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March 13, 1951.

To the HonorableSenate and House of Representatives,

The Special Commission on Taxation submits herewith
Part II of its Final Report. Part II is concerned with
the personal income tax, and represents an extensive
analysis of this major revenue source based on materials
which heretofore have not been available for tax study
purposes.

This part of the Commission’s Report contains the
first substantive recommendations to be submitted to
the General Court. At later dates during the current
session the Commission wall file other parts of its Report
which will contain recommendations as to other major
taxes such as corporations, banks, utilities, insurance and
excises.

The Commission is not at this time submitting bills
for legislative action. This subject is obviously con-
troversial and the Commission believes it will be in the
public interest to have the widest possible discussion of
the issues involved and to have the benefit of criticisms
and suggestions before placing its recommendations in
legislative form.

The Special Commission on Taxation acknowledges
with thanks the splendid co-operation and assistance
provided by the Commissioner and the staff of the De-
partment of Corporations and Taxation. Although
many individuals from this department aided in one or
more phases of the personal income tax investigation,
the following, with their assistants, were particularly

Cfje Commontoealtl) of Massachusetts
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generous of their time and help: Commissioner Henry
F. Long, Mr. Elmer George, Mr. Alexander W. Terzis,
Mr. Guy J. Rizzotto and Miss Mary M. Queeney.

Respectfully submitted,

THE SPECIAL COMMISSION ON TAXATION.

Richard I. Furbush,
Chairman



SUMMARY.

This Report deals with the history, operation and
improvement of the personal income tax a tax which
is now paid by individuals, partnerships and fiduciaries.
In general, the Commission finds that the present law
is inequitable and unnecessarily complicated.

The history of the tax shows that it was at first in-
tended to replace local taxation of securities as property,
but it has come to be regarded as a general income tax
without in fact applying to income generally. The
main feature of the tax, due to its origin, is the dis-
tinction it makes between earned and unearned income

- a distinction which is made in only one other State.
Unearned income, comprising only 7.6 per cent of all

income payments received by individuals, and 31 per
cent of the total taxable income of all taxpayers, is
required to provide 62 per cent of the total tax yield.

Exemptions and deductions now allowed only against
earned income with minor exceptions, have cut the
potential tax base by more than half. The report
analyzes their detailed effect.

While the tax is imposed at classified rates, in opera-
tion it has resulted in a distribution of the tax burden
among the classes of taxpayers which is similar to that
resulting from a graduated income tax.

The Commission recommends
For convenience of taxpayers, and to eliminate

present inequities, the base of the state income tax
should correspond wherever practicable to the base of
the federal tax. Present personal exemptions should
be abolished and new provision made for exemptions
of $l,OOO for a single person, $2,500 for a married per-
son or head of family and $5OO for each dependent.
These exemptions should apply alike to both earned
and unearned income.

Deductions from the tax base for federal and state
income taxes paid should be discontinued. All surtaxes
should be eliminated, and normal tax rates should be
established to apply to the new tax base as the General
Court may determine.





I

DEVELOPMENT OF THE PERSONAL INCOME TAX.

The Massachusetts income tax law was enacted in
1916. In its inception it was intended as a replacement
for the taxes imposed by cities and towns upon intangible
personal property.

Intangible personalty had long been an elusive quarry
for the tax-gatherer. This was due, in part, to the nature
of the property which lent itself to ready concealment
and consequent tax evasion. In addition, since personal
property was taxable at the domicile of the owner, a basis
was laid for a taxpayer with more than one residence
within the Commonwealth to make his legal domicile at
the place with the lower tax rate. The result was a shift
of a substantial portion of the tax base from the cities to
rural and seashore communities where assessment tech-
niques were poor and enforcement inadequate. 1

This pattern of evasion and avoidance was accentuated
by the heