiest and
our corporate community to help pay for a transformational
transportation and infrastructure system that will benefit Con-
necticut’s economy for decades to come.”®’

Connecticut’s legislature and governor shrugged off warn-
ings from major employers like GE and Aetna that they would
consider moving out of state if potentially damaging provisions
like a unitary tax reporting system were passed. Years of red flags
and other signs that the Constitution State’s wealthiest fami-
lies were just as unhappy with the state’s tax policies also went
unheeded.

Consequently, the state’s third tax increase in six years failed
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to usher in a new era of prosperity or even solve Connecticut’s
persistent budget woes. Instead, Connecticut’s economic growth
practically ground to a halt in 2016, with a drop in income tax
revenue from the state’s wealthiest taxpayers triggering another
budget crisis in 2017.

This time, legislative leaders rejected plans to boost the state
income tax for couples making more than $1 million annually to
7.49% % Malloy, who just two years before had led the charge for
higher taxes on corporations and the wealthy, talked lawmakers
down from plans to impose a special tax on hedge funds, siding
with Republicans who argued it would drive millionaires from
the state.*

While the Massachusetts economy has proven far more re-
silient and dynamic in recent years, there’s no reason to think
a similar scenario couldn’t repeat itself here. Like Connecticut,
the Commonwealth is reliant on a relatively small number of
wealthy taxpayers, who foot a sizable chunk of the state’s bills.”

There are many reasons why wealthy families and corpo-
rations opt to leave one state for another, from weather to the
business climate. While taxes are not the sole factor, they are
nevertheless a consideration for companies and wealthy families
alike, who routinely draw upon sophisticated advice from finan-
cial planners, accountants, and tax lawyers. Moreover, taxes are
a factor that can become more important as rates escalate.

For those with the means to relocate, mobility has never
been easier. The rise of instant communications and the abili-
ty to do business anywhere and anytime make it fairly easy to
change one’s permanent address and effectively move income to
a state with lower income taxes, or none at all.

Connecticut provides a sobering real-world example of how
a seemingly attractive tax-the-rich scheme can backfire badly
on a state, turning rosy projections of revenue gains to real-life
losses, and damaging business confidence in the process.

We next turn our attention to another state that offers les-
sons to Massachusetts on the consequences of progressive taxa-
tion: California.
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A 2012 Tax Hike Cost California Billions of Dollars in
Economic Activity

In the aftermath of the Great Recession of 2007-2009, the State
of California faced a series of difficult budget decisions. In state
lawmakers’ own words, these decisions resulted in some $56
billion in cuts to “education, police and fire protection, health-
care, and other critical state and local services.”®! Then, in 2012,
the same lawmakers reached a dubious conclusion, namely that
“raising new tax revenue is an investment in our future that will
put California back on track for growth and success.”®* This is
the context in which the legislature, and later the state’s voters,
passed Proposition 30, a momentous tax hike that, among other
things, raised the state’s highest marginal income tax rate by
three percentage points.

Often packaged as a temporary move necessary to avoid $6
billion in additional core service cuts, Proposition 30 has likely
stifled business activity in the state, especially among pass-
through entities.” The elevated income tax rates were later ex-
tended beyond their initial 2018 expiration date to 2030, perhaps
cementing in place the legislation’s detrimental economic effects
for decades to come.”

The Wealthy Take Flight
Research into the impact of California’s Proposition 30 on mi-
gration was scarce for the first several years after its passage.”
This was largely due to an absence of administrative “microdata”
that would adequately allow researchers to isolate the effect of
Proposition 30 from broader macroeconomic trends and chang-
es in the federal tax code. That changed in October 2019, when
two NBER economists, Joshua Rauh and Ryan Shyu, found that
“for those earning over $5 million, the rate of departures spiked
from 1.5% after the 2011 tax year to 2.125% after the 2012 tax
year, with a similar effect among taxpayers earning $2—5 million
in 2012.79¢

This spike is readily visible among filers who, immediately
prior to the passage of Proposition 30, were in California’s top
income bracket under the new legislation for three straight years.
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Even more striking, however, is Rauh and Shyu’s finding that
most of the wealth migration from California after Proposition
30 became law was due to wealthy people reporting less income,
not fewer wealthy people paying taxes in California overall.
Determining exactly why the wealthy reported less income due
to Proposition 30 was beyond the scope of their paper, but the
trends the paper identifies raise the specter of tax avoidance via
the movement of capital assets out of state. Other possibilities
cited by Rauh and Shyu include how Proposition 30 disincen-
tivizes “engaging in wasteful rent-seeking activities” and causes
“distortions of productive activity among California’s most in-
novative residents.””’

Figure 10: Actual vs. predicted income of top-earning Californians after the
passage of Proposition 30
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“Rauh and Shyu define non-resident California taxpayers as “taxpayers who do not reside in California, but file California
non-resident returns, and who if California residents would have filed in the top California Proposition 30 created bracket from
2009-201.
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Regardless, observed drops in the incomes of wealthy Cali-
fornia residents cannot be explained by similar drops in income
among analogous residents of other states or non-resident filers.
Rauh and Shyu compare tax returns of Californians subject to
Proposition 30 to those of affluent filers in other high-tax states
as well as those of California taxpayers who do not reside in the
state. Regardless of the comparative metric, the average income
deficit amounts to hundreds of thousands of dollars in each of
the first three years in which Proposition 30 was in effect (see
Figure 10). When taking into account that California has nearly
72,500 million-dollar earners, this income deficit amounts to
tens of billions of dollars in vanished taxable economic activity.”

Figure 11: Net AGI out-migration from California by top state income tax
bracket in destination state, 2018™®
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Rauh and Shyu also find that California’s observed wealth
flight is both “strongest in the direction of states with zero state
taxes” and “concentrated among taxpayers who have filed in
the top California bracket three years in a row.”'”* These points
are related because they both imply that tax savings are a big
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motivator of the wealthy to change residence. Thus, when Cal-
ifornians leave because of high income tax rates, they tend to
settle in places with no state income tax at all, states like Florida,
Washington, and Texas (see Figure 11). And even within the
cohort of California taxpayers paying higher rates under Propo-
sition 30, the wealthiest are the most likely to leave the state. The
Tax Cuts and Jobs Act of 2017 has likely exacerbated this trend,
given the cap it placed on state and local income tax deductions
on federal income tax returns, which essentially removes a com-
mon work-around for the wealthy in high-tax states.'*

The Business Community Reacts

It’s not just wealthy individuals who have opted to move out
of California—it’s also the businesses they own. This includes
those of billionaire Elon Musk, once California’s wealthiest
resident. His announcement in December 2020 that he would
be moving to Texas was foreshadowed by the construction of a
gigantic factory for Tesla, Musk’s electric car company, in Aus-
tin.!'”® Tesla later announced that it will move its headquarters
from California to Texas, a move that CNBC projected could
save Musk billions of dollars in the long-term.'**

The flight of firms and individuals such as Tesla and Elon
Musk is illustrative of a long-standing problem that Proposition
30 has perpetuated. But it is not high corporate income taxes
alone that are driving the exodus, as Texas, a popular destination
for large firms fleeing California, has an even less competitive
business tax climate when accounting for gross receipts taxes.'
Proposition 30 is only a small piece of the harsh tax and regula-
tory puzzle in California, which is ranked #48 on Cato Institute’s
regulatory freedom index.'*

Individual income taxes can also stifle business activity among
pass-through entities such as sole proprietorships, which pay taxes
via the personal returns of their owners. While sole proprietorships
are by definition small businesses, in the right business climate, ma-
ny have grown to become major national corporations, including
Walmart, J.C. Penney, Kinko’s, Ebay, and Marriott."”” As of 2013,

sole proprietorships generated some $150 billion in economic



CHAPTER 1: LEARNING FROM OTHER STATES

activity every quarter in California.'” But as Elon Musk put it when
discussing the construction of a Tesla factory in Texas, California
“has a forest of redwoods and the little trees can’t grow.”

Meanwhile, various California business groups were notably
tepid in their positions on Proposition 30. The California Cham-
ber of Commerce stated that it didn’t oppose the legislation “be-
cause the measure was supposed to be temporary and the state
was in the midst of a dire financial situation.” ' But fast forward
to 2016, when it was proposed to extend the income tax rates
under Proposition 30, even in the midst of a booming econo-
my, and this time the Chamber came out against the measure.
But later, state records revealed that the opposition initiative
garnered just $3,000 in campaign support, and some observers
claimed that would-be individual donors were “afraid of retal-
iation from organized labor.”'" Rob Lapsley, president of the
California Business Roundtable, opined that “business groups
didn’t think they could beat it,” and were also “concerned about
alternative tax proposals that would surface if [Proposition 30’s
extension] failed.”'"" As a result, the 2016 ballot measure passed
by a 27-point margin, whereas Proposition 30 originally passed
by just an 11-point margin.'

In a recent report on why so many business headquarters
have announced plans to relocate out of California in recent
years, the Hoover Institution cited high individual income tax
rates, due to their impact on pass-through entities such as S-cor-
porations, LLC’s, and limited partnerships."” This is an impact
that the proposed surtax in Massachusetts is also likely to have if
passed, and which we discuss in more detail in Chapter 6.

Finally, more concerning for California is that the Hoover
Institution finds that the relocation trend appears to be acceler-
ating in 2021, during the first six months of which the number
of companies relocating exceeds the total for 2020. Though, as
the report notes, business relocation planning can often take
from one to three years “from the initiation of research to the
announcement of the move,” and in one instance cited by the
Hoover Institution 12 years, likely placing at least some of the
moves made or announced in 2021 on a timeline prior to the
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current pandemic and its attendant lockdowns. Therefore, it
is not unreasonable to speculate that the dramatic increase in
remote work in some industries in response to the pandemic has
helped to lower barriers to exit for companies and contributed
to the acceleration. We explore the possible impact that remote
work, in relation to the proposed surtax, could have in Massa-
chusetts in Chapter 6.

Reductions in Tax Revenue

Thus, California state coffers became heavily reliant on revenue
from wealthy taxpayers. Shortly before the law’s passage, the
California Legislative Analyst’s Office estimated that over 78%
of the tax revenue generated from Proposition 30 would come
from the top 1% of income earners.'"* As of 2019, roughly 40% of
all individual income tax revenue in California comes from filers
with taxable income over $1 million."®

This reliance on the wealthy has left California extremely
vulnerable to revenue volatility, tax avoidance efforts, and, more
broadly, the whims of a small group of multi-billionaires. Thus,
it’s not surprising Rauh and Shyu’s NBER paper found that
“among top-bracket California taxpayers, outward migration
and behavioral responses by stayers together eroded 45.2% of the
windfall tax revenues from the reform within the first year and
60.9% within two years.” "

It’s worth noting that, for the most part, tax revenues from
Proposition 30 have largely exceeded projections in recent
years."” Possible explanations include high stock market per-
formance, better-than-expected income gains among residents,
or any of various poor assumptions made in the state’s revenue
models. However, this does not undermine the fact that, without
the behavioral responses of the wealthy, California’s state gov-
ernment would be billions of dollars richer.

Ultimately, Proposition 30 was passed to curb the need for
further budget cuts in the aftermath of the Great Recession.
However, the legislation has contributed to a tax and business
environment that only increases the odds that California will
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face a budget deficit in a given year. Between 2008 and 2009,
personal income tax revenue declined by 20.4% in California,
while sales tax revenue declined by just 9.5%.!"® While sales
taxes are undeniably regressive, an over-reliance on volatile
income taxes often necessitates harsh budget cuts during a re-
cession that hurt the poor the most at the time when they most
need core services. Unfortunately, during the 2019-2020 bud-
get cycle, California was slated to get 68.8% of general budget
revenues from the personal income tax, and just 18.8% from
sales taxes.'”” This imbalance of revenue sources is even more
skewed towards the highly volatile personal income tax than
in 2008-2009, when California got 52.2% of general budget
revenues from the income tax and 26.6 from the sales tax.'?° If,
in a future downturn, tax revenues fall significantly faster for
personal income taxes than for sales taxes, as they did during
the Great Recession, then California may be forced to reduce
spending to balance its budget. Thus, the passage of Proposi-
tion 30 could create a future need for the kind of drastic cuts to
social services that it was meant to prevent.

L A A 4

California’s Proposition 30 has worsened the state’s fiscal
and economic situation by encouraging behavioral changes,
such as wealth migration, with resultant tax revenue impacts
that undermined the law’s original purpose and weakened the
state’s economic resilience. However, California may have been
luckier than most other states should they likewise adopt a sim-
ilar tax scheme.

For wealthy individuals, it’s relatively difficult to move out-
side California while remaining in the same labor market. By
contrast, many eastern metropolises, notably New York, Boston,
Philadelphia, and Washington, D.C., span several states. Thus,
wealthy migrants could remain close to their jobs and social
circles while still reaping windfall tax benefits.

As for corporations, especially in certain sectors, many of
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them may be buoyed by the unique start-up culture of, say, Sil-
icon Valley, or the proximity of ancillary business services and
venues in a niche industry, like competitive surfing. Many other
locations lack the industry specialization necessary to maintain
a healthy business climate without competitive tax rates.

It’s also the case that, in some states, personal income tax
revenues tend to be even more unreliable than those of Califor-
nia. Arizona is an ironic example, given that it just voted to place
a 3.5% surcharge on its highest income tax bracket in November
2020."" From 2008 to 2009, its income tax revenues plunged
24.4%, the steepest drop in the country.'?

While state budget deficits after COVID-19 have not been
nearly as great as first feared, Proposition 30 has prompted dis-
investment from wealthy individuals and corporations. Now it’s
up to California whether it wants to repeat the mistakes of the
post-Great Recession recovery, or start to build a more sustain-
able tax system for everyone.

But the lessons to be drawn from California are not just in
terms of the potential impact on the Commonwealth’s budget and
economy. In both California and Massachusetts, the increases in
income tax rates for high-income individuals have been tied to
increases in funding for specific purposes, namely education (in
California) and education and transportation (in Massachusetts).
We must also consider whether our elected officials will keep their
commitment to spend the money on their stated priorities. It is
that subject to which we turn in the next chapter.



Chapter 2

Public Privilege

The Shell Game to Fill the General Fund

The Massachusetts Constitution has authorized an income tax
since 1915. Ever since, that taxing authority has always been sub-
ject to one significant restraint: a prohibition on graduated tax
rates. Put another way, our Constitution requires a flat income
tax. Currently, that flat income tax rate sits at 5%, a competitive
rate that serves the Commonwealth well in its fight for good jobs
against high tax jurisdictions such as New York, Connecticut,
and California. Indeed, despite the Commonwealth’s past rep-
utation as “Taxachusetts,” on five occasions voters have been
asked to amend the constitution to eliminate the ban on grad-
uated income taxes (in 1962, 1968, 1972, 1976, and 1994) —and
they’ve rejected the pitch every time.'”

In the run-up to the 2018 election cycle, proponents of
graduated income taxes thought they had found a solution to
the unpopularity of their cause: assure voters that any money
raised by a tax hike would be earmarked for two priorities pop-
ular with the middle class: public education and transportation.
Thus, in their push for a graduated income tax or so-called “Fair
Share Amendment,” tax hike proponents linked a 4% rate hike
on incomes over $1 million to a constitutional earmark of the
money to education and transportation spending. Specifically,
the proposed graduated income tax ballot measure stated:

To provide the resources for quality public education and afford-
able public colleges and universities, and for the repair and main-
tenance of roads, bridges and public transportation, all revenues
received in accordance with this paragraph shall be expended,
subject to appropriation, only for these purposes. In addition to
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the taxes on income otherwise authorized under this Article, there
shall be an additional tax of 4 percent on that portion of annual
taxable income in excess of $1,000,000 (one million dollars) re-
ported on any return related to those taxes.'*

The proposed ballot measure never made it before voters.
In June 2018, in the landmark decision Anderson v. Healey, the
Massachusetts Supreme Judicial Court ruled that the measure
violated the state constitution’s ban on citizen-initiated ballot
questions that combine unrelated subject matters—in that
case, a new graduated income tax and two disparate subjects of
spending.

But the related subject matter requirement does not apply
to proposed constitutional amendments that originate in the
legislature. So almost as soon as the ink was dry on Anderson,
supporters of the tax hike on Beacon Hill moved the graduated
income tax into a legislatively-proposed constitutional amend-
ment and set the stage for a renewed battle in 2022. Their expec-
tation remains that voters, eager to support increased education
and transportation spending, will vote for the tax increase.

But that raises a crucial question: if voters go for it, will the
graduated income tax actually lead to increased education and
transportation spending? In this chapter, we attempt to answer
the question from two different angles. First, we look at the
amendment’s language and, just as importantly, the language
used in the legal arguments made in support of the amendment
when it was challenged as a citizen-initiated petition prior to the
2018 election. Second, we turn again to California, where Prop-
osition 30 raised the highest income tax bracket in the state to
13.3%. Proposition 30 was adopted with a similar understand-
ing that additional revenues raised by the tax increase would
be earmarked specifically for K-12 education and funding for
community colleges.

The “Fair Share” Amendment
Proponents of the amendment to institute a graduated income
tax in Massachusetts, beginning with a 4% surtax for incomes
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above $1 million, certainly want voters to think that the reve-
nue it raises will lead to increased education and transportation
spending. Raise Up Massachusetts, the coalition of powerful la-
bor unions and other advocacy groups that originally developed
the proposal, states unambiguously on its website that “the new
revenue, approximately $2 billion a year, would be spent on qual-
ity public education, affordable public colleges and universities,
and the repair and maintenance of roads, bridges, and public
transportation.” It suggests that this “new revenue” will be used
to “improve” schools and to “invest” in transportation.'*

Maybe. Or maybe not. The fact is, the proposed constitu-
tional amendment contains no assurance of new spending on
education or transportation. To the contrary, it is entirely possi-
ble that even as tax revenues increase, education and transporta-
tion spending could stay the same, or even fall, without violating
the amendment.

The critical point is this: on its face, the proposed amend-
ment only requires that the specific revenue raised by the tax
be earmarked to education and transportation. It says nothing
about the total amount spent on those two priorities. And mon-
ey, of course, is fungible.

Some simple math shows the problem. The new tax, as of
2018, was expected to raise about $2 billion each year. How much
does the state government already spend on education and trans-
portation? The fiscal year 2020 budget directed $7.9 billion to the
Executive Office of Education and $573 million to the Depart-
ment of Transportation, together almost $8.5 billion, all funded
from sources other than the graduated income tax.'*

If the constitutional amendment passes, the legislature
could play a shell game: dedicate the $2 billion raised through
the graduated income tax to those two line items, add $6.5 bil-
lion in revenue from other sources— down from the $8.5 billion
previously being used —and leave total education and transpor-
tation spending exactly where they were. In the meantime, the
legislature will have freed up $2 billion in revenue from other
sources to spend on whatever it wants.

Is that really how it would work? Just ask Attorney General
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Maura Healey. In Anderson v. Healey, the primary legal problem
with the proposed ballot measure was its dedication of the ex-
pected graduated income tax revenue to education and transpor-
tation spending; that sort of “specific appropriation,” cemented
in the constitution, cannot be done in a citizen-initiated ballot
measure. In attempting to address this hurdle, the Attorney Gen-
eral’s brief urged the Supreme Judicial Court not to worry about
it, because any earmarking could be rendered moot by precisely
the sort of shell game described above:

The Legislature would retain ultimate discretion over spending
choices for the additional reason that money is fungible. Because
the proposed amendment does not require otherwise, the Legisla-
ture could choose to reduce funding in specified budget categories
from other sources and replace it with the new surtax revenue. As
long as the total spending in these combined categories did not
fall below the revenue generated by the surtax in any particular
year, the Legislature would be in compliance with the proposed
amendment.'”

The late Chief Justice Ralph Gants understood this too, ask-
ing the Attorney General’s counsel at oral argument whether she
agreed that, if the graduated income tax amendment passed, it
“may or may not result in any increase in education or transpor-
tation or education spending.” (sic) Counsel responded that the
Chief Justice’s understanding was correct.'”®

Tax hike proponents on Beacon Hill also recognize that
the graduated income tax measure contains no assurance of
increased education and transportation spending. And they
see no problem with it. During floor debates on the proposed
legislature-initiated ballot measure, an amendment was offered
that would have required the new tax revenues to be spent incre-
mentally on education and transportation, over and above what
already is spent. That amendment was overwhelmingly defeated,
leaving legislative budget writers maximum discretion to engage
in the shell game predicted in the Attorney General’s brief.
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California’s Fiscal Gymnastics

In its opinion in Anderson v. Healey, the Massachusetts
Supreme Judicial Court wrote: “We are not entirely unaware of
the possibility that, as the plaintiffs argue, these ‘broad areas of
public concern’ [i.e. funding for education and transportation]
were added to the initiative petition as a means to ‘sweeten the
pot’ for voters.”

The strategy of “sweetening the pot” for voters on initiative
petitions, as noted by the SJC, was used successfully in California
when voters approved Proposition 30 on November 6, 2012. As
noted in the previous chapter, Proposition 30 proposed a tempo-
rary (seven-year) income tax hike for high-income individuals,
with revenues dedicated to K-12 education and community
colleges. Voters approved Proposition 30 by a margin of 55.4% to
44.6%."*° Proposition 30 increased income taxes on single filers
in California to the highest in the nation, including imposing a
13.3% marginal tax rate on income over $1 million —an increase
of 29.1% over the previous “millionaires tax” rate of 10.3%."%°
Voters later extended the income tax hike for another 12 years
when they approved Proposition 55 on November 8, 2016."!

The promised bounty did not arrive. A review of the record
in California makes clear that since the passage of Proposition
30, the state has funded K-12 education and community colleges
at or near the minimum funding amounts previously established
by a much older constitutional initiative petition, Proposition 98
(1983).

Proposition 98 uses a complicated series of formulas to es-
tablish a minimum amount of the state’s revenues that must be
allocated to education in a given year. According to the California
Legislative Analyst’s Office (LAO), the constitutional minimum
funding level has closely defined actual appropriations by the
legislature: “Although the state can provide more funding than
required, in practice it usually funds at or near the guarantee.”'*

Kevin Gordon, a California policy consultant and expert on
Prop 98, says that “as soon as [the legislation] got implemented,
the legislature was always trying to figure out,- what does it take
just to do the minimum—and once they do the minimum,
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check the box, we’re done. And that’s what happened: it became
a funding cap instead of a funding floor.”'*

In the 2012 voter guide for Proposition 30, proponents said:
“The money raised for schools is directed into a special fund the
legislature can’t touch and can’t be used for state bureaucracy.”
Opponents said “it allows the politicians to take money currently
earmarked for education and spend it on other programs. We’ll

never know where the money really goes.”'**

Figure 1. Proposition 98 share of California general fund revenues (millions
of $) and applicable funding test (FY13-FY21)"*

Fiscal Year | Total General Prop 98 share of Prop 98 share as % of Applicable funding
Fund Revenues General Fund Revenues | General Fund Revenues requirement

2012-13  $96,447 $41,799 40.90% Test1
2013-14  $101,838 $43,145 42.40% Test?2
2014-15  $113,356 $50,011 44.10% Test1
2016-16  $119,975 $49,433 41.20% Test 3
2016-17  $122,064 $50,240 41.20% Test 3
201718 $132,827 $52,951 39.90% Test1
2018-19  $142,912 $54,746 38.30% Test1
2019-20  $139,745 $54,470 39.00% Test1
2020-21  $153,594 $56,942 3710% Test1
TOTAL [ $1122,748 $453,737 40.40%

With the benefit of hindsight, it is easy to determine the ex-
tent to which proponents and opponents were correct in their as-
sessments. The answer is that proponents were technically right
in saying that the revenue from the income tax hike for K-12
and community colleges would be put in a special fund dedicat-
ed exclusively to those programs. But the opponents were also
right in saying that Proposition 30 funds could be spent on other
programs for the same reason stated by the Attorney General in
Massachusetts to the SJC in relation to the surtax proposal. In
California, the legislature applied Proposition 30 funds to K-12
and community colleges to the minimum funding requirements
of Proposition 98. This replacement effectively freed up state
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funds that otherwise would have been obligated to minimum
funding.

Given that Proposition 98 effectively established the annual
funding levels for K-12 and community colleges in California,
one might expect that revenues from Proposition 30 would be
used to increase funding above the minimum level. In fact, about
40% of Proposition 30 revenues have gone to K-12 and commu-
nity colleges, but about 60% have not. In 2019-20, for example,
Test 1 of Proposition 98 was operative, guaranteeing that K-12
and community colleges would receive a fixed share (about
40%) of state General Fund revenue.”*® Because Proposition 98
minimum funding in 2019-20 was based on total state revenue
and because Proposition 30 revenues were included in total state
revenue, approximately 40% of Proposition 30 revenues likewise
went to K-12 and community colleges. The rest effectively went
to the General Fund.

Figure 2. Percentage of Prop 98 Minimum funding (millions of $) provided
(2013-21)"

Fiscal Prop 98 Prop 98 Prop 98 funding | Actual Prop 98 Percentage of

Year Minimum funding from | from Local funding - Total | Prop 98 Minimum
Guarantee General Fund | Property Tax funding provided

2013 §57,888 $41,799 $16,297 $58,096 100.36%

2014 $59,041 $43145 $15,896 $59,041 100.00%

2015 $67.125 $50,011 S1714 $67.125 100.00%

2016 $68,942 $49,433 $19,679 $69,112 100.25%

2017 $§71,643 $50,240 $21,403 $71,643 100.00%

2018 $§75,459 $52,951 $22,625 $75,576 100.15%

2019 $§78,622 $54,746 $§23,776 $§78,522 100.00%

2020 $79,544 $54,470 $25,073 $79,544 100.00%

2021 $82,828 $56,942 $§25,887 $82,828 100.00%

TOTAL |$640,992 | $453,737 $187,750 $641,488 100.08%

Total funding of Proposition 98 in the nine year period from
FY2013 to FY2021, including funding from local property taxes
and state general funds, was $641.488 billion. This is 0.08% more
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than the Proposition 98 constitutional minimum requirement of
$640.992 billion over this period, as shown in Figure 2.

In the nine-year period from FY2013 to FY2021, California
collected $61.259 billion in tax revenues from Proposition 30
and deposited the funds into the Education Protection Account
for K-12 schools and community colleges, as required by Prop-
osition 30. Over this same period, Proposition 98 required that
40.4% of total state revenues be appropriated for K-12 schools
and community colleges. Because of this requirement, Propo-
sition 30 revenues had the effect of increasing the preexisting
Proposition 98 minimum funding requirement by $28.348 bil-
lion over this period, i.e. 40.4% of $61.259 billion.

Figure 3. Proposition 30 revenues [millions of $) used to replace General
Funds (FY13-21)™8

Fiscal | Prop30 | Prop 98 share of Amount that Prop 30 increased | Prop 30 revenues used to
Year revenues | General Fund Revenues | Prop 98 minimum funding replace General Funds
2013 $§7314  40.9% $2,995 $4,319

2014 $7061  42.4% $2,992 $4,069

2016 $8712  441% $3,844 $4,868

2016 $8,092  412% $3,334 $4,758

2017 §7538  41.2% $3103 $4,435

2018 $6,809  39.9% $2,714 $4,095

2019 $§7697  38.3% $2,949 $4,748

2010 $8036  39.0% $3132 $4,904

2021 $8887  371% $3,295 $5,692

TOTAL |$70,146 |40.4% $28,348 $41,798

The 59.6% balance of the $61.259 billion in revenues from
Proposition 30 that were deposited into the Education Protec-
tion Account amounts to $41.798 billion. Essentially, this money
reduced the amount of preexisting revenues that the state legis-
lature had to appropriate for K-12 and community colleges from
state general funds. Thus $41.798 billion of the $61.259 billion in
Proposition 30 tax revenue collected over this period and depos-
ited into the Education Protection Account, i.e., the amount in
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excess of the 40.4% Proposition 98 minimum requirement, had
the direct effect of freeing up $41.798 billion in general funds
that the state legislature was able to use for any other purposes
that it chose. This is demonstrated in Figure 3.

The mechanism demonstrated in Figure 3, i.e. replacing
funding in specified budget categories with new surtax revenue,
could happen in Massachusetts, but without even the restraint
provided by Prop 98. At least in California, the state legislature
was able to use only 59.6% of revenues from a dedicated tax in-
crease for other purposes. In Massachusetts, 100% of revenue
from the proposed graduated surtax, ostensibly dedicated to
funding of transportation and education, could be used for any
purpose that the legislature may choose.

A Spending Glut Elsewhere

The infusion of discretionary revenue from Proposition 30
has allowed the California state Legislature to increase spending
in other areas. Figure 4 shows that state government employ-
ment increased by 10.6% between FY2013, when Proposition 30
passed, and FY2020. During the same period, Massachusetts’
state payroll grew by just 0.3%. On average, other states added
1.8% over that time, according to data published by the federal
Bureau of Labor Statistics."”

Figure 4. Percent increase in state government employment (FY13-FY20)™°
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Over the same FY2013 to FY2020 period, state government
payroll, which excludes teachers, grew by 50.3% in California
and by 24.0% in Massachusetts, as shown in Figure 5."' The
payrolls of the other 48 states and the District of Columbia grew
by 24.4%.

Figure 5. Percent increase in state government wages (FY13-FY20)™
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Figure 6. Change in California K-12 public school students, teachers, and
instructional staff after Proposition 30

2013-2014  2019-2020  Difference | ereent

Difference
Public school enrollment 6,236,672 6,415,254 178,582 2.9%
Number of teachers 292,505 293,619 14 0.4%
Number of instructional staff 333,766 374,003 40,237 12.1%
Enrolled students per teacher 213 218 05 2.3%
Enrolled students per 187 172 -15 -8.0%
instructional staff
State rank - enrolled students 48 51 =3 N/A
per teacher
State rank - enrolled students 49 50 -1 N/A

per instructional staff
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Despite the funding increase that was ostensibly meant to
provide for K-12 schools, California’s student-teacher ratio has
actually risen since Proposition 30 passed, according to data pub-
lished by the National Education Association."** In 2013, prior to
its passage, California ranked 48" out of the 50 states and D.C. in
enrolled students per teacher. By 2019, its ranking had fallen to
51, the worst in the nation. The same trend occurred in enrolled
students per instructional staff, including teachers and related
direct education providers. California ranked 49" in the nation
in this regard in the fall of 2013. In the fall of 2019, it had fallen to
50, behind only Utah, as shown in Figures 6 and 7.

Revenue from Proposition 30 has helped facilitate sizable
pay raises and increased retirement and health contributions
for employees of California state departments. In FY2019, Cal-
ifornia’s expenditures for wages, retirement contributions, and
health care contributions were $8.2 billion higher than they were
in FY2013 before voters approved Proposition 30, according to
data published by the State Controller."*> In FY2019, Proposition
30 generated less than that, $7.7 billion, in tax revenue.

Figure 7. NEA state rankings of enrolled students per teacher and
instructional staff (Fall 2013-Fall 2019) "¢

Enrolled students per teacher Enrolled students per instructional staff

an gy A i oo o v
Alabama 159 34 15.6 32 138 33 135 35
Alaska 16.2 38 170 42 14.5 i 19.6 45
Arizona 18.2 45 175 43 16.7 45 16.1 47
Arkansas 19.2 26 14.8 24 131 28 128 26
California 213 48 218 51 18.7 49 17.2 50
Colorado 15.4 31 15.8 35 13.0 25 12.9 27
Connecticut 13.0 ll 126 8 103 3 10.2 5
Delaware 14.7 22 14.6 21 131 27 131 33
D.C 12.3 6 129 ll 10.9 7 14 12
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Enrolled students per teacher Enrolled students per instructional staff

a6y i oo oo
Florida 16.0 35 200 48 14.6 42 14.6 M
Georgia 158 33 151 28 13.7 32 129 30
Hawaii 16.7 | 15.9 36 14.4 39 137 36
Idaho 19.8 47 18.5 46 177 47 16.1 46
Illinois 16.1 37 15.3 30 14.4 40 1.2 10
Indiana 171 42 16.9 4 14.9 43 147 42
lowa 14.3 19 137 15 124 17 1.8 15
Kansas 141 17 139 17 126 20 123 21
Kentucky 16.5 40 16.3 40 14.4 38 141 38
Louisiana 16.0 36 15.0 25 129 23 18 14
Maine 121 5 125 6 10.3 4 10.6 8
Maryland 14.6 20 4.7 22 19 12 19 16
Massachusetts  13.5 15 127 9 12.0 13 109 9
Michigan 226 51 177 45 18.6 48 14.9 43

Minnesota 15.6 32 16.2 37 143 37 14.6 40
Mississippi 16.2 27 147 23 136 31 129 28

Missouri B85 1 116 5 120 14 103 6
Montana B3 12 139 18 11.6 1 121 17
Nebraska B0 10 136 14 115 10 121 18
Nevada 179 44 208 49 161 44 168 48
New Hampshire  11.9 3 104 1 9.5 2 9.8 4

New Jersey 118 2 116 4 110 8 95 2
New Mexico 161 24 15.6 33 135 29 14.0 37
New York 12.8 9 129 10 12.0 15 15 13
North Carolina ~ 15.2 25 151 26 13.0 26 129 29
North Dakota 121 4 1.0 3 104 5 96 3

Ohio 172 43 15.7 34 14.0 36 123 20
Oklahoma 16.2 39 16.3 39 138 34 142 39
Oregon 215 49 184 4 191 50 170 49
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Enrolled students per teacher Enrolled students per instructional staff

Rank Fall Rank Fall Rank
A 2013 A 2013 2013 2019 2019

Pennsylvania 146 21 141 20 127 22 124 23
Rhode Island 13.4 13 131 12 122 16 113 il
South Carolina  15.3 28 15.2 29 13.0 24 127 25
South Dakota  13.8 16 138 16 124 18 126 24
Tennessee 15.0 23 16.2 38 127 21 131 32

Texas 163 29 161 27 136 30 131 34
Utah 225 50 215 50 183 51 173 51
Vermont 10.0 1 105 2 8.2 1 91 1
Virginia 125 8 125 7 108 6 106 7

Washington 19.4 46 176 44 172 46 15.5 44
West Virginia 143 18 14.0 19 125 19 121 19

Wisconsin 15.4 30 15.6 31 14.0 35 13.0 31
Wyoming 124 7 135 13 11 9 123 22
United States | 15.9 15.7 139 13.2

Figure 8. Change in California state employee wages, retirement benefits,
and health benefits (2013-19)"

Total Retirement& | Total Wages, Retirement

State Departments | Employoes | Total Wages Health Contribution | & Health Contribution

2019 255380  $19138,635937 $8,944171442  $28,082,807379
2013 235249 S14613713360 5244670686  $19,858,384,046
Increase/ 20131 $4504922577 $3699500756  $8,224,423,333
decrease
Increase/ 0 0 0 ,
deorasa 86%  31.0% 70.5% £.4%
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The proposed constitutional amendment to institute a 4%
surtax on annual income over $1 million in Massachusetts is being
marketed by proponents as a means to collect between $1.6 and
$2.2 billion per year that is critically needed for transportation and
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education."® But in 2018 counsel for the Massachusetts Attorney
General told the Massachusetts Supreme Judicial Court the oppo-
site could be true when they wrote in the state’s brief that “because
the proposed amendment does not require otherwise, the Legisla-
ture could choose to reduce funding in specified budget categories
[i.e. education and transportation] from other sources and replace
it with the new surtax revenue... As long as total spending in these
combined categories did not fall below the revenue generated by the
surtax in any particular year, the Legislature would be in compli-
ance with the proposed amendment.”'** It would remain solely to
the discretion of the legislature whether it would adhere to the spirit
of the amendment. By exactly the means described by the Attorney
General’s office, the legislature would be authorized effectively to
spend all of the expected tax revenue on anything it desires.

In California, that is essentially what happened after voters
approved Proposition 30 in 2012, forming the highest marginal
state individual income tax rate in the nation. Proposition 30
created what in essence is a $41.8 billion discretionary fund that
the state legislature could spend on whatever it chose. In part
because of Proposition 30, California’s state employee payroll in-
creased by more than twice the national average between FY2013
and FY2020."°

The proposed Massachusetts graduated tax surcharge is a
close cousin to California’s Proposition 30. The selling point of
both proposals is that the new funds would be used for specific
purposes. It’s up to voters to decide whether these ostensible ear-
marks “sweeten the pot” enough, or whether there’s a better way
to guarantee funding to core services. When advocates tell you
that the funds from the surtax will be used for education and
transportation and not to pad the state bureaucracy, be warned.
Padding bureaucracy is the likely outcome.

To put that outcome in context, we look in the next section at
the public payroll figures for Massachusetts during the pandem-
ic and compare them with the state’s private-sector employment
numbers.
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Holding the Public Sector Harmless During the Pandemic
In April 2020, one month after the start of COVID-19 lockdowns
in the United States, the national unemployment rate hit a record
high 14.8%. This jarring milestone arrived on the heels of the
20-year low 3.5% unemployment recorded just a few months
earlier, in January 2020.""!

By the time Congress passed its first coronavirus stimulus
package in May 2020, an astonishing 36 million Americans had
lost their jobs as a consequence of lockdowns and the reduced
economic activity stemming from fears of the virus."”* As of Jan-
uary 2021, when Congress resumed negotiations over its third
coronavirus stimulus legislation, the national unemployment
rate had dropped back down to 6.3%."* But how did Massachu-
setts state employees fare during the crisis?

The Public and Private Sectors Diverge

The bleak economic state created by the tumult of 2020 has made
responsible governance and the astute allocation of resources
even more important. While there was a minor decrease of 1.6%
in the total number of employees on Massachusetts’ state payroll
from February through December 2020, total employment in
the Commonwealth experienced a dramatic 9.2% plunge during
this period.”*

The state reported 93,185 employees on its January 16, 2021
payrolls, a decrease of just 1.7% from the 94,763 recorded on
February 29, 2020, just as the pandemic was starting.'™ These
statistics are particularly striking because unemployment in
Massachusetts surpassed all other states with a high of 16.1%
in July 2020."¢

A glance at total nonfarm employment numbers across
Massachusetts— encompassing both the public and private
sector— explains the dramatic surge in unemployment by the
summer of 2020."7

Total state employment was at a 30-year high in January
2020, with 3,729,900 employees.”*® This number, the result of a
decade of steadily climbing employment, represented a 17.8%
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increase from the 3,166,200 recorded at the nadir of the Great
Recession in November 2009."*

By March 2020, total employment in Massachusetts had
dipped slightly to 3,665,000 before swiftly nose diving in April
2020 to 2,853,900, a 23.5% decrease from the January 2020
peak.®® One month of the policies instituted to combat the
COVID-19 pandemic, along with residents’ fears of transmis-
sion, brought Massachusetts to its lowest employment levels
since 1992.'

The state payroll, however, did not suffer from the April
plunge. It maintained its February 2020 employment levels, with
94,775 employees recorded for April 25, 2020.¢*

Following the historically low totals of April 2020, statewide
employment climbed sharply as the state relaxed its lockdown
mandates in summer. By September 2020, nearly 541,100 indi-
viduals had re-entered the workforce, although this growth re-
versed in subsequent months as lockdown restrictions tightened
again.'” Employment in the state declined by 8,400 individuals
between September and December 2020.1%

These trends largely did not bear out in the state payroll.
Most state departments experienced minimal, if any, decrease
in employment numbers from March 2020 to April 2020. Com-
paring numbers from February 2020 to January 2021, however,
shows a slight drop in employment in certain departments.

Most notable among these are Bridgewater State University
(5.2% decrease), UMass System (4.4% decrease), Sheriff Depart-
ment of Plymouth (4.3% decrease), and Department of Correc-
tion (2.9% decrease).'® By comparison, some of the Massachu-
setts non-farm industries that experienced the greatest reduction
in employment over the 12-month period ending in December
2020 were Leisure & Hospitality (38.4% decrease), Other Ser-
vices (18.7%) and Education & Health Services (8.1%).1%¢

Other state departments, meanwhile, reported increased
employment during the same nine-month period. The number of
individuals employed by the Department of Public Health grew
by 4.6% — an expected response during a pandemic — while the
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Department of Children and Families and Massachusetts Bay
Transportation Authority increased their respective workforces
by 1.1% and 0.9%.” The graph below spotlights employment
trends for the Massachusetts state departments that experienced
the greatest fluctuation since the start of the pandemic.

The emergence of these disparities between state payroll and
total state employment trends throughout such a trying year elic-
its moral enquiries with no simple answers. For instance, to what
extent should taxpayers not employed by the Commonwealth,
who comprise 97.2% of the Massachusetts workforce, subsidize
workers on the state payroll (2.8% of the workforce) in the face
of such economic realities?'*®

Figure 9: State Government v. All MA Workers Employment During the
Covid-19 Pandemic
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Figure 10: Employment Across Select MA State Departments, Feb 2020
Through Jan 2021
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Reviewing employment trends across Massachusetts
throughout 2020, from the 30-year high in January to the 28-year
low in April, reveals that state employees remained largely shield-
ed from the dramatic fluctuations experienced by employees
not on the state payroll. Meanwhile, over the 12-month period
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ended on January 27, 2021, the number of small businesses open
in Massachusetts had decreased by 37.7%.'” The combined ef-
fects of lockdowns and consumer fears are among the primary
contributors to the swings in private sector employment.

While much of the private sector has yet to fully recoup the
jobs lost during the pandemic’s economic fallout, the state pay-
roll, as we note, has remained largely unaffected. The number
of state employees declined by 1.7% from February 2020 to Jan-
uary 2021, even while total employment in the Commonwealth
dropped by 9.2% from January 2020 through December 2020.

While the economy has improved since December 2020, this
discrepancy brings up the larger issue of whether the largely un-
scathed state government also should have pulled back on costs
during the downturn, given that its revenues come largely from
the weakened private sector. And it is perhaps more important
to consider this question now, given the budget shell game even
proponents of the proposed tax amendment admit is possible,
and likewise given the evidence that California’s experience of-
fers showing precisely how the State Assembly played the game to
bloat the Golden State’s public payroll.

As the graduated income tax amendment goes to the ballot
in November 2022, whether to prioritize a market-led recovery
from COVID or an expansion of public-sector investment will
be a subject of substantial debate. Indeed, the proposed 4% sur-
charge would give Massachusetts the grim distinction of having
the highest short-term capital gains tax rate of any state in the
nation, potentially impacting private-sector growth. We explain
this in the next chapter.
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Chapter 3

Making Massachusetts Less
Economically Competitive

A Decision to Decimate the Financial Services Sector in
Massachusetts

As noted earlier, the graduated income tax proposal would
create a 4% surtax on personal annual income of more than $1
million over and above the current state income tax rate of 5%
for all filers. For filers who have total income greater than $1
million and short-term capital gains, the amount representing
short-term capital gains in excess of total income would effec-
tively be taxed at 16% rather than at the current rate of 12%,
giving Massachusetts the highest short-term capital gains rate in
the country. Meanwhile, Massachusetts’ long-term capital gains
tax rate would be the highest in New England."”® Both could be
especially damaging to the Commonwealth’s financial services
industry, a major employer in the state and ultimately a driver of
economic activity in many other sectors. If Massachusetts hopes
to have a market-led recovery, such high capital gains tax rates,
both short-term and long-term, would represent significant bar-
riers to achieving that goal.

Curbing Investment, Squandering Opportunity

Research shows that higher taxes on capital gains hamper
investment, reduce productivity, and ultimately slow down wage
growth.””" Nobel laureate Robert Lucas estimates that if the U.S.
eliminated its capital gains and dividend taxes, the capital stock

of American plants and equipment would be 50% larger.'”?
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Figure 1. Top Marginal Short-Term Capital Gains Tax Rate by State, 2015™

State Staterate

Massachusetts (if GIT passes) 16.0%

California 13.3%
Massachusetts (current) 12.0%
New York 8.8%
Oregon 9.9%
Minnesota 9.9%
New Jersey 9.0%
Vermont 9.0%
Washington, D.C. 9.0%
Maryland 5.8%
Maine 8.0%
lowa 9.0%
Hawaii 71.3%
daho 14%
Nebraska 6.8%
Connecticut 6.7%
Delaware 6.6%
West Virginia 6.5%
Rhode Island 6.0%
Georgia 6.0%
Missouri 6.0%
Kentucky 6.0%
Virginia 5.8%
North Carolina 5.8%
Ohio 5.3%
Wisconsin 7.7%

Further, Massachusetts is already considered one of the least
appealing states in the country for day trading, as it is the only

State
Oklahoma
Mississippi
Utah
Montana
Louisiana
Kansas
Arkansas
Colorado
Indiana
Arizona
Michigan
Alabama
South Carolina
[llinois
Pennsylvania
New Mexico
North Dakota
Alaska
Florida
Nevada

New Hampshire
South Dakota
Tennessee
Texas
Washington
Wyoming

Staterate

5.3%
5.0%
5.0%
6.9%
6.0%
4.8%
7.0%
4.6%
3.3%
4.5%
4.3%
5.0%
7.0%
3.8%
3.1%
4.9%
3.2%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
0.0%
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state that taxes short-term capital gains at a consistently higher
rate than long-term capital gains.” And though one may not be
tempted to shed tears for day-traders, impacts to the financial
services industry ultimately have broad economic consequences.

Figure 2: Correlation Between Average Capital Gains of High Income Earners
and Top Marginal Capital Gains Tax Rate by State, 2018
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The Massachusetts Technology Collaborative has made it
clear that venture capital has been a crucial enabler of the recent
growth in small tech and healthcare startups in Massachusetts.'”®
In 2018 alone, private equity firms invested more than $10.4
billion in innovative Massachusetts companies, constituting
almost 2% of the state’s GDP that year."”” Research has shown
that one new “high-tech” job supports the creation of as many as
five others, including low-skill service sector positions."”® Thus,
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in hurting the investors underpinning much of the innovation
economy, a higher capital gains tax rate in Massachusetts could
result in significantly slower job growth in the long run.

An important factor in the potential impact of the surtax
is its treatment of capital gains on par with earned income. The
Internal Revenue Service (IRS) essentially treats capital gains as
separate from income taxes in that capital gains income cannot
push a taxpayer into a higher income bracket on their federal
taxes. But Massachusetts’ graduated income tax would apply a
4% surtax to all annual income greater than $1 million, includ-
ing income from capital gains. Unlike capital gains’ treatment
in the federal tax code, capital gains could push a Massachusetts
taxpayer into the higher state tax bracket. For venture capitalists
and other investors, this fact is a powerful disincentive to invest
in startups or other business activity in Massachusetts.

For a tangible example of how higher tax rates make a place
less appealing for investors, see the IRS’s 2018 SOI (Statistics of
Income) database, which includes federal capital gains income
reported by taxpayers with incomes of $1 million or more."” In
2018, eight of the nine states with no personal income tax had
higher than average capital gains among millionaires (see Figure
2). Notably, none of the states considered to be national centers
of finance, insurance, and industry, like New York, New Jersey,
California, Massachusetts, and Connecticut, are in the top tier
for capital gains averages. Instead, most of the states with the
top capital gains averages among the wealthy, including Neva-
da, Florida, and Wyoming, have no capital gains taxes. Such
evidence seems to make a common-sense case for the argument
that taxpayers do in fact take state tax rates into consideration
when deciding where to take capital gains income.

L R X 2

Raising taxes on capital gains via a graduated income tax
could devastate the financial services industry in Boston, which
has played a key role in fueling the region’s innovation economy;,
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reflected in the numerous tech start-ups in Kendall Square and
the Seaport District. Not only does Greater Boston’s financial
services industry catalyze job creation in other sectors, but it also
employed some 147,000 people in 2019, making up 77% of total
state financial services employment.'*

Under a graduated income tax, Massachusetts’ top mar-
ginal short-term capital gains tax rate would be the highest in
the nation, exacerbating a tax and regulatory environment that
has already made it hard for day traders and other investors to
contribute to Massachusetts’ economy. By imposing a 4% surtax
on all annual income greater than $1 million, including capital
gains, the graduated income tax would penalize capital forma-
tion, which is the key to long-term growth and higher living
standards for all in the Commonwealth.

But it’s not just the financial services industry, and the tech
start-ups in which it invests, that will be hurt by such high capital
gains tax rates. The profile of the investor most likely impacted
by the surtax is more complicated than an advocacy campaign
would paint. Because it includes capital gains in its calculations,
the surtax would also penalize older homeowners and small
business owners who seek to reap in retirement reward for years
of investment. These are not fat cats, but folks who have invested
years, often decades, of sweat and equity into their establish-
ments and their communities. We look at the impact the surtax
will potentially have on these constituents in the remainder of
this chapter and the beginning of the next one.

A Tax on Small Businesses

At a time when many small business owners are still struggling
from the economic impacts of COVID-19, it is highly risky to en-
act a tax on such businesses. Within the broader category of small
business owners, pass-through businesses—those structured as
partnerships, limited liability companies, sole proprietorships,
and subchapter S corporations—are taxed through the owners’
individual returns, and thus could be subject to the proposed
4% surtax in Massachusetts. The graduated income tax could
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become a deterrent to establishing small businesses in the Com-
monwealth, limiting future growth in the sector, which accounts
for a large percentage of private sector activity in the state.'®!

As COVID-19 restrictions subside and profitability returns,
these businesses could face a new burden just as they are recov-
ering from the hardships of the pandemic. New taxes could also

deter future entrepreneurs from starting businesses here.

Pass-through Businesses Overview

Although large, publicly traded corporations like Amazon
and Microsoft are perhaps the most visible actors in the US
private sector, pass-through businesses account for the majori-
ty of private sector income and make up 95% of US businesses
overall.'’® Pass-through businesses are taxed at the individual
level rather than the corporate level, since pass-through business
owners elect to have their enterprises’ income flow through their
individual tax returns. In contrast, C corporations are subject
to corporate income taxes and their owners (shareholders) are
taxed separately from the entity.’*® Owners of pass-through enti-
ties avoid the double taxation that occurs when profits are taxed
first on the corporate level and again on the individual level as
corporate dividends.'®*

In Massachusetts, 47.8% of employees at private, for-profit
sector firms worked for pass-through entities in 2019.'®

Many attribute the sizable growth of pass-through enterpris-
es to a variety of tax reform measures passed in recent decades.'
The Tax Reform Act of 1986 made individual tax rates lower than
corporate rates, prompting growth in the pass-through business
sector. Secondly, the “check-the-box” rule of 1996 allowed busi-
nesses themselves to choose whether to be treated as a corpora-
tion or a pass-through entity for tax purposes. Prior to the rule
change, the IRS determined an entity’s tax status via multifactor
Kintner regulations that enumerated the six characteristics of a
corporate venture."” These tax and regulatory changes have led
to a sizable increase in both the number of pass-through estab-
lishments and their share of overall US employment. The Tax
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Cuts and Jobs Act of 2017 made such business structures even
more attractive by allowing the owners of pass-through entities
to deduct up to 20% of net business income on their personal
returns.

Effects of the Graduated Income Tax on Pass-through
Businesses in Massachusetts

The surtax proposal would have an adverse effect on owners
of pass-through businesses, and particularly on sole proprietors.
According to the U.S. Census Bureau, sole proprietorship is the
most common form of business ownership in the country, rep-
resenting 41% of all businesses, with more than 21 million sole
proprietors registered in 2015."® The Small Business Adminis-
tration reports that sole proprietors account for 73.2% of U.S.
small businesses.'® The income and capital gains earned by these
businesses could become subject to the proposed surtax because
it is taxed as pass-through income to the owner.

Figure 3: Number of tax returns declaring income from partnerships or
S-corporations in Massachusetts, 2010-2018™°
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Mirroring national trends, Massachusetts has seen growth
among pass-through businesses in recent years (Figure 3). Ac-
cording to IRS tax data, there were 187,580 total partnerships
and S corporations in Massachusetts in 2018, a marked increase
from 169,490 in 2010. Further, as Figure 4 shows, the share of
pass-through entities in the Commonwealth with adjusted gross
income above $1 million has also risen in recent years. These
are the entities that would be subject to the proposed surtax.
Therefore, based on 2018 data, the surtax may apply to as many
as 13,430 businesses, or 7.16% of total partnerships and S corpo-
rations in Massachusetts, depending on the number of owners to
which each entity allocates profit.

Figure 4: Share of Massachusetts partnership and S-corporation tax
returns reporting at least $1 million in income, 2010-2018™"
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Both overall growth and the growth of high-earning pass-
through firms suggest that Massachusetts has had a friendly
business climate for smaller proprietors in recent years. But there
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are no guarantees that the trends exhibited in these graphs will
continue if the surtax passes; the academic literature and quali-
tative evidence from nearby states suggest they won’t.

One study of 6,817 tax returns that included schedule C from
1985 and 1988 found that higher income taxes lowered firms’
gross receipts.””? The study chose to assess these years since the
Tax Reform bill in 1986 significantly altered the tax environ-
ment, and the authors wanted to test whether reducing indi-
vidual tax rates would prompt greater entrepreneurship. Their
results suggest that an individual’s decision to enter into a sole
proprietorship is a function of the overall individual tax rate.
Massachusetts’ proposal to implement a surcharge on individual
incomes greater than $1 million is particularly concerning for
the future of pass-through entities in the Commonwealth be-
cause of fears that higher individual rates would correspond with
fewer pass-through firms.

A different study, this one of macro-level economic data for
European countries, found that, controlling for other variables,
there is a negative relationship between average and marginal tax
rates and entrepreneurship.’”” Further, the study looked at the
relationship between tax progressivity and entrepreneurship by
income and found that, for those making significantly above av-
erage incomes, greater tax progressivity exhibited a statistically
significant negative relationship with entrepreneurship. For indi-
viduals who made less than average incomes, there was a positive
relationship between tax progressivity and entrepreneurship.

The finding about less entrepreneurship among high-in-
come individuals seems particularly relevant when thinking
about the proposed graduated income tax. Given that higher
income individuals will be affected by the surtax, it could dis-
courage them from establishing pass-through businesses in the
Commonwealth.

In other states that have either enacted income tax hikes or
tried to do so, small business groups have been vocal about the
negative consequences of the tax increases. In Connecticut, for
example, business groups objected to proposals to raise income
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taxes in 2019. Since the 2019 proposal came on the heels of a
2018 law that altered taxation on pass-through entities, business
groups worried that additional changes to pass-through taxation
laws would reduce the state’s small business hiring rates and over-
all competitiveness.”* The executive director of the Connecticut
Society of CPAs, Bonnie Stewart, argued that “raising taxes by
$50 million and changing a complex policy just one year after
adoption could discourage owners from adding jobs, expanding
product lines or services, or from purchasing new equipment.”'*
Farmington-based CPA Robert Lickwar added that his clients
have been vocal in opposing the 2019 bill and that he worried
the proposal would deter “new businesses from locating here.”'

New Jersey business groups also worried about the effects
of income tax hikes on pass-through businesses. After many
years of trying, the state passed a millionaires tax in September
2020."7 When the millionaires tax was debated in 2019, prior to
its passage, Michele Siekerka, the New Jersey Business and Indus-
try Association’s president and CEO, argued that a tax hike on
annual income over $1 million would negatively impact “more
than 4,000 small businesses whose owners pay taxes on business
income through their personal tax returns.”'”® A Tax Founda-
tion analysis of New Jersey’s recently enacted millionaires tax
argues that at a time “when many businesses are struggling to
survive and meet payroll, cutting into the profits of businesses
that are staying afloat is the opposite of an economic recovery
strategy.”"”” The Tax Foundation already ranks New Jersey as the
least competitive state on their State Business Tax Climate Index,
and its recent tax increase seems likely to further erode the state’s
competitiveness.*®

These anecdotes from Connecticut and New Jersey should
concern Massachusetts residents. In 2018, 17,534 Massachusetts
taxpayers had both incomes over $1 million and either Sched-
ule C or Schedule E income, which income often comes from
pass-through businesses.”” This is substantive evidence that the
proposed surtax could harm some of the Commonwealth’s most
entrepreneurial and innovative residents.
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Finally, among the various pass-through entities that could
be affected by the surtax are restaurants and hospitality firms.
Pioneer previously explored the acute impact of the COVID-19
pandemic on restaurants, retail, and hospitality firms, and it
seems possible that the graduated income tax could pose an
additional burden for high grossing firms in these sectors.?> Al-
though there does not seem to be any data on the precise number
of restaurants or hospitality enterprises in Massachusetts that are
pass-through businesses with more than $1 million in income,
it is reasonable to assume that even these higher grossing entities
have struggled during COVID-19. Thus, it would be both risky
and unfair to subject these businesses to a new tax once they
begin to recover, which would be as late as 2023, precisely when
the surtax would kick in.?”

L A & 4

In sum, the graduated income tax would not only hit
Massachusetts’ highest-paid corporate executives; it would hit
successful independent business owners who elect to form their
businesses as pass-through entities. In recent years, the Com-
monwealth has seen growth in the number of pass-through busi-
nesses overall and of those that would be subject to the surtax.
But as qualitative anecdotes from Connecticut and New Jersey
suggest, if the surtax becomes law, it could impede the future
growth of pass-through businesses in Massachusetts.

Finally, at a time when so many small business owners, in-
cluding those who run pass-through establishments, are hurting
from the economic damage wrought by the COVID-19 pan-
demic, Massachusetts leaders should be as accommodating as
possible to smaller proprietors. Policy should strive to accelerate
business growth, not to hamper it.

Punishing Businesses that Reinvest in Growth:
As we note throughout this book, advocates of the proposed 4%
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surtax on personal income of $1 million or more argue that it is
a way to make Massachusetts millionaires pay their fair share of
taxes. But, as we also noted in the previous section, the proposal
applies not only to personal income but to profits of partnerships,
LLCs, S-Corporations, and sole proprietorships whose income is
taxed as “pass-through income” on individual tax returns. Here
we explore in greater detail what the potential impact of such an
application would mean, reemphasizing that adopting the pro-
posed surtax would impose a major tax increase on Massachu-
setts businesses at a time when many are struggling to recover
from the economic effects of the COVID-19 pandemic.

Under the terms of the proposed constitutional amendment,
pass-through income from businesses is included in determining
whether a taxpayer is subject to the proposed 80% tax increase
(from 5% to 9%) on income of $1 million or more. The applica-
ble language of the proposed constitutional amendment states:

In addition to the taxes on income otherwise authorized under
this Article, there shall be an additional tax of 4 percent on that
portion of annual taxable income in excess of $1,000,000 (one
million dollars) reported on any return related to those taxes.***

Data from the U.S. Census Bureau and the Internal Revenue
Service demonstrate that the proposed surtax on the income of
pass-through entities would have far-reaching effects. The Cen-
sus Bureau estimated that Massachusetts had a total of 164,785
private, for-profit business establishments in 2019. Of these,
115,198 (69.9%) were S-corporations, Partnerships, or Sole
Proprietorships (so-called pass-through businesses) while just
49,587 (or 30.1%) were C-corporations.?®

The Census Bureau also estimated that 2,661,056 persons
were employed by Massachusetts private, for-profit business es-
tablishments in 2019. Of these 1,273,224 (47.8%) were employed
by S-corporations, partnerships, or sole proprietorships (so-
called pass-through businesses) while 1,387,832 (52.2%) were
employed by C-corporations.”
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Figure 5: Number of Massachusetts Private For-Profit Establishments,
By Category (2019)

Number of Corporations
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C-corporations S-corporations, Partnerships,
Sole Proprietorships

Figure 6: Number of Employees Employed by Massachusetts Private For-
Profit Establishments, By Category (2019)

1,387,832
1,273,224

Number of Employees

C-corporations S-corporations, Partnerships,
Sole Proprietorships

Further, analysis of Internal Revenue Service data from
tax year 2018 shows that 33.5% of the income of Massachusetts
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taxpayers with AGIs of $1 million or more came from partner-
ships and S corporations.?”’

S corporations are the most common form of business
ownership in Massachusetts, representing 45.5% of all for-profit
businesses and 65.1% of for-profit pass-through businesses.?*®
And S Corporations are already subject to the anti-competitive
Massachusetts’ “sting tax.” Imposing an additional surtax on the
income of pass-through entities would only make matters worse
for owners of S corporations in Massachusetts.

In a January 21, 2020 article entitled “Reforming Massachu-
setts Corporate Excise Tax for S Corporations,” the Tax Foun-
dation’s Michael Lucci described the Massachusetts sting (or
“stinger”) tax as follows:

“The stinger tax is an extra income tax that is layered on
top of the individual income tax and is paid only by S corpo-
ration owners. In addition, the competitiveness and economic
justification for having a stinger tax should be rethought given
how rare it is for a state to impose such a tax.... Massachusetts’
corporate code creates an extra tax liability for S corporations
that is unique compared to other states. S corporations are pass-
through entities for tax purposes, and at the federal level and in
the vast majority of states S corp owners are liable only to pay
individual income tax on their share of earnings. For Massachu-
setts taxpayers (and S corp owners), the individual income tax
rate is a flat rate of 5 percent. Massachusetts has an additional tax
on S corp owners which ranges from 0 percent to 3.9 percent, de-
pending on the industry of the business and its total revenues.”*”

Enactment of the proposed surtax tax would mean that some
S corps would be paying 12.9% of their taxable income above $1
million to the state—the 5.0% pass-through personal income
tax, the 3.9% sting tax, and the 4% millionaire’s tax— while reg-
ular C-corporations would still pay an 8% excise tax, although
dividends received by C-corporation shareholders would also be
subject to tax.

A further adverse effect of the proposed surtax for owners
of pass-through businesses is taxation of so-called “phantom
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income”; i.e. taxable net-income of a pass-through entity that
is not distributed to the taxpayer, but is instead reinvested by
the company in business operation and business expansion,
investments that include infrastructure, capital improvements,
purchases of durable equipment, and the hiring of additional
personnel. In an article published on July 9, 2018, U.S. News
and World Report described phantom income as “income that
is attributed to one’s tax liability, but without receiving the cash
to offset the tax liability.”*°

Under the terms of the proposed constitutional amendment,
a partner or member’s proportionate share of taxable net income
from a pass-through entity is counted in full in determining his
or her tax liability, including the tax on income in excess of $1
million that would be subject to the proposed surtax, whether or
not the partner or member has actually received the income in
the form of distributions.

John Fish, CEO of Suffolk Construction Company, the com-
pany that served as general contractor for General Electric’s Boston
headquarters, the Mullins Memorial Center at UMass-Ambherst,
and the Encore Boston Harbor casino in Everett, has argued that
the “phantom income” problem associated with the proposed sur-
tax will become a drain on the Massachusetts economy.

In an April 2017 Commonwealth Magazine article entitled
“Millionaire’s tax or business tax? Businesses say proposal may
hurt growth in Massachusetts,” Fish is quoted as saying “you’re
taking what I would argue is the economic driver of job cre-
ation in the commonwealth, and you’re penalizing it.” Fish then
evoked memories of the relatively recent past, saying the surtax
is “going to hearken back to days of “Taxachusetts.””*!!

Fish explained that 25 to 35% of Suffolk’s net income is
typically reinvested, rather than being distributed to owners. If
the Massachusetts voters pass the so-called “millionaire’s tax”
next year, he says that while he won’t leave the state, he may start
looking to take more of his business elsewhere. His return on
investment in the Bay State would be hit that hard, Fish believes.
“TI would deploy capital in other parts of the country,” he said.
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“We’re going to have to have an adult conversation, so to speak.
People need to understand the consequences of this, and my
concern is the unintended consequences.”*'?

Imposing a steep tax increase on businesses incentivizes
owners to invest beyond the borders of Massachusetts. For busi-
ness owners of partnerships, LLCs, S-corporations, and sole pro-
prietorships whose income is taxed as “pass-through income”
on individual tax returns, the proposed surtax will only make
Massachusetts a less competitive business environment at the

worst possible time.
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Chapter 4

A Tax Trap for Businesses,
Homeowners and Retirees

Who Are You Calling a “Millionaire”?

As detailed in Chapter 1, in recent decades, Massachusetts poli-
cymakers have worked hard to shed the “Taxachusetts” label that
plagued the Commonwealth into the 1990s. Once at 6.25%, the
state income tax had fallen to 5% by 2020, while corporate tax
rates have been flat.?"” So far in the 21* century, Massachusetts
tax policy has prioritized stability and predictability. But since
2015, proponents of the graduated income tax proposal have
sought to undermine those priorities under the guise of a “fair”
tax only on the super-wealthy.

Despite its purported goal of taxing only the uber-rich,
the graduated income tax would fail to protect people of more
modest means from overtaxation on one-time incomes. It has
the ability to push into higher tax brackets those who, with the
sale of a valuable asset, see significant capital gains in one year,
punishing owners of retirement nest eggs and desirable real
estate. In practice, these “one-time millionaires,” who cash in
on a lifetime of work and sacrifice in anticipation of retirement,
outnumber those who consistently receive seven-figure salaries
or stock market windfalls.

Further, as noted in the previous chapter, because of the tax
treatment of pass-through business income, many of these “one-
time millionaires” could be small business owners still reeling
from the economic effects of COVID-19.

It must be stated at the outset of this discussion that Pioneer
Institute questions the legality of the view held by amendment
proponents and the Massachusetts Department of Revenue that
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the amendment should be interpreted as applying to income
from short and long-term capital gains. Pioneer Institute believes
that the proposed amendment is poorly worded and should be
revised before any further move toward passage is taken. How-
ever, whether ultimately determined to be legal, the inclusion of
short- and long-term capital gains under the graduated income
tax proposal is a dangerous idea, and we present an analysis in
this chapter based on DOR’s initial interpretation.

Who Is a Millionaire?

At the individual level, the graduated income tax casts a wide
net. The tax’s calculation of income is not limited to salary or wag-
es; it includes one-time income from the sale of a business or home
and other forms of capital gains, interest, dividends, partnership
distributions, income from pass-through entities, and all other
sources of income. The upshot is that, though the proposed surtax
would apply to hedge fund managers and technology magnates
who earn salaries greater than $1 million annually, it would also
constitute a 4% surtax on investors and pass-through businesses
with total incomes greater than $1 million.

Under the terms of the proposal, capital gains, which do
not affect tax brackets on federal returns, can push a taxpayer
into the higher Massachusetts bracket. In the case of the sale of
a home or business, the proposal would amount to a substantial
tax on retirement.

Many economists agree that higher taxes on capital gains
hamper investment, reduce productivity, and ultimately slow
down wage growth.”* As we also noted in the previous chapter,
a study by Nobel laureate Robert Lucas estimates that if the U.S.
eliminated its capital gains and dividend taxes, the capital stock
of American plants and equipment would be 50% larger.*"

The Impact on Small and Pass-through Businesses

Capital gains from pass-through businesses far outstrip
those associated with the financial services industry. In 2016,
the Internal Revenue Service published its most recent compre-
hensive analysis on the topic, entitled “Sales of Capital Assets

87



BACK TO TAXACHUSETTS

88

Data Reported on Individual Tax Returns, 2007-2012.”%'¢ The
report found that net capital gains from pass-through businesses
during this period were by far the largest source of capital gains
reported by taxpayers on individual tax returns, totalling $1.25
trillion, which is 49.8% of all capital gains. In comparison, total
capital gains from the sale of stocks, mutual funds, and bonds
were $511.44 billion, less than half as much, representing 20.3%
of all capital gains. In addition, capital gains from the sale of
ownership interest in partnerships, S corporations, and estate
and trust interests totaled an additional $183.8 billion in capital
gains.?"

These data demonstrate that the proposed graduated income
tax, if adopted, would be a tax on businesses, including small
pass-through businesses, as they attempt to recover from the
COVID-19 recession in many economic sectors (as we discussed
in greater detail in the previous chapter). For owners depend-
ing on gains from the sale of these businesses as their principal
source of retirement funding, the graduated surtax proposal
represents a tax on retirement income.

The Impact on Homeowners

The proposed surtax also does not include a safeguard to
prevent capital gains, after exclusion of $250,000 for single filers
or $500,000 for joint filers, on the sale of a principal residence or
long-held small business property from pushing a taxpayer into
the 9% tax bracket. This is contrary to how taxes are treated at
the federal level, where capital gains cannot force a taxpayer into
a higher bracket. The graduated income tax will thus ensnare
many families that few would consider to be “millionaires,” who
instead have large amounts of capital gains in a single year due to
the sale of a long-owned home or small business.

By including capital gains in the computation of annual
income that exceeds the $1 million threshold, the graduated
income tax effectively taxes the extraordinary escalation of Mas-
sachusetts housing prices that has occurred in recent decades.
One example of such growth occurred in the city of Cambridge,
where the median price of a single-family home has more than
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quintupled in 25 years, from $315,000 in May 1996 to $1.66
million in May 2021, while, by comparison, the Consumer Price
Index rose by only 67%.*"® Seniors and small business owners
who have owned their homes or business property for many
years and are relying on decades of appreciation upon retirement
will find themselves among those subject to the 4% surcharge,
even if their ordinary income otherwise falls well below the mil-
lion-dollar threshold.

The Retirement Tax

To understand who exactly would be affected by the so-
called “Fair Share” tax proposed by the legislature, it is critical
to ascertain how often so-called “millionaires” earn $1 million
or more in a year. Fortunately, the Tax Foundation’s data on the
persistence of millionaires allow us to do just that.

Figure 1: Number of years from 1999 - 2007 in which the period’s U.S.
millionaires reported making over $1million?®
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According to the Tax Foundation’s “Income Mobility and
the Persistence of Millionaires, 1999 to 2007, half of U.S. tax-
payers who reported gross annual income of $1 million or more
at least once over a nine-year period did so only once.?”* Nearly
two-thirds did so two or fewer times, and almost three-quarters
did so three or fewer times. Fewer than 20% did so in a majority
of the nine years and fewer than 6% earned $1 million or more
every year (see Figure 1).

Figure 2: Number of years from 2008 - 2017 in which the period’s
Massachusetts millionaires reported making over $1million?'
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The data expose a vulnerability of the proposed graduated
income tax, showing it to be more of a “retirement tax,” as many
people rely on recouping the value from home equity or a stake
in a business to pay for their retirement. Massachusetts displays
the very same concentration of “one-time millionaires” as iden-
tified nationally by the Tax Foundation. In the Commonwealth,
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46% of households reporting incomes greater than $1 million
did so only once in 10 years and fully 60% did so twice or less in
the 10-year period ended in 2017 (see Figure 2).2*

These data alone do not prove that many “millionaires” are
retirees, or whether those who are using the income to pay for
retirement try to avoid taxes on that income. However, infor-
mation from the IRS shows that after similar graduated income
tax levies passed in other states, out-migration exploded among
people of retirement age. The so-called “Fair Share” tax would
apply to—and dampen the retirement plans of —a significant
number of people who worked a lifetime and who are not con-
sistent millionaires.

Figure 3: Net change in adjusted gross income from people ages 65 and up
moving in and out of California and Florida, 2012 - 20182
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In 2012, the same year California passed Proposition 30, it
lost about $87.2 million in adjusted gross (taxable) income (AGI)
from people of retirement age moving out of state. The next
year, it lost a stunning $1.26 billion on net from these migrating
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seniors, more than a 14-fold increase compared to the previous
year (see Figure 3).?* In this age category, California maintained
9- and 10-digit AGI losses for every subsequent year on record
through 2018. Meanwhile, notable retiree destination (and in-
come-tax-free) Florida gained nearly $1.8 billion from migrating
seniors in 2012, and as much as $5.2 billion in subsequent years,
in a generally increasing pattern.

The bottom line is that individuals with consistent annual
incomes of $1 million or more are not the only ones who will
be subject to the “Fair Share” tax. Instead, included in Massa-
chusetts’ new top income tax bracket will be many people who
wisely invested in a business or real estate at the right time and
merely want to remain comfortable in their old age by cashing
in on those investments. Thus, the so-called “millionaires tax”
is really a retirement tax for many who will be subject to it in a
given year, and only in part a tax on the super-wealthy.

Before Massachusetts voters approve this constitutional
amendment, the following facts must be considered:

1. The graduated income tax proposal will take a significant
bite out of the retirement nest eggs of many small business
owners and longtime homeowners.

2. The surtax could hinder economic efforts to recover from
COVID-19 by discouraging capital investment and mak-
ing it harder for business owners to hire back workers.

3. Assizable plurality of Massachusetts million-dollar earners
only have a seven-figure annual income once in a 10-year
period, an indication that most people affected by the
surtax will not be the uber-wealthy technology magnates
and hedge fund managers usually associated with the term
“millionaire.”

4. When California levied a similar tax hike on high earn-
ers in 2012, it experienced a 14-fold increase in annual
net taxable income losses due to seniors leaving the state,
amounting to nearly $1.3 billion in 2013 alone. In 2018,
this number had still failed to return to pre-tax hike levels.
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Without subjecting the graduated income tax proposal to
further scrutiny, Massachusetts voters risk significantly dam-
aging the economy, spurring cycles of capital disinvestment
and lower productivity that will reach all corners of the state,
and destabilizing the budgets of both the state government and
countless senior citizens.

Now, proponents of the surtax argue that the escalation fac-
tor built into the proposal will prevent older homeowners getting
caught in the retirement trap and insure that only those who can
afford it will pay the higher 9% rate. But, as with so much of the
rhetoric being used to advocate for the proposed surtax, there is
a grave flaw in the proposed escalation factor, which we explore
below.

Bracket Creep Could Make Many More Taxpayers into
“Millionaires”
Despite the surtax’s potential to harm the broader Massachusetts
economy by inhibiting capital formation and innovation, pro-
ponents of the graduated income tax proposal advertise that it
contains a protection “to ensure that the tax continues to apply
only to the highest income residents, who have the ability to pay
more.” Namely, “the million-dollar threshold would be adjusted
each year to reflect cost-of-living increases.”??* The drafters of the
new tax propose to accomplish this by including in the state con-
stitution a provision that “this $1,000,000 (one million dollars)
income level shall be adjusted annually to reflect any increases
in the cost of living by the same method used for federal income
tax brackets.”??¢ Since 2017, this adjustment method has been the
Chained Consumer Price Index for All Urban Consumers — U.S.
City Average (C-CPI-U) for the 12-month period ending in Au-
gust of each year. Prior to 2017, the federal government used the
Consumer Price Index for All Urban Consumers—U.S. City
Average (CPI-U) for this purpose, but switched to the C-CPI-U
upon enactment of the Tax Cut and Jobs Act of 2017.

The CPI-U and C-CPI-U track changes in prices of approxi-
mately 80,000 goods and services that fall into eight major groups,
including food and beverages, housing, apparel, transportation,
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medical care, recreation, education, communication, and oth-
ers.””” While the CPI-U and C-CPI-U are useful for tracking the
affordability of these commonly-purchased items and necessi-
ties, neither aligns well with the escalation of household income,
wages, and salaries in Massachusetts.

It’s worth noting that Congress frequently adjusts individ-
ual income tax rates and estate tax exemption levels to meet
the needs of the times.?”® By contrast, Massachusetts’ proposed
surtax would lock the C-CPI-U escalation method into the state
constitution, making it very difficult to reform as needed. Also,
the top federal income tax bracket is far less than $1 million,
making price indices a more relevant metric to bracket adjust-
ments.””” This is because prices of consumer goods are highly
relevant to taxpayers in most income brackets, but not as much
to high-income taxpayers, who tend to spend a smaller propor-
tion of their income on consumer goods.**

Regardless, the main problem with using the C-CPI-U as
the escalation index for the constitutional surtax proposal, as
proposed by the state legislature, is precisely that it so signifi-
cantly lags the historical rate of increase of salaries, wages, and
household income in Massachusetts. The clearest evidence of
this shortcoming is the discrepancy between the Massachusetts
legislature’s recent pay raises, which are based on aggregate wag-
es and salaries in the state, and what they would have been under
a C-CPI-U escalation index (see Figure 4).

Figure 4: Comparison of most recent legislative salary increases in
Massachusetts to hypothetical increases under a C-CPI-U escalation
factor?'

Actual increase, based on rise in If raise had been based
aggregate wages and salariesinMA | on C-CPI-U

Base pay increase on Jan 2019 5.93% 3.26%

Base pay increase on Jan 2021 6.46% 3.06%

Compounded base pay increase 12.77% 6.42%

In 1998, the state legislature proposed (and voters approved)
an amendment to the state constitution to increase the base
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compensation of members of the general court every two years
by a defined escalation index. The index that legislators includ-
ed in the state constitution for this purpose was the change in
median household income in Massachusetts for the preceding
two year period as reported by the U.S. Census Bureau. This is
an appropriate escalation factor for public employee salaries that
will ensure raises remain aligned with those of the private sector.

By the same token, using the median household income as
an escalation factor for the surtax would ensure that the less well-
off are not punished with a higher tax rate for wage gains they
reap in the coming years. Instead, the current escalation factor,
the C-CPI-U, has historically lagged far behind wage indexes for
Massachusetts (see Figures 5 and 6).7*

Figure 5. Cumulative percentage increase in GPI-U, C-CPI-U, MA aggregate
wages and salaries, and MA median household income (2014-2019)%
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Figure 6. Percentage increase in CPI-U, C-CPI-U, MA aggregate wages and
salaries, and MA median household income (1999-2019)%*
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Between 2014 and 2019, Massachusetts median household
income increased by 38.9%, a rate more than four times great-
er than that of the CPI-U and C-CPI-U. Over the same period,
Massachusetts aggregate wages and salaries increased by 26.6%,
more than three times faster than the CPI-U or C-CPI-U, which
increased by 7.5% and 8.0%, respectively.

In the 20-year period from 1999-2019, Massachusetts medi-
an household income and aggregate wages and salaries rose more
than twice as much as the C-CPI-U. Figure 6 demonstrates that
over this 20-year period, the C-CPI-U increased by 44.3% and
the CPI-U increased by 53.5%, while median household income
in Massachusetts increased by 99.3% and aggregate wages and
salaries in Massachusetts increased by 109.6%.
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Figure 7. Annual rates of increase (ARI) of CPI-U, C-CPI-U, MA aggregate
wages and salaries, and MA median household income in 5-year increments
(1999-2019)%°

Period CPI-U C-CPI-U MA median household | MA aggregate wages

income and salaries
5years (2014-2019) 155%  1.45% 6.79% 4.83%
10 years (2009-2019) 177%  1.48% 3.98% 4.45%
15 years (2004-2019) 2.04%  1.75% 3.54% 3.77%
20 years (1999-2019) 216%  1.85% 3.51% 3.77%

Figure 8. Comparison of total percentage increase in CPI-U, C-CPI-U, and the
mean household income received by each fifth and top 5 Percent of all U.S.
households over various time periods?*®

Category 5years 10 years 15 years 20 years 30 years
(2014-2019) | (2009-2019) | (2004-2019) | (1999-2019) | (1989-2019)

C-CPI-U 7.5% 15.8% 29.7% 44.3% N/A

CPI-U 8.0% 19.2% 35.3% 53.5% 106.2%
Lowest fifth 30.9% 32.3% 49.2% 54.2% 118.6%
Second fifth 30.8% 38.9% 55.1% 67.0% 133.6%
Middle fifth 27.6% 39.2% 55.2% 69.2% 138.3%
Fourth fifth 26.5% 41.2% 58.7% 75.2% 154.0%
Highest fifth 31.1% 48.9% 68.0% 88.1% 197.5%

Top 5 percent 35.7% 52.7% 70.9% 91.9% 226.5%

Figure 8 compares the total percentage increase in CPI-U,
C-CPI-U, and the mean income received by each fifth and the top
5% of all households over various time periods. For the top 5%
of U.S. households, which includes those that would be directly
impacted by the graduated income tax proposal, mean household
income grew at nearly 4.8 times the rate of the C-CPI-U—35.7%
to 7.5% the five-year period from 2014—2019. Over the 30-year
period from 1989 to 2019, the mean household income of the top
5% likewise grew 2.1 times faster than did the CPI-U, 226.5% vs.
106.2%. The C-CPI-U was not introduced until 1999.
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Figure 9. Annual increase in C-CPI-U, CPI-U, and the mean income received
by each fifth and the top 5 percent of all U.S. households over various time
periods?’

Period Hyears 10 years 15 years 20 years 30years
(2014-2019) | (2009-2019) | (2004-2019) | (1999-2019) | (1989-2019)

C-CPI-U 1.45% 1.48% 1.75% 1.85% N/A

CPI-U 1.55% 1.77% 2.04% 2.16% 2.44%
Lowest fifth 5.54% 2.84% 2.70% 219% 2.64%
Second fifth 5.51% 3.34% 2.97% 2.60% 2.87%
Middle fifth 4.99% 3.36% 2.97% 2.66% 2.94%
Fourth fifth 4.81% 3.51% 3.13% 2.84% 3.16%
Highest fifth 5.57% 4.06% 3.52% 3.21% 3.70%
Top5percent  6.30% 4.33% 3.64% 3.31% 4.02%

Figure 9 compares the annual rate of increase of the CPI-U,
C-CPI-U, and the mean income received by each fifth and the top
5% of all households over various time periods. For the top 5%
of U.S. households, mean household income grew at 4.3 times
the rate of the C-CPI-U—6.30% to 1.45% — over the five-year
period from 2014-2019. Over the 30-year period from 1989 to
2019, the mean household income of the top 5% of income-earn-
ers grew 1.6 times faster than the CPI-U, 3.70% vs. 2.44%.

These comparisons demonstrate that the growth of the
C-CPI-U and CPI-U do not come remotely close to keeping up
with the growth of the mean household income of the top 5%.
Thus, the graduated income tax proposal would be impacted
by bracket creep and leave households that are not millionaires
today vulnerable to over-taxation tomorrow.

As time passes, many taxpayers who currently have annual
taxable incomes under $1 million will cross the C-CPI-U adjust-
ed million-dollar threshold and become subject to the graduat-
ed surtax if the differential between the rate of increase of the
C-CPI-U and that of Massachusetts median household income
growth from 2009-2019 continues. Despite the fact that the mil-
lion-dollar threshold will nominally increase each year by the
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percentage increase in the C-CPI-U, an increasing number of in-
dividuals will become subject to the graduated surtax if existing
income growth rates continue.

Figure 10. Income models and graduated income tax million-dollar
threshold, escalated at MA median household income (MHI) and Chained
CPI-U (C-CPI-U), 2023-2045%%¢
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Figure 10 shows that if those rates were to continue into the
future, (i.e. with the C-CPI-U increasing by 1.48% annually
and the Massachusetts median household income increasing by
3.98% annually) a taxpayer earning $850,000 in 2023 will cross
the threshold and become subject to the graduated surtax in
the year 2030. A taxpayer earning $700,000 in 2023 would cross
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the threshold in 2038, and a taxpayer earning $600,000 in 2023
would cross the threshold in 2044.

This phenomenon is modeled in Figure 10 by hypothetical
examples of a taxpayer with various annual incomes of less than
$1 million in 2023, the first year that the surtax would take ef-
fect. He or she would not be subject to the surtax in 2023 because
his or her income would be below the $1 million threshold.
However, if the filer’s taxable income increased over time at a
rate higher than the C-CPI-U, eventually he or she could become
subject to the graduated surtax. In Figure 6 above, the hypothet-
ical taxpayer’s income is projected to increase at the indexed rate
of the Massachusetts median household income, 3.98% annually
from 2009-2019, while the C-CPI-U rose at the rate of 1.48%
annually over the same period.

Because the C-CPI-U is built into the proposed graduated
surtax proposal as the escalator, and because the rise in the
C-CPI-U has historically failed to keep up with the rise in the
Massachusetts median household income, the million dollar
threshold will effectively decline over time.

Fairness is at the core of the argument offered by supporters
of the graduated surtax proposal. Proponents say the graduated
income tax is an effort to force those who have benefited the most
from Massachusetts’ strong economic growth to pay their “fair
share.” Just a small subset of the state population — the 20,040,
or 0.29%, who earn more than $1 million—would be subject
to the tax, supporters insist, leaving the vast majority of Bay
State residents untouched.”® But the new tax proposal, with its
inadequate inflation adjustment mechanism, the Chained CPI-U
(C-CPI-U), would be anything but fair, especially as time passes.

Supporters of the graduated surtax may argue that it can be
modified after passage to alleviate any problems it creates. But
if passed by the voters, it would be written into the state consti-
tution, beyond the reach of subsequent legislative amendments.
Any changes would require a second constitutional amendment
to be passed by both legislative chambers, and then in a statewide
popular vote. The best way to spare Massachusetts taxpayers
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from the adverse consequences of the graduated income tax is to
ensure that it never passes in the first place.

We now turn our attention to other flaws in the arguments of
the graduated surtax’s proponents, beginning with the flawed study
proponents use to claim that Massachusetts’ taxes are regressive.
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Chapter b

Proponents’ False
Narratives

Are Massachusetts Taxes Regressive?

Even those who are concerned about the surtax’s potential im-
pact on jobs and the economy may share some of the goals of
progressive think tanks and advocacy groups in Massachusetts,
such as reducing income inequality and advancing “tax fair-
ness.” As previously noted, supporters of the proposed Massa-
chusetts graduated state income tax have promoted it as a means
of making high income earners pay their “fair share” of state
taxes, often taking it as gospel that the current state tax system
is regressive.*

In a 2015 press release announcing an earlier plan to get the
surtax proposal for incomes over $500,000 on the ballot, the
SEIU cited a graph purporting that the top 1% of Massachusetts
taxpayers pay only 6.4% of their annual income in state and
local taxes, while the bottom 20% pay 10.4% (see Figure 1).**!
Their reasoning was as follows:

“Overall, the Massachusetts tax system is regressive, collecting a
larger share of household income from lower-income households
than it does from upper-income households... That’s why the
Raise Up Coalition (strongly supported by all of the SEIU locals
in Massachusetts) is planning a campaign to create a tax rate of
9 percent on incomes over $500,000 to raise new revenues that
could allow for increased investments in education, child care and
transportation.”

The graph proponents use to highlight the regressive nature
of the current Massachusetts tax code was prepared by the Mas-
sachusetts Budget and Policy Center using data from a 2015 In-
stitute on Taxation and Economic Policy (ITEP) report. Multiple
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organizations, including the Tax Foundation, have raised serious
concerns about ITEP’s methodology and the sufficiency of its
data to demonstrate its conclusions. In a subsequent 2018 tax
equality report, even ITEP noted that Massachusetts has a more
progressive tax system than most other states. In this chapter, we
will explore the validity of ITEP’s studies on the regressivity of
state tax systems and re-examine the data to highlight the Com-
monwealth’s heavy reliance on a small group of taxpayers to fill
state coffers.

Figure 1: Image from a 2015 Massachusetts Budget and Policy Center
report using data from ITEP to purport that Massachusetts tax policies are
regressive?¥?

ITEP’s Flawed Study

During the current debate over passing a graduated state
income tax, organizations like the Massachusetts Budget and
Policy Center, Progressive Massachusetts, and others have made
public statements or issued reports using the same data as in
Figure 1. The data originate from the 2015 version of a report se-
ries published by the Institute on Taxation and Economic Policy
(ITEP) called “Who Pays? A Distributional Analysis of the Tax
Systems in All 50 States.”?*> While ITEP’s “Who Pays?” series has
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been widely cited in the media, many of the assumptions it makes
about firms’ ability to pass on costs deserve further scrutiny.
ITEP claims that many taxes levied on businesses are ul-
timately experienced as “indirect taxes” on the end user. ITEP
explains that “the inclusion of these passed-through taxes is
part of the reason why ITEP’s estimates of sales tax incidence
can appear to imply that low-income consumers are spending a

7244 However,

very large share of their income on taxable items.
ITEP’s methodology lacks transparency about exactly how they
calculate this or what portion of the corporate sales tax burden
ultimately is borne by consumers under their model. Pioneer
Institute reached out to ITEP regarding the details of their tax
incidence methodology, but they have failed to respond as of the
publication date of this book.

A 1999 study estimated the percentage of the sales tax levy
that is ultimately paid by consumers versus that paid by produc-
ers. It found an enormous range among states in the share of
taxes paid by consumers and producers, depending on the type
of goods taxed and how the tax is structured.*> Overall, the re-
tail sales tax burden on U.S. consumers falls between 28% and
89% of the total tax burden, with the remainder falling mostly
on businesses. This variability implies that sales taxes have a rel-
atively progressive effect in some states and a relatively regressive
effect in others. In Massachusetts, an estimated 62% of the over-
all sales tax burden falls on consumers, as opposed to the busi-
nesses they patronize. It’s unclear from ITEP’s publicly available
information that they even take state-to-state variations in tax
burden into account in their model.

ITEP’s calculations also don’t count some types of taxes
that are fairly progressive. For example, their analysis doesn’t
treat Massachusetts’s estate tax, which for the most part impacts
wealthier people, as part of the state tax code, despite the fact that
estate tax receipts totaled more than $3.3 billion between fiscal
years 2014 and 2020.*¢ ITEP also ignores state taxes on health
insurance premiums that employers pay for certain insurance
arrangements.
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In addition, ITEP ignores how the Massachusetts corporate
income tax affects out-of-state actors. Much of the corporate in-
come tax burden ultimately falls on owners and shareholders in
other states. This fact contributes to the progressivity of corporate
taxes, as local business owners and landlords are likely less well-
to-do than large, national corporate executives with tax obliga-
tions in several states.?*® However, ITEP excludes the tax burden
that falls on out-of-state entities from its analysis, instead focusing
only on how state taxes impact Massachusetts-based residents and
businesses. If the goal of ITEP’s analysis is truly to determine “who
pays” for taxes levied by the Commonwealth, as opposed to how
much in-state actors pay, this approach is a mistake.

Ironically, ITEP ranks Massachusetts as having a bet-
ter-than-average Tax Inequality Index score in its most recent
“Who Pays?” publication in 2018.2*° Tt ranked Massachusetts’
state and local tax policies as being more progressive than those
of 29 other states, scoring the Commonwealth as the 22nd least
regressive in the U.S. ITEP cites numerous progressive elements of
the Massachusetts tax code, including a refundable earned income
tax credit, a sales tax exclusion for groceries, a no-tax threshold
and low-income credit that eliminate tax liability for the poorest
taxpayers, a combined reporting requirement for the corporate
income tax, and a state estate tax. According to ITEP, Massachu-
setts’ Tax Inequality Index score was —3.10, better than the —3.48
average score of the other 49 states and D.C. (see Figure 2).>°

ITEP also ignores how tax revenue is redistributed after it is
collected. Even if the Commonwealth levies a disproportionate
amount of taxes on low-income people as a share of their income,
its single biggest budget item is Medicaid, which largely benefits
lower income populations.” Massachusetts spent 29.3% of its
fiscal 2020 budget on Medicaid, broadly in line with the national
average of 28.6%, and spent a sizable share of the remainder of
its revenue on public education (16.1%), which can also reduce
income inequality.**

Conducting an analysis of who benefits from state spending
based on income level would be extremely difficult, but even
ITEP is careful to avoid claims that the state tax system as a
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whole is redistributing wealth from the poor to the rich. Rather,
it’s plausible that the effect of tax collection is slightly regressive,
but the effect of state spending is strongly progressive, outweigh-
ing the regressive elements on the collection side of the equation.
A 2019 CBO analysis confirmed that transfer payments tend to
reduce market-based inequality at the federal level, but there is
scant data to conduct a similar analysis at the state level.*

Figure 3: Amount of Massachusetts income taxes paid by income bracket in
2017, hoth actual figures and hypothetical if the surtax was in effect?*
§12

Bottom Top Bottom Top 0.5% Bottom Top 10% Top 10%
60% 0.5% 80% under surtax 90% under surtax

Rord
=
o

<>
o

w
~

State Income Taxes Paid (Billions of Dollars)

<«
(e}

Considering “Who Pays?” in Absolute Terms

Regardless of ITEP’s selective exclusion of certain aspects of
the tax code, it’s entirely possible that, on the collections side,
the tax code is still “regressive” in the sense that higher income
people tend to pay a lower share of their income in taxes in a
given year. However, the flip side of this is that the wealthy still
pay the vast majority of state taxes, especially income taxes.

In 2017, the Massachusetts Department of Revenue (DOR)
published a study showing that the 20,159 taxpayers with an-
nual incomes of $1 million or more, constituting 0.5% of state
taxpayers, paid $3.60 billion in state income taxes, or 24% of all
state income taxes that year. This is 124% higher than the $1.61
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billion paid by the bottom 60% of income earners, a total of 2.31
million taxpayers. If the surtax is enacted, tax flight issues aside,
the approximately 20,000 taxpayers with incomes of $1 million
or more would pay $5.48 billion in state income taxes, which is
32.5% of all state income taxes and 35% more than the bottom
80% of Massachusetts income earners combined.?*® Also in 2017,
the top 10% of Massachusetts taxpayers paid 38.2% more than
all other taxpayers combined, a figure that would rise to 68.1%
more if the surtax passes.?*

While ITEP’s analysis includes more than just income tax
data, it is much harder to quantify sales and property tax burdens
by income group using existing state-level data in Massachu-
setts. It is reasonable to assume that the tax incidence of sales and
property taxes on lower income populations is relatively greater
than on higher income populations. However, according to the
Tax Foundation, ITEP’s “Who Pays?” series “is overwhelmingly
a measure of the progressivity of the individual income tax be-
cause, to a significant extent, the rest of the tax code is omitted
from ITEP’s analysis.”*’

Moreover, by further increasing the share of income tax rev-
enue that comes from such a small sliver of the population, Mas-
sachusetts would become more reliant on the wealthy to fill state
coffers, while giving those same taxpayers a strong incentive to
avoid paying taxes. This paradigm could increase revenue vola-
tility, ultimately making it harder to fund core state programs

during times of recession.**

ITEP & The Federal Tax Code

In the past, ITEP’s “Who Pays?” analysis watered down the
significance of the progressive aspects of the state tax code by
including the federal state and local tax (SALT) deduction. This
is what the “federal offset” refers to in Figure 1. The SALT de-
duction effectively reduces what taxpayers pay on their federal
returns. It feels distinctly out of place in an analysis of state and
local tax policy, even if it is calculated based on an individual’s
state and local tax burden. This has led some of ITEP’s critics to
accuse them of “cherry-picking one regressive provision in an
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otherwise highly progressive federal tax code” to “make every
state’s tax code look significantly more regressive” than it actu-
ally is.>®

Notably, the more recent (2018) version of ITEP’s “Who
Pays?” analysis doesn’t include a “federal offset” visual after the
Tax Cuts and Jobs Act of 2017 made the SALT deduction sub-
stantially less regressive by capping it at $10,000. In their 2015
analysis, ITEP reported that the richest 1% of Massachusetts
taxpayers paid 6.4% of their income in state and local taxes.
They then adjusted it down to 4.9% because of the federal SALT
deduction.? In reality, 6.4% was the more relevant number in
2015, as the “federal offset” reduces what taxpayers pay on their
federal returns, not on state returns (see Figure 1). This is one of
several ways in which Figure 1 is outdated and misleading.

Figure 4: Federal and state income taxes paid by Massachusetts tax filers
in2017%

$1Mand more AGI Less than $1M AGI

Average income - federal (MA returns) $3,692,966 $75,924
Average income - state $3,768,193 $70,042
Average tax federal (MA returns) $1,033,763 $11,339
Average tax - state $178,481 $2,979
Average tax - federal & state combined $1,212,244 $14,318
Effective tax rate - federal & state combined 32.8% 18.9%

If ITEP had included all the analogous aspects of the federal
tax code in their work, their conclusions about the regressivity
of the tax code would be very different. The data presented in
Figure 4 show the progressivity of the combined federal and state
tax system. Taxpayers with adjusted gross income of at least $1
million had an average income of $3.7 million on federal returns
and $3.8 million on state returns. They paid an average combined
tax of $1,212,244, for an effective tax rate of 32.8%. All other
taxpayers had an average income of $75,924 on federal returns
and $70,042 on state returns. They paid an average combined tax
of $14,318, for an effective tax rate of 18.9%.2%
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Also, in the event that reliance on the wealthy to fill coffers
results in higher revenue volatility or slower economic growth,
the federal government’s ability to borrow money to close budget
deficits or finance debt is almost unlimited in the short term,
whereas many states, including Massachusetts, have balanced
budget requirements. Ultimately, the desire for greater progres-
sivity in state and local tax systems needs to be balanced with
sound principles of economics, budget management, and general
governance.

To sum up, advocates of the proposed surtax paint a picture
of the Massachusetts tax system as highly regressive. They fail
to mention that ITEP, the organization that produced the data
upon which they rely, rated Massachusetts as having a more pro-
gressive tax system than 29 other states. ITEP fails to adequately
explain their model’s treatment of the tax incidence of sales,
excise, and property taxes, and they exclude a number of other
aspects of the tax code that make it seem artificially regressive.

Taxpayers with annual incomes of more than $1 million,
constituting 0.5% of all taxpayers, paid more than twice as much
in state income taxes in 2017 as did the bottom 60% of income
earners combined. That same year, the top 10% of Massachusetts
taxpayers paid 38.2% more than all other taxpayers combined, a
figure that would rise to 68.1% more if the surtax passes.*’ Tax-
payers with incomes of $1 million or more had average incomes
of $3.7 million in 2017 and paid an average of $1.2 million in
combined state and federal taxes, for an effective rate of 32.8%.
Other taxpayers had an average income of $70,042 and paid an
average of $14,318 in combined state and federal taxes, for an
effective rate of 18.9%.%%

In an era of stark income inequality, the federal govern-
ment is better able to address progressivity in taxation and the
resulting economic fallout. After all, to avoid taxation, it is far
more difficult to leave the country than move across state lines.
Increasing the top income tax rate in Massachusetts from 5% to
9%, an 80% increase, runs the risk of incentivizing high income
taxpayers and businesses to relocate to lower tax states. If the
Commonwealth is to have a serious debate about the merits of a
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tax hike, we should start with a candid look at how progressive
our tax code already is, and ITEP’s “Who Pays?” series is far
from candid.

But the ITEP series is not the only flawed study proponents
rely on to advocate for the graduated income tax proposal. They
also claim that the prospect of wealth migrating from Massa-
chusetts to other states in the face of such a large tax increase is
just rhetoric in the wind. The study they use to dismiss such a
prospect, however, is, like the ITEP series on “Who pays?”, sig-
nificantly flawed, as we see in the next chapter.

Drastically Undercounting Households and Businesses
Affected by Their Tax

Surtax advocates argue that similar taxes in other states have
had little impact on the migration of millionaires.*® In support
of their argument, they cite Cornell University Associate Profes-
sor Cristobal Young, whose research suggests that “millionaires
taxes” similar to the one being proposed in Massachusetts have
had little impact on millionaire mobility when enacted in other
states.

A Narrow Definition: Counting Only Consistent Million-
dollar Earners

Though we welcome Professor Young’s work to this debate,
he drastically undercounts the number of people who will at
some point in their lives be subject to a so-called millionaires
tax. Hence, Professor Young and the public policy analyses that
cite his work dramatically underestimate the potential for tax
flight.?s¢

Professor Young does not count taxpayers as being million-
aire migrants unless they had filed a federal tax return with ad-
justed gross income (AGI) of $1 million or more in the year before
they moved. In a 2016 research paper, Professor Young and his
co-authors define millionaire migrants as “people who earned
$1 million or more in year t, and changed their state of residency
between years t and t + 1.”?” Such a narrow definition of a “mil-
lionaire migrant” ignores the possibility that savvy taxpayers
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changed their domicile to a lower tax state in anticipation of a
million-dollar gain from the one-time sale of a valuable asset,
thus avoiding the high rates associated with places like New York
and California.

To grasp the significance of Professor Young’s definitional
limitation, consider that it excludes 14.3 million households in
the U.S. that had a net worth of $1 million or more but incomes
of less than $1 million, according to Federal Reserve Board es-
timates (see Figure 5).2°® Many of the households portrayed in
Figure 5 would be subject to the surtax upon the sale of a portion
of their assets, but Cristobal Young’s methodology is inadequate

to assess the extent to which they engage in tax avoidance.’®

Figure 5: Number of U.S. households by category of wealth (2019)?°
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Young’s methodology also ignores the fact that the majority
of U.S. households with high net worth, defined as greater than
$10 million, earn less than $1 million annually. Among this ex-
cluded group are more than 850,000 households. (see Figure 6).
In fact, 58.9% of households with greater than $10 million in
net worth had annual incomes of less than $1 million.””* Cumu-
latively, these households have trillions of dollars in unrealized



CHAPTER 5: PROPONENTS’ FALSE NARRATIVES

capital gains that may be subject to the graduated income tax

upon sale.?”

Future studies of whether millionaire migration is
occurring should aim to determine whether graduated income
taxes influence the behavior of high-net-worth individuals who
happen to make less than $1 million in income most years. More
insidiously, a tax like the so-called Fair Share Amendment would
also deter high-net-worth individuals from moving to Massa-

chusetts in the first place.

Figure 6: Share of high-net-worth U.S. households that were million-dollar
earners (2019)

Household | Networthof | Networthof | Net worthof | Net worthof = Networth of

Income >$1M >$2.5M >$5M >$10M >$100M
Number <$IM 14,314,529 5,642,446 2687978 857220 2,645
(& percentage) (-93.6%)  (-85.2%)  (-74.8%)  (-58.9%)  (-7.7%)

ofHouseholds ey gg3540 980677 904075 599115 31862
C6A%)  (CA8%  (252% (A% (-923%)

Total 16,298,069 6,623,063 3,592,054 1456335 34,507
(-100%) (-100%)  (-100%)  (-100%) (-100%)

While data on the migration patterns of high-net-worth
individuals are scarce, the sheer number of people who could
potentially be millionaires in a given year by selling a portion of
their assets constitutes a vulnerability to tax avoidance. Thus,
net worth is a better measure of wealth than prior year income
when analyzing migration in response to taxation.

Another way of making this point is to look at data regarding
individuals who earn just under $1 million annually. Data from
the Federal Reserve Board’s 2019 Survey of Consumer Finances,
which the American Statistical Association regards as “the most
comprehensive [wealth] data available for the United States,”
show that nearly 1.6 million U.S. households had incomes be-
tween $500,000 and $999,999.774 Of these, the mean net worth
is $8.3 million (see Figure 7). While these households would
not be subject to the proposed surtax immediately, they may be
susceptible to it in the future upon disposition of assets. Also
susceptible to future imposition of the proposed surtax are the
nearly 5.4 million households with incomes between $250,000
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and $499,999, which have a mean net worth of $3.1 million (see
Figure 8).

Figure 7. Components of net worth among wealthy U.S. households with
incomes <$1million?

Mean net worth:
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Figure 8: Mean income and components of net worth among U.S. households
with incomes from $250,000- $1 million (2019)%

Household income range | Mean income Mean unrealized | Mean financial Mean net worth
capital gains assets

$250,000-$499,999  $340,535 $927,381 $1517.720 $3,051,673

$500,000- $749,999 $608,147 $2,541,608 $3,821,872 $7,487182

§750,000-$999,999  $865,839 $3,535,194 $4,959,434 $10,139,309
$250,000-$999,999  $420,072 $1,366,356 $2,123,898 $4,252,196

The Florida Effect

Perhaps the biggest caveat to Young’s research concerns Flor-
ida, a state that has no income tax, capital gains tax, dividends
and interest tax, or estate tax, and is by far the leading destination
for U.S. millionaires. He writes that “evidence for tax migration
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is largely driven by Florida as an attractive destination for U.S.
millionaires” and that “[t]he uniqueness of the Florida effect is a
very robust finding.”*”

Figure 9: Net out-migration of taxahle income from Massachusetts among
destination states with over $500 million in total gains (1993-2018)%"
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Indeed, Florida accounts for nearly half of Massachusetts’
out-migration of adjusted gross income (AGI), far more even
than neighboring New Hampshire, another no-income-tax state
(see Figure 9). Yet in “Millionaire Migration and Taxation of the
Elite,” Young and his co-authors conclude that “when Florida
is excluded there is virtually no tax migration; when any other
state is excluded, our core finding of tax-induced migration is
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supported.””” This is akin to saying that if you exclude Muham-
mad Ali, Louisville hasn’t produced any great boxers.

Do The Wealthy Migrate Away From High-Tax States?
A Comparison of Adjusted Gross Income Changes in
Massachusetts and Florida

Wealth migration is the entrance and exit of taxable income
between states. Beginning with 2011-12 data, the Internal Rev-
enue Service’s Statistics of Income Division (SOI) has produced
tabulations that show aggregate migration flows by amount of
adjusted gross income (AGI) and age of the primary taxpayer.**
This database allows us to take an in-depth look at current
trends in wealth migration and the potential consequences of
progressive taxation.

Figure 9 presents IRS data showing Massachusetts’ net mi-
gration of AGI from 1993 to 2018 for all tax returns regardless of
income level. It shows that Massachusetts experienced a cumu-
lative net outflow of more than $20.7 billion in AGI over this pe-
riod to other states and nations. Earned income tax-free Florida
and New Hampshire were the biggest beneficiaries; together they
accounted for 72.6% of Massachusetts’ net out-migration of AGI
over this period. Massachusetts had a net out-migration of AGI
to Florida alone of $9.6 billion, representing 46.5% of Massachu-
setts’ total net out-migration.

This trend is largely driven by the disproportionate wealth
of those who move from Massachusetts to Florida. The average
AGI of such a migrant was $120,325 in 2018, compared with the
average AGI of $64,992 among taxpayers who moved from Flor-
ida to Massachusetts that year. While migrants to New Hamp-
shire tend to be less wealthy than those that flee to Florida, the
Granite State’s cumulative AGI gains from Massachusetts over
the period still total $5.4 billion, or 26.1% of Massachusetts’ total
net out-migration. Other states and nations accounted for the
remaining $5.7 billion, representing 27.4% of Massachusetts’
total net AGI out-migration over this period.”®

Massachusetts’s pattern of net out-migration to Florida and
New Hampshire was consistent across 26 years of data. Figure
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10 shows which states had the most significant net positive or
net negative AGI migration from 1993 to 2018 for taxpayers of
all incomes. Notably, if net AGI out-migration to Florida, Cali-
fornia, North Carolina, and northern New England were all $0,
AGI migration to Massachusetts during this timeframe would
be positive overall.® This is because Massachusetts was seeing
positive net AGI in-migration from other northeastern states like
New York, Connecticut, and New Jersey, with smaller positive
numbers from much of the Midwest.

Figure 10. Massachusetts cumulative net AGl inflow/outflow by source &
destination, 1993-2018%
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The Florida Welcome Mat: Sun and Savings

Florida has recently been one of the most attractive destina-
tions for migrating U.S. taxpayers; conversely, only four states (Ne-
vada, North Carolina, Tennessee, and Utah) gained taxable income
on net due to wealth migrants moving out of Florida in 2018. The
Sunshine State added $182.8 billion in cumulative net AGI from
1993 to 2018 across all income levels, according to IRS SOI data.?*

As noted, the IRS’ 2012 addition of income categories to its
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income migration data reporting allows researchers to calculate
the percentage of AGI income migration attributable to high-in-
come taxpayers by state. The highest income category reported
in IRS migration data is annual AGI of more than $200,000. Ac-
cording to IRS data, Florida had a total of 122,341 migration in-
flow returns of taxpayers with annual AGIs of $200,000 or more
from 2012 to 2018. The average AGI of these inflow returns was
$777,348, and the value of this income bracket’s returns totaled
$95.1 billion.?

Over the same period, Florida had 53,248 outflow returns of
taxpayers with AGIs of $200,000 or more, with an average AGI
of $610,385, 21% lower than the average AGI of high-income
taxpayers moving into the state. Florida’s net AGI attributable
to migration from 2012 to 2018 across all income brackets was
$88.9 billion, of which 70.4% came from taxpayers with AGI of
$200,000 or more (see Figure 11). This massive net AGI migra-
tion in just seven years came despite the fact that they constituted
only 4.5% of total inflow returns over that period.

Some academics have assured voters that adoption of a
surtax would spur minimal migration, citing Cristobal Young’s
finding that “only” 2.4% of millionaires move each year.”* But
migration patterns create large shifts in wealth between states
over time, and the relationship between Massachusetts and
Florida exemplifies the scale of this cumulative effect. More than
30% of the total growth in AGI among all Florida taxpayers from
1993 to 2018 was attributable to the state’s net increase in migra-
tion. Compare that to Massachusetts, and its net outflow of $20.7
billion in AGI over the same period.

Analysts of millionaire migration shouldn’t immediately
write off Florida as a rare outlier, but rather should explore the
likelihood that Florida’s friendly tax environment, combined
with favorable weather and other factors, make it a uniquely
attractive destination for the wealthy. They should also seek to
isolate the influence of the tax environment on wealth migration
by comparing Florida with states with similar coastal amenities,
like South Carolina and California.
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Figure 11. Massachusetts cumulative net AGl migration inflow by source/
destination state, 1993-2018%
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Figure 12. Share of net AGl in-migration by income bracket in Massachusetts
and Florida, 2012-2018%®
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Moreover, other academic research shows that taxpayers,
especially the wealthy, do in fact exhibit a significant degree of
behavioral responses—such as shifting income to non-taxable
sources or changing location—to increases in tax rates. A 2004
paper by National Bureau of Economic Rsearch economists Joel
Slemrod and Jon Bakija found that, for every percentage point
increase in state personal income tax rates, residents filed 1.5%
fewer federal estate tax returns in the state.”® Another estimated
that, when New York cut the average tax rate for the top 1% of
earners from 7.5% to 6.85% in 2006, it resulted in a net increase
of 28 star scientists to the Empire State.”° In 2011, the New Jer-
sey Department of the Treasury found that the Garden State’s
2004 millionaires’ tax drove some 20,000 taxpayers to leave by
2009, taking $2.5 billion in taxable income with them.”' Saez,
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Slemrod, and Giertz (2012) estimate that, for every 1% increase
in the share of taxable income retained after taxes, the total value
of taxable income in a jurisdiction increases by between 0.12%
and 0.40%.* This would imply that, in decreasing the share of
taxable income retained after taxes, Massachusetts’ proposed
surtax would decrease the amount of taxable income in the
state by between $606 million and $2.02 billion.?”® And, finally,
Coomes and Hoyt (2008) find that, in states without tax reci-
procity agreements, a 10% increase in marginal tax rates triggers
a4.1% decline in the “relative rate of incoming taxpayers” to that

state.?*

Figure 13. Total AGl growth in Massachusetts and Florida by source,
1993-2018%*
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Figure 14. Florida cumulative net annual AGI inflow/outflow by source, 1993
to 20182
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Affluent taxpayers are responsible for an outsized propor-
tion of state tax revenue —no matter the state. The data show a
strong correlation between state tax rates and migration. We live
in a world where technology allows individuals to be more mo-
bile than ever, and that is especially true for those on the higher
rungs of the socio-economic ladder.

A change in the state constitution to create a graduated in-
come tax was approved at a Constitutional Convention vote in
June 2021, and will go before state voters in November 2022. As
Massachusetts voters consider this proposal to increase income
taxes, they must balance any short-term benefit it might bring
against the long-term impact it will have on jobs and the economy.
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To that end, the following findings must be considered:

1. When the Massachusetts Department of Revenue issued
its estimate of how much the surtax would generate, it pro-
vided a static analysis. That is why it added an important
caveat: “taxpayers may respond to the additional tax by
changing decisions on migration, consumption, invest-
ment, business location, etc. The number of high-income
earners and amount of income reported by those earners
could also fluctuate considerably from year to year.”?*’

2. Professor Young’s definition of “millionaire” is too nar-
row. By ignoring households with substantial net worth
but lower annual incomes, he counts only high earners
who consistently earn more than $1 million per year as
tax-induced migrants.

3. Young himself cites Florida migration as the big exception
to his thesis that wealthy individuals rarely move because of
increases in taxes. Massachusetts has experienced high net
out-migration of taxpayers ($20.7 billion in adjusted gross
income) over the past 23 years. About three-quarters have
moved to tax-free New Hampshire and especially Florida.
The lure of tax-free states will be even greater because of the
rise in remote work after the COVID-19 pandemic.?*®

4. The adoption of a surtax could spur substantial wealth
migration. Already Professor Young finds that 2.4% of
millionaires move each year.”” The cumulative effect of an
annual loss of high net worth taxpayers of that size can
add up to big numbers, and exacerbate the already consid-
erable exodus of Massachusetts residents to Florida.

Voters should think twice before effectively doubling the
state taxes of high-income Massachusetts taxpayers and en-
trepreneurs. This is especially true if remote work remains a
reality in our post-COVID world. If our most productive and
highest-earning workers can live and work anywhere, as is in-
creasingly possible, why would they choose to live somewhere
that seems to treat them only as a piggy bank?
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Chapter 6

Taking Off: Wealth
and Business Flight in a
Post-COVID World

Remote Work After COVID-19 Will Accelerate Wealth
Flight

Another flaw with relying on pre-COVID studies on millionaire
migration to downplay the potential effect of a tax hike is that
they do not take into account the rapid proliferation of tele-
commuting during the pandemic. Global Workplace Analytics,
a consulting company based in San Diego, garnered headlines
when it predicted that “25-30% of the workforce will be work-
ing-from-home multiple days a week by the end of 2021,” com-
pared to just 3.6% before the pandemic.’* Indeed, a September
2021 Gallup poll found that 25% of American employees work
remotely full-time, with an additional 20% working remotely at
least some of the time.”® A permanent shift in the popularity
of remote work would have major implications for everything
from traffic congestion and carbon emissions to commercial real
estate.

The geographic implications of such a shift could also be
massive as the increased adoption of remote work lowers “barri-
ers to exit” for companies and people once based in and around
sprawling metropolises. In November 2020, Forbes Magazine
columnist Gad Levanon predicted that the “big winners” of re-
mote work, in terms of attracting residents, would be vacation
spots.*®* A shift toward remote work could also accelerate pre-ex-
isting migration trends towards southern and western states.
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In a damning December 2020 interview with the Silicon Val-
ley Business Journal, artificial intelligence software mogul Tom
Siebel said that “every responsible chief executive officer has to
consider moving their company out of California.”** According
to Census Bureau estimates, California recorded a population
loss for the first time on record between July 2019 and July 2020,
and now companies like Hewlett Packard Enterprises and Oracle
are following workers out of the state.’**

Given recent technological innovations, notably telecon-
ferencing apps like Zoom, remote work is only becoming more
sophisticated and convenient. Meanwhile, tools like Zoom, G
Suite, and Slack make it easier than ever for coworkers to meet
and share files and messages over the internet.*® Technology,
combined with shifting attitudes among workers and employers
alike, could spell trouble for previous job growth hotspots.

In many ways, individual events in the business world
during the pandemic justify such concerns. For example, Gold-
man Sachs” Asset Management division is mulling a move from
Wall Street to Miami, one of many recent examples of businesses
rethinking the benefits of being in high-cost cities during the
pandemic.’® Similarly, Palantir Technologies has already moved
from Silicon Valley to Denver, and other Silicon Valley firms,
notably Facebook, have prepared to permanently offer remote
work to more employees after the pandemic. Such moves have
reduced the need for employees to be able to afford a coastal
California lifestyle (and for firms to pay their workers coastal
California wages).”” A May 2021 survey even found that 36% of
Massachusetts businesses planned on reducing their office space

footprint in Massachusetts.?"

Individual Workers React to the Pandemic

Similar trends are also evident for individual workers. Before
the pandemic, economic growth was increasingly concentrated
in a small handful of powerful, expensive cities, and access to the
innovation economy and labor market often kept workers from
moving to cheaper, roomier locales.’*® But after the pandemic
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hit places like New York City especially hard, stories abounded
of wealthy residents decamping to vacation homes in Vermont,
Florida, or the Hamptons. It’s an open question whether such
people will need policy-driven incentives to move back, especial-
ly given New York’s heavy reliance on the wealthy to fill city cof-
fers. In the words of urban theorist Richard Florida, “it doesn’t
take very many one-percenters changing their address to wreak
havoc on cities’ finances.”

Figure 1: Share of workers who telecommute before, during, and after the
COVID-19 pandemic, according to various survey groups”*"
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“Note: some of these figures may not be directly comparable to each other, as they poll different groups of people at different
times with differently worded questions

The rise of remote work may be the final push for workers
and employers already fed up with the enormous costs of living
and doing business that plague many coastal metropolises. The
pandemic and its repercussions have made it easier for workers
of many stripes to live hundreds of miles from their office, and
recent research makes the scale of this shift towards telecom-

muting even clearer.*"
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While 51% of the American workforce worked remotely as of
April 2021,%"* as many as 22% of workers are projected to remain
telecommuters by 2025, according to an Upwork survey.*"* Har-
vard Business School offered a lower estimate of 16% of workers
telecommuting after COVID-19 subsides, but that’s still far more
than the 3.6% who worked from home at least half-time before
the pandemic (see Figure 1).*

Moreover, these remote workers might not be as concentrat-
ed in certain companies as one might expect. Before COVID-19,
5% of companies said that at least 40% of their employees were
primarily working remotely. One year after the pandemic ends,
34% expect that at least 40% of their employees will be working
remotely.””® Nearly three-quarters (74%) of companies plan on
moving at least 5% of their employees to full-time remote work
after COVID-19, and nearly a quarter said they would move at
least 20% of their employees to remote work.*'

The work-from-home revolution also reflects shifting atti-
tudes of workers, not just business leaders. In a 2019 survey, 56%
of respondents said it’s possible to work from home in their line
of work, and 80% said they would like to telecommute at least
some of the time.*"” Further, 35% of workers said they would
change jobs for the opportunity to work remotely full-time,
including nearly half (47%) of Millennials.””® More than one-
third of workers even said they would take a 5% pay cut for the
opportunity to work remotely at least some of the time.*"* More
recently, after the pandemic began, Pioneer Institute found that
56% of workers surveyed would like to telecommute at least two
days per week.**

Worker Productivity From Home is High

A growing body of evidence also suggests that there are con-
crete gains to worker productivity from remote work. A recent
survey of tech executives found that 48.6% said that remote work
during the pandemic has increased productivity, compared to
28.7% who said remote work has decreased productivity.’

While information technology might be among the most easily
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adaptable to remote work, other categories, such as Administra-
tive Support and Real Estate, reported nearly 40% productivity
gains from telecommuting as well.***

These increased productivity gains have also been observed
in rigorous academic studies, not just polls with supervisors. Ac-
cording to an April 2021 working paper out of the University of
Chicago, the post-pandemic economy will have a 4.8% produc-
tivity premium relative to the pre-pandemic economy, largely
because of reduced commute times enabled by remote work.’*
Other researchers claim that for every half-time remote worker,
the average employer saves $11,000, largely due to productivity
gains and real estate cost savings, while the average telecommut-
er saves up to $4,000 in travel, parking, and food expenses.’**

Ultimately, these numbers show the strong incentives both
workers and employers have to pursue more telecommuting op-
portunities in the future. But as the previously high-opportunity
places that many choose to leave behind (think New York City or
Silicon Valley) see their tax revenues dip, these economic hubs may
face a reckoning over how to balance budgets or maintain core ser-
vices for those who have nowhere else to go. Richard Florida even
alludes to the potential for a repeat of the blight and disinvestment
that characterized much of New York City during the 1970s.7>

For some observers, however, the fact that the enormous
importance of coastal enclaves for big business over the last
generation is waning may be an opportunity to return places
like New York and San Francisco to their roots, with small, local
businesses, more affordable urban amenities, and lower tax and
regulatory burdens.? It’s also likely that big business operations
will remain centered in these and similar cities, even while the
individuals who run them reside elsewhere.’*’

New York and California were already known for shedding
residents and corporations to more business-friendly locales be-
fore COVID-19, but the pandemic has since heightened the need
for cautions around policies that might further lower barriers to
exit. Inevitably, this means thinking deeply about the incentives
and tradeoffs embedded in local, state, and federal policies for
years to come.
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In addition to policies enacted in expensive coastal states that
tend to render them less competitive as places to work and do busi-
ness, many cities and states are increasingly instituting incentives
to attract talented workers and the companies that employ them
to middle America. We explore these trends in the next section.

States and Cities are Creating Incentives to Attract the
New Telecommuters

Not only are many Massachusetts taxpayers struggling to emerge
from a devastating pandemic-induced recession, but that reces-
sion has also given other states and localities more reasons to try
to lure away jobs and residents from booming coastal metropo-
lises. Many Commonwealth residents have a newfound ability
to telecommute into their workplace from just about anywhere.
With historically low mortgage rates and savvy government
programs aimed at attracting new residents to once-neglected
corners of the country with offers of free real estate and other
generous subsidies and benefits, reasons abound for leaving ex-
pensive job centers.’?

The heightened prevalence of tax and regulatory competi-
tion among states could exacerbate the economic impact of an
unfriendly business environment. At the crux of the issue is the
concern that, if employers leave the state, it will be easier than
ever for workers to do the same, potentially leading to long-term
fiscal and economic problems in the Commonwealth. As Pioneer
has argued before, state lawmakers should be especially cautious
going forward about policies that would further lower “barriers

to exit” for households and firms alike.’*

The (Tax) Competition Heats Up

In recent years, there have been numerous high-profile ex-
amples of governments using considerable tax breaks and other
benefits to lure major corporations across state and even national
lines. To cite a couple of examples, the 2018-2019 sweepstakes
to determine the home of Amazon’s second headquarters and
Wisconsin’s grant of $4.1 billion in incentives for Foxconn come
to mind. A 2020 Princeton study found that, to lure companies,
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U.S. state and local governments use tax incentives worth at least
330

$30 billion annually.

Figure 2: Comhined value of state and local tax incentive packages for
select Amazon HQ2 location proposals®®'
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Even places with strong business environments want to at-
tract more economic activity, and tax incentives are seen as a
way of getting a leg up on other places with desirable qualities
for employers. This logic helps explain why, perhaps contrary
to intuition, many large coastal cities with booming economies
offered Amazon more in tax breaks than many smaller mid-
dle-American cities during its second headquarters sweepstakes
(see Figure 2). A Brookings Institution postmortem on the Am-
azon sweepstakes even argued that the amounts of the tax breaks
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were “largely based on a region’s ability to offer incentives,” as
opposed to the amount needed to attract Amazon to the location.

Regardless of the case-specific justifications cities and states
make for competing with each other, the overarching reason is
clear: in an increasingly globalized world, both capital and peo-
ple are highly mobile. A 2018 Urban Institute analysis shows that
the three-year migration rate among large firms in particular has
almost doubled, from 3% to nearly 6%, between the late 1990s
and early 2010s.>*> While the analysis only included select metro-
politan areas in the U.S., it also predates the COVID-19 pandem-
ic, which has been a notable catalyst for business relocation.*”

In recent years, corporate tax competition has taken on an
international scope. Examples abound of corporate inversion,
in which companies use a merger with a foreign business to
change their tax residence to a lower-tax country like Ireland or
Switzerland. While this method of tax avoidance was relative-
ly uncommon before the 1990s, many high-profile American
companies have performed inversions since 2013, including
AbbVie, Medtronic, Chiquita, Pfizer, Apple, Burger King, and
Coca-Cola.”* In addition, as of 2013, Pfizer, one of the largest
pharmaceutical companies in the U.S., operates at least 128 for-
eign subsidiaries in tax havens.*

The increasing magnitude of international tax competition
even prompted Treasury Secretary Janet Yellen, in April 2021, to
propose a “global minimum corporate tax rate,” to be enforced
by the OECD.** Six months later, in October 2021, world leaders
at the Rome G20 summit formally agreed to a global minimum
corporate tax rate of 15%.%’

Many public agencies now also pay individual households
to relocate, not just firms. As remote work’s rising popularity
makes it easier for telecommuters to live anywhere, areas that
previously struggled to attract new residents have resorted to
subsidizing moving costs. Tulsa, Oklahoma; Chattanooga, Ten-
nessee; Baltimore, Maryland; and the entire state of Vermont are
prime examples.® All of these programs, including Vermont’s
subsidies specifically for new residents who work remotely, pre-
date the pandemic, and a central selling point of many of them
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is a lower cost of living than exists in much of urban America.*

Of the 37 cities currently paying residents to move there,
28 have median housing prices less than half that of Massachu-
setts, according to MakeMyMove.com.*® Massachusetts had
the fourth highest home prices in the country in 2021, after
California, Hawaii, and Washington State, and Zillow estimates
that home prices in the Commonwealth grew by 18.0% during
the year ended September 2021.°*" Massachusetts is also one of
the most expensive states for childcare, which is important con-
sidering the widespread school closures during the pandemic.
Overall, reasons abound why individual households would find
it especially appealing to move away from Massachusetts in the
near future, even as the pandemic subsides.

Many government programs aimed at attracting new res-
idents seem to be working. In 2019 alone, at least 290 people
took advantage of Vermont’s subsidy plan, which awards up to
$10,000 to new residents who work remotely from the state.’*
That’s a sizable share of Vermont’s overall population change for
the year, which the U.S. Census Bureau estimates at a loss of 699
residents between July 2019 and July 2020.>** While these figures
can’t definitively prove that the new residents wouldn’t have
moved to Vermont without the subsidies, Vermont was also one
of the few states to either grow more quickly or lose population
less quickly in 2019-2020 than in 2018-2019.>** The subsidies,
combined with Vermont’s low COVID infection rates and high
prevalence of vacation homes, may have induced more people to
become permanent residents amid the pandemic.’*

In many cases, interest in these relocation incentive pro-
grams far outstrips the number of people who actually receive
the relocation subsidies. For example, Tulsa, Oklahoma, a city
of 400,000 people, has received more than 20,000 applications
for its relocation incentive program since 2018.** Northwest
Arkansas, population 530,000, has received more than 24,000
in total, and Topeka, Kansas, population 130,000, received more
than 3,500 within its program’s first 30 days.**’

Vermont, Tulsa, Arkansas, and Topeka are far from the only
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examples of publicly funded programs attracting residents who
are “voting with their feet.” In recent years, there has been sig-
nificant media attention on the large and growing array of such
programs around the country, especially in places where the low
cost of living may be a particular draw. Figure 3 describes almost
two dozen of these programs, the maximum subsidy per house-
hold, and the target of the subsidy (student loans, housing, etc.).

Figure 3: Maximum value of select state and local incentive packages to
attract new residents in the U.S.38
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In addition to directly subsidizing moving or housing
costs, some cities also offer special products or services to new
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residents, such as free internet (Tucson), a brand new mountain
bike (Northwest Arkansas), or special deals at local businesses
(Topeka, Kansas).* Many small towns in the Midwest—in-
cluding Manilla, Iowa; Marne, Iowa; Claremont, Minnesota; and
Lincoln, Kansas — are offering to give newcomers plots of vacant
land for free.*® Some cities and states, such as Maine; Kansas;
and Hamilton, Ohio, have programs specifically designed to
attract young professionals by subsidizing new residents’ student

loan payments.™"

A Push and a Pull in the Same Direction

The academic literature shows that incentive packages are
seldom enough to create measurable business migration trends
by themselves. Some studies conclude that large companies often
receive tax breaks for jobs they would have created regardless.’>
In these cases, it’s hard to discount the effect of policies that stifle
business activity in corporations’ former homes which, com-
bined with efforts other places make to attract these companies,
can greatly influence migration decisions.

For example, healthcare corporation McKesson, ranked
number 8 on the Fortune 500 as of 2020, moved its global head-
quarters from California to Texas in 2018, reportedly because
of California’s high tax rates.”” An official statement detailing
McKesson’s move cited Texas’s “tremendous support since we
opened our Las Colinas campus last April,” likely referencing a
nearly $10 million grant from the Texas Enterprise Fund to help
expand its presence in the state.”®* It’s uncertain whether McK-
esson still would have moved from California to Texas without
the grant, but its official statement also said the move would
promote “efficiency, collaboration and cost-competitiveness,”
implying that the contrasting business climate of the two states
influenced the company’s decision.”” Such robust investment
from the Texas state government also speaks to the lengths to
which some states are willing to go to attract economic activity.

The consequences of an expensive, business-unfriendly
environment are clear. In 2021, for the first time in its history,
California lost a seat in Congress due to a stagnating population.
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While there are various causes for California’s slower growth,
including the state’s exorbitant housing costs, many observers
have cited economic competition from Texas and other places.***

In an example that may hit closer to home in Massachusetts,
General Electric moved its headquarters from Fairfield, Con-
necticut to Boston in 2016 after a $700 million tax hike targeted
large corporations and wealthy individuals in the Constitution
State.*” State and local governments in Massachusetts offered
GE $145 million in tax breaks as part of the deal, which amounts
to more than $180,000 per promised job.”*® While GE paid back
the state’s $87 million in tax breaks after failing to create enough
jobs, the initial offer may have helped push the company to
choose Boston over New York, which is 50 miles from its former
headquarters and where many of its “peer enterprises” are locat-
ed.” After all, even though tax incentives for specific companies
are rarely fruitful economic development strategies, they may
still influence business location decisions.

Public agencies are also taking out advertisements in expen-
sive urban enclaves to try to lure people and jobs out-of-state.
A recent billboard campaign near Fenway Park by JobsOhio, a
state-affiliated economic development group, advertised Ohio’s
non-existent corporate income tax rate and low cost of living.**°
The City of Miami bought billboards along U.S. Route 101 in San
Francisco inviting those looking to move to Miami to contact the
Florida city’s mayor on Twitter.” Similar digital ad campaigns
are becoming common on social media.

Even expensive, high-tax areas are trying to appeal to cor-
porate migrants with targeted advertisements emphasizing their
quality of life, amenities, and existing concentration of talent.
In January 2021, Middlesex County, New Jersey launched an ad
campaign targeting innovative life science, autonomous vehicle,
and food companies looking to relocate from Boston.**

While it’s too early to assess whether this sort of ad campaign
will be effective at bringing investment to New Jersey, whose
corporate tax rate is the highest in the nation, such a highly
competitive atmosphere for attracting businesses is an insidious
backdrop against which to contemplate a graduated tax proposal
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in Massachusetts, which has historically ranked low on tax and
business competitiveness indicators.’*® With cities and states,
including other “high-tax, high-talent” ones, throwing billions
of dollars into corporate subsidies and advertising each year, the
last thing Massachusetts needs is to give its major businesses
another reason to leave the state.

In an increasingly nationalized and globalized economy,
cities and states will go to great lengths to attract firms, capi-
tal, and people to their jurisdictions. But failing to maintain a
pro-business climate would be making a dangerous wager on the
opposite approach: that the appeal of Massachusetts as a place to
live, work, and do business is great enough that it can be taken
for granted.

As traditional job centers like Boston and Springfield are
facing a renewed vulnerability to out-migration from companies
and individuals alike, such an approach would be nothing short
of irresponsible.

Among the reasons that it is already a good time to move out
of Massachusetts are:

» Pandemic-related mandates, accommodations from em-
ployers, and new technologies have made it as feasible as
ever for many employees to work remotely

+ Rising costs of living, especially home prices, have strained
the wallets of the middle class and created an unfriendly
environment for young people looking to set down roots

+ Other, especially non-metropolitan, cities and states have
intensified efforts to lure residents and employers away from
major job centers with tax breaks and subsidy packages

On top of the challenges Massachusetts already faces trying
to keep talented workers and innovative companies, passing
irresponsible tax and regulatory policies would induce even
more people and businesses to move elsewhere. Ultimately, this
impacts not only the people and businesses who choose to leave,
but also the workers employed at these businesses. The recent
proliferation of relocation incentive programs and subsidies tar-
geted at both families and businesses signifies a direct incentive
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for the middle class to leave as well.

While Massachusetts can’t stop other states from creating
subsidy programs, it can create a tax and regulatory environment
that is more attuned to the needs of businesses and individual
households throughout the Commonwealth. Fundamentally,
this means rejecting tax hikes and business restraints that play
right into the hands of those trying to lure people and jobs out
of the state.

Besides elaborate benefits programs, Massachusetts” neigh-
boring states have also used more traditional stimulus measures
in an attempt to attract residents and businesses in recent years.
In fact, just as the Massachusetts legislature was considering the
proposed graduated income tax ahead of approving it for the
2022 ballot, the New Hampshire legislature passed a tax cut that
is only likely to exacerbate any impact the surtax will have. We
discuss this tax cut further in the next section.

New Hampshire Just Cut Taxes —Will Massachusetts
Raise Them?

As Massachusetts voters weigh an amendment to the state
constitution to enact a surtax on million-dollar earners, they
should be cognizant of how the policies of other states could
interact with the tax hike to encourage an exodus of jobs and
capital. We’ve already discussed at length the draw that Florida
has had for Massachusetts’ tax filers, with the Commonwealth
having lost $9.6 billion in adjusted gross income to the Sunshine
State between 1993 and 2018. But we should be especially aware
of policies adopted in proximate jurisdictions. New Hampshire
is a neighboring state that has already benefited from out-migra-
tion from Massachusetts to the tune of more than $426 million
in taxable income in 2019 alone.***

New Hampshire is, by most measures, a low-tax state, in-
creasing its appeal as a destination for domestic migrants.’® De-
spite having no tax on personal earned income, it has a 5% tax
rate on interest and dividends. However, a budget amendment
enacted in June 2021 will eliminate the interest and dividends
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tax by 2027, contributing to a divergence in tax policy between
New Hampshire and many of its neighbors that proponents say
would help “attract an increasingly mobile workforce and entre-
preneurial base.”?%

Diverging Paths on Tax Policy

When New Hampshire’s tax cut is fully implemented, the
timing couldn’t be worse for Massachusetts, which has already
experienced increased vulnerability to an exodus of workers
and businesses as a result of the work-from-home phenomenon
during the COVID-19 pandemic.’” New Hampshire’s tax cut,
combined with a mirroring income tax increase in Massachu-
setts, could accelerate the long-standing trend of income and
capital flowing from Massachusetts to less expensive states.*®®

The combination of the graduated income tax and New
Hampshire’s fiscal belt-tightening seems particularly poised to
lure financial services jobs out of the Commonwealth, given
that Massachusetts’ surtax would apply to capital gains and New
Hampshire’s tax cut applies solely to interest and dividends. In
turn, the financial services industry is a crucial backer of high-
tech startups that have catalyzed the Bay State’s innovation
economy in recent years while also creating demand for low-skill
service jobs that benefit workers of all stripes.’®

This economic misstep is not just theoretical. A divergence
in income tax rates between Massachusetts and its competitor
states seems to have accelerated the direction of capital flows in
recent years. In the notable example of Connecticut, the flow has
benefited Massachusetts, as we discussed in the opening chap-
ter. Connecticut’s top marginal income tax rate increased from
4.5% in 2003 to 6.99% in 2018, even while Massachusetts’s top
rate decreased from 5.6 to 5.1 % over the same period.””® Over-
all, Connecticut personal income tax hikes have taken effect in
2004, 2009, 2012, and 2016. Massachusetts personal income tax
cuts have taken effect in 2004, 2012, 2014, 2016, 2019, and 2020.%"*

At the same time, taxpayers migrating between Connecticut
and Massachusetts brought increasing amounts of wealth to the
Bay State. As shown in Figure 4, by 2019, households that moved
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from Connecticut to Massachusetts made nearly $195 million
more in adjusted gross income (AGI) than households that
moved from Massachusetts to Connecticut that same year. This
is a reversal of the flow that predominated before Connecticut’s
spate of tax increases. As recently as 2004, interstate migration
between Connecticut and its northern neighbor brought more
net wealth to Connecticut.

Figure 4: Net AGI migration from Connecticut to Massachusetts, 2004-2019
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This reversal in fortune for the Constitution State provides
a compelling explanation for Connecticut’s perennial budget
deficits: even as tax rates were increasing, the amount of taxable
income was growing slowly due to out-migration. This fact is,
in turn, reflected in state coffers: between fiscal years 2008 and
2020, the state budget grew by 63% in Massachusetts, and just
22% in Connecticut.*”

Unlike Connecticut, Rhode Island provides an example of a
state that has cut taxes even more aggressively than Massachu-
setts over the last 25 years. For most of the 1990s, income tax
rates in Rhode Island were determined as a percentage of federal
income tax payments, with different brackets paying between 25
and 32.5% of federal taxes (or, at a 39.6% federal rate, between
9.9 and 12.9% of income).””” These rates gradually converged to
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25% by 2002.* A 2011 tax reform knocked the 9.9% top mar-
ginal rate to 5.99%, where it remains as of 2021.”> This makes
for a particularly important test for the link between tax policy
and wealth migration because, unlike in Massachusetts and
Connecticut, the major tax changes were concentrated in one
year —2011—rather than occurring incrementally.

Figure 5: Net AGI migration from Rhode Island to Massachusetts, 2004-2019
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Once a mixed picture, Massachusetts now routinely loses
more wealth to Rhode Island than The Ocean State does to
Massachusetts, and in recent years the gap has only grown. In
Figure 5, note that the trend was increasingly for migrants to fa-
vor Massachusetts over Rhode Island until the Great Recession,
and the Rhode Island state assembly voted in 2010 to cut the top
tax rate to 5.99% in 2011. While Rhode Island’s top income tax
rate is still higher than that of Massachusetts, that barrier has
been lowered enough that other factors—such as the cost of
living— have likely kicked in and contributed to Rhode Island’s
recent edge.



CHAPTER 6: TAKING OFF: WEALTH AND BUSINESS FLIGHT IN A POST-COVID WORLD

Figure 6: Net AGI migration from New York to Massachusetts, 2004-2019
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Conversely, other northeastern states have raised taxes
over the past couple of decades, including New York and New
Jersey. The Empire State first raised its top personal income tax
rate to nearly 9% in 2009 before adopting a true “millionaires
tax” in 2012.”° Meanwhile, New Jersey recently doubled down
on its 2004 millionaires tax by creating a new tax bracket for
those making at least $5 million per year that took effect in 2019.
Both display a very similar trend as Connecticut, with increasing
amounts of wealth migration to the Bay State in recent years (see
Figures 6 and 7).

AGI migration to Massachusetts even from states outside
the Northeast closely tracks with tax policy changes. In a situ-
ation most immediately comparable to that of New Hampshire,
Tennessee phased out its own investment income tax starting
in 2016. While migrants’ wealth has consistently flowed from
Massachusetts to Tennessee over the last decade and a half, the
magnitude has increased enormously in recent years. Between
2016 and 2017, when Tennessee’s governor signed the law to
eliminate the tax, net AGI migration from Massachusetts to
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Tennessee more than quadrupled to over $30 million (see Figure
8), even though Tennessee is hundreds of miles away from the
Bay State.*”’

Figure 7: Net AGl migration from New Jersey to Massachusetts, 2004 -2019
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Meanwhile, much of New Hampshire shares a job market
with eastern Massachusetts, making it especially appealing for
businesses and individuals to move across state lines if the sur-
tax passes. And contrary to Cristobal Young’s work, which we
dissected in Chapter 5, recent academic research demonstrates
that the wealthy are highly responsive to tax changes, whether
via physical migration, “shifting” earned income to unearned in-
come, or otherwise.?”® Further, IRS data show that, in 2018, Mas-
sachusetts taxpayers who would be subject to the surtax reported
$1.87 billion in interest and $4.23 billion in dividends.””® These
facts, combined with the continued divergence of tax policy be-
tween New Hampshire and Massachusetts, could reduce the Bay
State’s tax base, as well as deter talented workers and innovative
employers from setting down roots here, if the surtax is passed.
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If Massachusetts’ surtax proposal is passed, the Bay State
would have a marginal income tax rate as high as 9% (and up
to 16% for short-term capital gains), while in the Granite State
it would be 0%. This discrepancy could prove dangerous in the
long-run as Massachusetts seeks a full recovery from COVID-19,
especially in an era of remote work.

Figure 8: Net AGI migration from Tennessee to Massachusetts, 2004-2019
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In tandem with tax restraint in recent decades, Massachusetts
state revenues have grown much faster than those of neighboring
states. Our economy has flourished, in part due to competitive
advantages over other cold, expensive places like New York and
New Jersey. Wealthy residents of these places have increasingly
voted with their feet to move to Massachusetts, bringing jobs
and tax dollars with them. Before considering the surtax pro-
posal in 2022, Massachusetts voters should heed a version of an
old adage: we’re already beating high-tax places. Why join them?

And though this question would be a valid one at any time,
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it has become increasingly urgent in light of the 2017 federal Tax
Cuts and Jobs Act, which included a cap on the state and local
tax (SALT) deduction filers can take on their federal taxes. Ab-
sent the SALT deduction, any increase in state tax rates will only
magnify the impact on affected taxpayers. We explore this in the
next section.

The SALT Cap Will Also Accelerate Tax Flight from
Massachusetts

When Congress enacted the Tax Cuts and Jobs Act of 2017
(TCJA), it altered the economic landscape surrounding the sur-
tax petition that Massachusetts voters will consider in November
2022. The TCJA placed a $10,000 limit on deductions of state
income and local property taxes (SALT) on federal individual
tax returns, effective for tax years 2018 to 2025. By limiting the
deductibility of state and local taxes on federal tax returns, the
TCJA raised taxes on filers who itemize deductions, who have
disproportionately high incomes.

Notably, much of the existing literature that claims the wealthy
do not move in response to tax changes predates the TCJA, which,
by capping the SALT deduction, gave those who itemize deductions
a stronger incentive to leave high-tax states. When proponents
originally advanced the surtax in Massachusetts in 2015, they did
so before adoption of the federal SALT deduction limit. Despite
this significant change to the federal tax code and its potential to
exacerbate the impacts of a tax hike in Massachusetts, the surtax
amendment’s language remained completely unchanged between
the 2015 version submitted by Raise Up Massachusetts and the
2018 version filed by members of the Massachusetts legislature.

A Whole New Tax Form

The SALT deduction limit came into effect in tax year 2018
in the form of two new lines, 5(d) and 5(e), on I.R.S. Schedule
A (Form 1040). In line 5(d), taxpayers enter the total of taxes
paid, including state and local income taxes, sales taxes, real
estate taxes, and personal property taxes. In line 5(e), taxpayers
enter the smaller of line 5(d) or $10,000, as shown in Figure 1.
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Taxpayers with Adjusted Gross Incomes (AGI) in excess of $1
million paid an average of $284,050 in state and local taxes in
2018. The SALT deduction limit reduces their deductions to
$10,000 (see Figure 9).

Figure 9: Example of revised Schedule A including $10,000 SALT limitation,
introduced in tax year 20183

IRS data demonstrate the financial impact of the SALT de-
duction limit. Prior to passage of the TCJA, U.S. taxpayers took
$624.1 billion in SALT deductions on federal returns, an average
deduction of $13,395 per return. In tax year 2018, taxpayers took
$147.0 billion in SALT deductions, a drop of 76.4% in total de-
ductions, with an average deduction of $8,432 per return (see
Figure 10). The number of U.S. taxpayers claiming itemized
SALT deductions dropped from 46.6 million in tax year 2017 to
17.4 million in tax year 2018, with a corresponding increase in
taxpayers claiming the increased standardized deduction autho-
rized by the TCJA.*

While the SALT deduction limit reduced the average deduc-
tion of all taxpayers who itemized by 37.1% (from $13,395 to
$8,432), it had a much greater impact on high income taxpayers.
Prior to passage of the TCJA, taxpayers with Adjusted Gross
Incomes (AGIs) of $1 million or more in the U.S. took SALT
deductions totaling $128.3 billion on federal returns, an average
of $281,916 per return. After the SALT deduction limit took ef-
fect in tax year 2018, total SALT deductions these taxpayers took
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dropped by 96.9% to $4.0 billion, or an average of $9,856 per
return. The number of U.S. taxpayers with AGI over $1 million
claiming itemized SALT deductions dropped from 455,310 in
tax year 2017 to 406,120 in tax year 2018, with a corresponding
increase in taxpayers claiming the increased standardized de-
duction authorized by the TCJA.?*2

Figure 10: Average SALT deduction taken before and after enactment of
TCJA by income category
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Figure 10 compares the average SALT deduction taken by
U.S. taxpayers who itemized deductions in tax years 2017 and
2018 with the average SALT deduction taken by taxpayers with
AGIs of $1 million or more in tax years 2017 and 2018.7**

In 2017, before the TCJA became effective, 97.6% of the
18,090 Massachusetts taxpayers with AGIs of $1 million or more
took deductions for state and local taxes totaling $4.02 billion, an
average of $227,471 per return. Once the TCJA became effective
in tax year 2018, 75.9% of 20,040 Massachusetts taxpayers with
AGIs of $1 million or more took deductions for state and local
taxes, while the others opted to take the standardized deduction.



CHAPTER 6: TAKING OFF: WEALTH AND BUSINESS FLIGHT IN A POST-COVID WORLD

Of the high income taxpayers who itemized deductions, total
SALT deductions dropped from $4.02 billion in tax year 2017 to
$152 million in tax year 2018, a reduction of 96.2%. The average
SALT deduction dropped from $227,471 to $9,984.

In June 2019, the Joint Committee on Taxation of the U.S.
Congress estimated that 52.2% of the negative tax impact of the
SALT deduction limit is borne by taxpayers with AGIs of $1 mil-
lion or more, which constitutes $40.4 billion of the total of $77.4
billion (see Figure 11).7*

Figure 11: Share of tax burden from SALT limitation by income category,
Tax Year 20193
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The Political Fallout

A large contingent of Congressional Democrats, predomi-
nantly from states most adversely impacted by the SALT deduc-
tion limit, has been working to repeal it, but it won’t be easy to do
so without a fight, according to Jonathan Traub, tax policy leader
of the Washington national tax practice at Deloitte Tax LLP.
“Progressives say that full SALT deductibility is a giveaway to the
wealthiest of the wealthy, while governors cry about wealthy res-
idents leaving their states and losing their tax base.”**” In April
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2021, seven governors of high-tax states signed an open letter
urging President Biden to remove the cap on the SALT deduction
imposed under the Tax Cuts and Jobs Act.*®

Larry Summers, former Treasury Secretary and former pres-
ident of Harvard University, warned on April 9" that New York’s
proposed millionaire’s tax will backfire without congressional
repeal of the SALT deduction limit, sending New York into a
“downward spiral.”**® This likely alludes to the economic and
fiscal impact of the tax base erosion, revenue volatility, and dis-
investment associated with such tax increases.

Massachusetts is already acknowledged as being one of the
states most affected by the SALT deduction limit. According to
a study published by the Rockefeller Institute of Government,
Massachusetts had the fourth worst “SALT burden” of the 50
states and D.C. in tax year 2019.*° A UMass Donahue Center
study concluded that the $10,000 cap on deductibility under the
TCJA “will make it more difficult for Massachusetts to maintain
their prior tax structures. Massachusetts will face greater tax
competition from lower-tax neighboring states, particularly New
Hampshire. The most productive areas... are particularly hard
hit. The result will be a decline in national competitiveness.”*"!

Other states, however, may have something to gain from
the cap on the SALT deduction. According to Florida real estate
developer Nitin Motwani, “SALT has been the No. 1 theme when
we speak with finance companies about relocating or opening
branch offices in Miami.”*? In January 2020, a Bank of America
analysis found that lower-tax states gained $32 billion more in
adjusted gross income than higher-tax states in 2018, nearly twice
the average amount since 2005.°” Financial Advisor Magazine
later called the Bank of America report the “hardest evidence
yet” that the 2017 tax cuts, and specifically the SALT deduction
cap, are disproportionately hurting states like Massachusetts and
New York.**

Bloomberg News reported on July 28, 2021 that New York City
mayoral Democratic nominee Eric Adams likewise has grave
concerns over the SALT deduction cap. Adams “told a group
of House lawmakers that the limit on the state and local tax
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deduction enacted in 2017 is a top issue harming the city, accord-
ing to two congressional aides familiar with the conversation.”**

But the limit on SALT deductions has met friends as well as
foes across the aisle. When President Biden entered office, some
presumed the administration would attempt to repeal the limit
on SALT deductions.**® However, it is uncertain whether this will
come to fruition, as SALT cap relief comes with a heavy price tag,
especially as the Biden administration is aiming to bolster envi-
ronmental and social-welfare programs.*®” Experts hypothesize
that a partial repeal is the most likely course of action for the
immediate future.’*®

As of this writing Congress has come to agreement on legis-
lation to repeal or amend the SALT deduction cap. On Novem-
ber 19, 2021 the House voted 220 to 213 to approve H.R. 5376,
the $1.75 trillion Build Back Better budget reconciliation bill,
along partisan lines. The bill includes a provision to increase
the $10,000 SALT cap to $80,000 and extend its life by six more
years, with the cap returning to $10,000 in 2031. In the Senate,
where Democrats hold a razor-thin majority , two key senators
have said that they will offer a revised version of the SALT cap
that places an income limit on the House version of the bill.
Senate Budget Committee Chairman, Vermont Independent
Senator Bernie Sanders, favors an income limit of $400,000 and
New Jersey Democrat Bob Menendez favors $550,000.*

If Congress passes the Build Back Better Act with an income
limit on eligibility for an amended SALT deduction of less than
$1 million, it will have no impact on taxpayers in Massachusetts
subject to the proposed surtax on income of $1 million or more.

And even if Congress increases the SALT deduction cap
from $10,000 to $80,000 without an income limit, the rollback
may only be temporary. As of November 2021, different propos-
als from House Democrats raise the cap through either 2030 or
2031.%° Thus, such a policy would do little to change the im-
pact of the SALT cap on the proposed Massachusetts surtax in
the long run. For Massachusetts, this means treating tax hikes
during the pandemic recovery period with the utmost caution.
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Massachusetts Offers a Workaround

While efforts to address the impact of the SALT deduction
limit at the federal level are uncertain, Massachusetts, along with
other states, has established a workaround for pass-through enti-
ties. The Massachusetts FY 2022 budget included outside Section
39 — entitled “Taxation of Pass-Through Entities (PTEs).”*"!

Section 39 is intended to lessen the impact of the $10,000
SALT deduction limit on federal taxes paid by Massachusetts
taxpayers who report income from pass-through entities. These
PTEs can include S corporations, partnerships, and LLCs. Under
Section 39, an eligible PTE may elect to pay an excise on its in-
come taxable in Massachusetts at a rate of 5%, qualifying mem-
bers to be eligible for a tax credit on Massachusetts tax returns
equal to 90% of their share of excise paid by the PTE. Qualified
members of PTEs include natural persons, trusts, and estates.
Governor Baker has proposed the credit be 100% of the excise
paid, which is why he refused to sign outside Section 39 at the
time he signed the budget.

Under the legislature’s proposal, if a PTE elects to use the
Section 39 workaround, the Massachusetts Department of Reve-
nue (DOR) will receive more in total revenue from the PTE and
its members than it otherwise would have received. This is due
to the PTE paying the excise, and members paying a 5% tax on
the 10% of pass-through income that is not offset by the 90% tax
credit. Therefore, the DOR will receive from PTEs electing to use
the SALT cap workaround a total of 5.5% of entity taxable in-
come, 5% excise from the entity, and 0.5% income tax from the
member. That is, unless the DOR determines that the entity-level
tax payment reduces the owner’s distributive share of income for
MA tax purposes.

The Governor’s proposed amendment, setting the credit at
100% of the excise paid, was filed in the House of Representatives on
August 5, 2021. In October, however, the legislature overrode Gov-
ernor Baker’s veto and passed the 90% SALT tax credit into law.**

Eleven months earlier, in November 2020, the IRS issued an
advisory greenlighting “SALT cap workarounds.” It announced
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that future IRS guidance would provide that taxes paid by a
partnership or S corporation to a state, a political subdivision
of a state, or the District of Columbia would be recognized as le-
gitimate deductible expenses on PTE federal tax returns. This is
applicable without regard to whether liability for the income tax
is the result of an election by the entity, or whether shareholders
receive a deduction, exclusion, credit, or other tax benefit that is
based on their share of the amount paid by the partnership or S
corporation to satisfy its income tax liability.

The federal government does not require PTEs to pay federal
taxes on net income; instead, PTE members pay taxes on their
proportionate share of income passed-through by the PTE entity.
By allowing a deductible expense at the entity level of a 5% excise
paid to the Massachusetts DOR, the IRS effectively lifts the SALT
deduction cap on PTE income on federal tax returns. Analysis
of Internal Revenue Service data from tax year 2018 shows that
33% of the income of Massachusetts taxpayers with AGIs of $1
million or more came from partnerships and S corporations.**

It is important to note, however, that, though the state and
federal workarounds for PTEs described here will help reduce
some of the burden on Massachusetts taxpayers due to the SALT
deduction cap, they will not diminish the amount of surtax
payments Massachusetts taxpayers will owe the DOR if the
graduated income tax is approved by voters. This is due to the
language of the proposed amendment that states: “there shall be
an additional tax of 4% on that portion of annual taxable in-
come in excess of $1,000,000 (one million dollars) reported on
any return related to those taxes.”*** Outside Section 39 does not
change the amount of taxable income that a pass-through entity
is responsible for reporting to its members as their proportionate
share of taxable income. It appears that neither the Section 39
tax credit nor the taxpayer’s state tax liability are relevant to the
proposed constitutional amendment because the additional 4%
surtax is charged by calculating the total amount of annual tax-
able income, not the amount of taxes due on that income.
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Two Tax Hikes Join Forces

While the proposed surtax would make Massachusetts’
top nominal income tax rate the sixth highest in the nation, its
effective tax rate could actually rank higher because of its high
“SALT burden.”**

The previously unlimited SALT deduction essentially re-
duced aggregated taxes paid by allowing taxpayers to deduct state
taxes against federal income. According to the estimate made by
the Massachusetts Department of Revenue prior to adoption
of the federal SALT deduction limit, the average Massachusetts
taxpayer who would become subject to the proposed surtax was
expected to pay $160,786 in state income taxes in 2019.°% At the
top federal tax rate of 37%, that taxpayer would have received an
after-tax benefit of $59,491 on his or her federal taxes as a result of
the unlimited SALT deduction of $160,786 of state income taxes
paid by him or her (i.e. 37% x $160,786 = $59,491).*" This $59,491
benefit had the effect of reducing the average state income tax
paid by taxpayers in this income category, when aggregated with
the federal SALT deduction, from $160,786 to $101,295. After the
SALT deduction was capped at $10,000, the average tax savings
from the SALT deduction among those who itemize dropped
from $59,491 to $3,700, or 37% of $10,000. Thus, the SALT de-
duction limit increased the average aggregate income tax paid by
Massachusetts taxpayers with incomes of more than $1 million
from $101,295 to $157,086, after taking the SALT deduction into
account. This represents the effect of the SALT deduction limit
prior to consideration of the proposed surtax.

But the combined effect of the proposed surtax and the SALT
deduction limit is far greater. The DOR estimated that a total of
$47.1 billion of income would become subject to the surtax in
tax year 2019 if the proposal were enacted.**® This represented an
average of $2,407,240 of income per affected taxpayer who would
owe, on average, $96,290 in surtax payments.
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Figure 12: Average net Massachusetts income tax among millionaires after
federal tax savings due to the SALT deduction, 2019

Pre-Surtax/ Pre-Surtax/ Post-Surtax/ | Post-Surtax/
Pre-SALTCap | Post-SALTCap | Pre-SALTCAP | Post-SALT Cap

Average AGl of MA taxpayer
with AGI of $1M or more

Average MA income tax owed $160,786 $160,786 $254,355 $254,355

Percentage increase in MA
income tax on all income

$3,407240  $3,407240  $3407240  $3,407,240

from amount due pre-surtax, N/A 0.0% 58.2% 58.2%
pre-SALT cap
Average tax savings due to SALT $50,491 $3700 se41t1 $3700

deduction (at 37% tax rate)

Average MA income tax less
henefit of federal SALT deduction

Percentage increase in MA
income tax on all income less

$101,295 $167,086 $160,244 $250,655

henefit of federal SALT deduction N/A 551k 582k 5%
from pre-surtax, pre-SALT cap

Average MAincome tax

after SALT deduction as share 3.0% 4.6% 4.7% 14%

of average AGI

According to tax revenue estimates prepared by the Massa-
chusetts Department of Revenue (DOR) in 2015, the average state
income tax paid by a taxpayer earning at least $1 million in tax
year 2019 was expected to increase from $160,786 to $254,355 if
the surtax were enacted, an increase of 58.2%, not counting the
deductibility of SALT payments on federal taxes.*” But when the
TCJA’s cap on SALT deductions is included, the relative increase
is much larger, 147.5%, from $101,295, the average aggregate
income tax paid by Massachusetts taxpayers with incomes of
more than $1 million with no SALT deduction limit in place, to
$250,655 with the SALT deduction limit (see Figure 12).

The limitation on the deductibility of SALT expenses would
be offset in whole or in part by other elements of the TCJA that
impact taxpayers differently depending upon specific compo-
nents of their tax returns. These elements include a reduction in
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the top marginal tax rate from 39.6% to 37% for couples filing
jointly, a reduction in rates in lower tax brackets, an exemption
of up to 20% of income from pass-through entities such as LLCs
and Subchapter S corporations, amendments to the alternative
minimum tax (AMT), and the repeal of the Pease Limitation
on itemized deductions.*'* However, unlike the SALT deduction
cap, there’s not much evidence that these changes have dispro-
portionately affected Massachusetts taxpayers, as opposed to
those in other states. Thus, while the TCJA reduced federal tax
obligations for most Americans, it also made Massachusetts a
relatively less attractive place to live, work, and do business com-
pared to other states.

As further evidence of how the SALT deduction limit disad-
vantages Massachusetts, consider that in 2017, the value of the
SALT deduction for Massachusetts taxpayers was equivalent to
6.5% of the state’s adjusted gross income, but to U.S. taxpayers,
it was just 5.6% of national AGI. By 2018, the Tax Cuts and Jobs
Act had reduced these figures to 1.2% and 1.1%, respectively,
much closer to parity.*"! Thus, what used to be a tax code provi-
sion that gave Massachusetts residents much more of a tax break
than many other Americans now confers similar benefits to all.
While this may be more fair, it could also make Massachusetts
taxpayers more likely to leave under the graduated income tax,
as the federal tax code now does little to mitigate the burden on
residents of high-tax states.

As we noted above, the proposed tax increase would make
Massachusetts’ top nominal tax rate the sixth highest in the
country at 9%. However, its effective tax rate could rank even
higher, not just because of its high SALT burden, but because
Massachusetts does not allow taxpayers to take many itemized
deductions offered by the five states whose tax rates would nom-
inally be higher than Massachusetts’ proposed surtax. Those
states include California (13.3%), Hawaii (11%), New Jersey
(10.75%), Oregon (9.9%), and Minnesota (9.85%).** Except for
New Jersey, all of the states with top income tax rates nominally
higher than those Massachusetts would enact under the surtax
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proposal, allow taxpayers to itemize deductions. California,
Hawaii, Oregon, and Minnesota allow their taxpayers to deduct
home mortgage interest and local property taxes, while Mas-
sachusetts does not.*> Oregon allows taxpayers a deduction of
up to $6,950 for federal income taxes paid in prior years, while
Massachusetts does not.**

L A & 2

During the years-long process to get the surtax proposal on
the ballot in Massachusetts, the federal government placed a
hard cap of $10,000 on its state and local tax deduction, further
exposing households in high-tax states to the effects of inter-
state tax competition. This unforeseen change in the federal
tax code had the effect of turning what would have been a 58
percent increase in average state income tax payments among
Massachusetts millionaires, from $160,786 to $254,355, into
what is essentially a 147 percent increase when the federal
SALT limitation is included in the calculation. This substan-
tial change should be taken into consideration by voters when
they contemplate approving the surtax proposal. As noted by
prominent economist Larry Summers, a so-called millionaire’s
tax has the real potential to send a state into a downward spi-
ral when exacerbated by the SALT limitation. Massachusetts
has already been identified as the fourth hardest hit state by
the SALT deduction. Doubling the average net income tax in
Massachusetts, after taking into account the SALT deduction,
risks following in the footsteps of states like Connecticut and
Illinois, whose tax policies have contributed to perennial bud-
get gaps and prolonged economic stagnation.
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Chapter 7

Conclusion

This is no time to threaten Massachusetts’ prospects for an im-
mediate economic recovery from a once-in-a-century pandemic.
The long-term economic competitiveness of the Commonwealth
rests on a precarious point. Unfortunately, Massachusetts law-
makers voted to send the proposed constitutional amendment
to the statewide ballot in 2022. Now it’s up to voters to recognize
the potential dangers posed by the ballot initiative and the mis-
information spread by its proponents:

1. The tax policies of Connecticut and California are
instructive. Our neighbor to the south provides strong
evidence of the likely result of adopting the amendment:
Connecticut is still recovering from more than a decade of
“soak the rich” policies. Between 2008 and 2020, it ranked
49" among the states in both private-sector wage and job
growth. Many larger companies left the state. By contrast,
Massachusetts, whose income tax rate declined over the
same period that Connecticut was hiking its rates, gener-
ated budget growth of 63%. And in California, the exodus
of companies and jobs out of state eroded 61% of would-
be new revenues by just the second year following its own
graduated income tax initiative. In the pages of this book,
we show that most taxpayers who left Massachusetts in
recent years moved to low-tax states like Florida and New
Hampshire.

2. There’s no assurance that the funding would go toward
what the amendment’s proponents say it will. We could
be looking at the biggest shell game in the Common-
wealth’s history. The amendment does not guarantee that
any revenues generated from the new tax would increase
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overall spending on education and transportation, as sup-
porters claim. Lawyers on both sides of the 2018 Supreme
Judicial Court case, and even the SJC’s chief justice at the
time, all agreed that it would not violate the amendment if
any new revenue for education and transportation gener-
ated by the surtax was counterbalanced by diverting funds
previously dedicated to those priorities. This sort of “shell
game” is exactly what happened in California. After the
2012 tax hike “to fund education,” funding increased only
to the degree required by existing state funding quotas.
The remainder helped to inflate the state’s payroll, which
grew at twice the national average between 2012 and 2020.
And Massachusetts has no such funding quotas for either
education or transportation, meaning that 100% of the
new money could be used to replace funds diverted to
other priorities. The fact that the Massachusetts legislature
has twice rejected amendment proposals to direct new
revenues to education and transportation speaks for itself.

. The tax would hamper the competitiveness of the Mas-
sachusetts economy. For the financial services industry,
which employed more than 191,000 people in 2019 in Mas-
sachusetts, with more than three-quarters of those jobs
located in Greater Boston, the tax would be devastating.
If passed, the surtax will give Massachusetts the highest
short-term capital gains tax rate in the nation and the
highest long-term capital gains tax rate in New England.
For investors, there is a particularly punitive aspect of a
graduated state income tax proposal: In Massachusetts,
unlike at the federal level, capital gains can push you into
a higher tax bracket.

Pass-through entities would be greatly impacted,
particularly subchapter S corporations. In Massachusetts,
nearly half of employees at private, for-profit sector firms
worked for pass-through entities in 2019. Enactment of
the proposed surtax tax would mean that some S corpo-
rations, in effect, would pay up to 12% of their taxable
income above $1 million to the state—the 5% pass-
through personal income tax, the 3% sting tax, and the
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4% millionaire’s tax.

A partner or member’s proportionate share of taxable
net income from a pass-through entity is counted in full
in determining his or her tax liability, including the tax on
income in excess of $1 million that would be subject to the
proposed surtax, whether or not the partner or member
has received the income in the form of distributions.

. Homeowners and business owners, many of whom are

one-time millionaires from capital gains resulting from
cashing in on home equity or a lifetime of work in ad-
vance of retirement, would have their nest-eggs eroded.
Data show that nearly half the capital gains earned in the
U.S. from 2007-2012 were from pass-through businesses,
another common source of retirement funding. National
data from the U.S. Treasury Department show that the
majority of taxpayers earning more than $1 million in a
year did so only once over a nine-year period. In Massa-
chusetts, 46% of the people who would be affected by the
tax— those who earned incomes over $1 million— did so
only once in 10 years. 60% did so only once or twice in the
10-year period that ended in 2017.

. The number of Massachusetts residents subject to the

tax has been understated. The methodology proponents
rely on to ratchet down the number of people paying the
new tax ignores the fact that the majority of U.S. house-
holds with high net worth, defined as greater than $10
million, earn less than $1 million annually. In fact, al-
most 60% of households with greater than $10 million in
net worth had annual incomes of less than $1 million.**
Cumulatively, these households have trillions of dollars
in unrealized capital gains that may be subject to the
graduated income tax upon sale.*® More insidiously, a
tax like the so-called Fair Share Amendment would also
deter high-net-worth individuals from moving to Massa-
chusetts in the first place.

While data on the migration patterns of high-net-
worth individuals are scarce, the sheer number of people
who could potentially be millionaires in a given year by
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selling a portion of their assets constitutes a vulnerability
to tax avoidance. Thus, net worth is a better measure of
wealth than prior year income when analyzing migration
in response to taxation.

. Misinformation abounds in proponents' effort to control
the debate. Raise Up’s conclusion is that “our wealthiest
residents can clearly afford to pay a little more to fund the
investments we all need.” But Massachusetts tax policy is
already more progressive than in most other states. The
public employee unions that originally proposed the tax
claim that the Commonwealth’s tax system is regressive,
citing the Institute on Taxation and Economic Policy
(ITEP). But ITEP finds that Massachusetts taxes are ma-
terially more progressive than the average of the 49 other
states and Washington, D.C.

. The tax proposal is particularly risky because the pan-
demic drastically changed the way we work and live,
accelerating wealth and business flight. Technology is
making it easier for individuals to be mobile, and the
world of work has shifted dramatically throughout during
the pandemic. The proposed constitutional amendment
comes just as the rise in telecommuting makes it easier
for wealthy taxpayers to live—and pay taxes —anywhere.
Massachusetts already loses nearly $1 billion of wealth
per year due to residents relocating elsewhere, primarily
to low- or no-tax states.

The same is true of the mobility of businesses. A 2020
Princeton study found that state and local governments
lure companies with tax incentives worth at least $30
billion annually. And companies appear to be responding.
The migration rate for large firms in the U.S. nearly dou-
bled in less than 20 years between the mid-1990s and early
2010s, well before the pandemic made telecommuting, and
the mobility it created, the norm.

. States are highly competitive to attract business and
residents. Neighboring New Hampshire is making moves
to capitalize on the Commonwealth’s tax policies. Despite
having no tax on personal earned income, New Hampshire
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has a 5% tax rate on interest and dividends. However, a
budget amendment enacted in June 2021 will eliminate the
interest and dividends tax by 2027, contributing to a diver-
gence in tax policy between New Hampshire and many of
its neighbors that proponents say would help “attract an
increasingly mobile workforce and entrepreneurial base.”*"”

9. Federal tax policies are accelerating tax flight from Mas-
sachusetts. After the authors of the proposed graduated
tax originally submitted their proposal for legislative ap-
proval in 2017, the federal government placed a $10,000
limit on the deductibility of state and local taxes on federal
returns. This change in the federal tax code has had the
effect of turning what would have been a 58 nearly 60
% increase in average state income tax payments among
Massachusetts millionaires, from $160,786 to $254,355,
into what is essentially a 147% increase when the federal
SALT benefit is included in the calculation. As noted by
Larry Summers, a so-called millionaire’s tax has the real
potential to send a state into a downward spiral due to the
exacerbating effect of the SALT deduction limit. Massa-
chusetts has already been identified as the 4™ hardest hit
state by the cap on the SALT deduction.

All this is being contemplated at a time when economic
growth is already generating billions in surplus for the state.
The Massachusetts state government collected over $5 billion
more in tax revenue in Fiscal Year 2021 than they had projected,
a massive surplus that represents revenue growth of more than
15% over Fiscal Year 2020. Then, in November 2021, state offi-
cials devised a plan to spend nearly $4 billion in one-time federal
stimulus payments. Wisely spending the enormous surpluses the
Commonwealth will enjoy in the near future is more important
than trying to add to them through a tax policy shell game.

And it can start by helping to get the Massachusetts residents
who no longer have jobs post-pandemic back to work, in part
by ensuring that small businesses and pass-through entities that
might employ them are not burdened with additional taxes.
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The second priority should be to ensure that the 90% of
Massachusetts employees who work in the private sector will
benefit from a strong economy a generation from now.

As of September 2021, there are 217,000 residents of the
Commonwealth who were working in February 2020 but are
now unemployed after the pandemic ravaged Massachusetts’
private sector workforce. The proposed amendment may benefit
the 3% of the workforce that is employed by the state, but it will
do so at the expense of the 90% of the overall employment base
that works in the private sector.

If voters approve the measure, it cannot be easily undone.
Because it’s a consititutional amendment rather than a law,
repeal would require approval by two consecutive state legisla-
tures, followed by another statewide referendum.

It is disturbing that ample and clear data and analysis did
not hold sway with the legislature. We trust that voters will,
as they have so many times in the past, recognize the adverse
impact the tax amendment will have on their livelihoods and
those of future generations.
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“The rise of Zoom and remote work has made
it even easier for businesses and highly
skilled workers to leave Massachusetts
for low or no-tax states like New Hampshire,
Florida, and Texas. This book is a must-read
for anyone thinking about voting in favor
of amending the Constitution to make
Massachusetts less husiness-friendly.”

— Edward Glaeser, Harvard University

“What could possibly go wrong? The
authors identify a myriad of potential
unintended consequences from establishing
agraduated income tax in Massachusetts.
Along the way, they reveal the dynamism
of the state’s economy and its people. This
book is a must-read for the people of the
Commonwealth at this pivotal moment.”
— Sara Johnson, economist

“Economic success is increasingly a hunt for
talent. Back to Taxachusetts? asks a critical
question at a critical time—namely, with
remote work and wealth mobility at a historic
high, why would Massachusetts choose to
put itself at a disadvantage in recruiting and
retaining a talented workforce?”

— Laurence Kotlikoff, Boston University

“Even if you support progressive taxation,
this fact-hased book will persuade you to
oppose Massachusetts’ surtax proposal. It
would impose a one-time “retirement tax”
on many sellers of homes and small
businesses, and encourage out-migration
of our most productive residents—all without
guaranteeing an increase in spending
on transportation or education.”
—Richard Schmalensee, MIT
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It reveals the false narratives
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who portray it as affecting a small
number of “millionaires,” funding
designated purposes, and remedying
Massachusetts’ “regressive” tax
regime. Finally, it examines the tax’s
impact in a post-pandemic economy,
where companies and employees
are mobhile, states compete for
telecommuters, and federal tax
policies continue to cap state and
local tax deductibility.
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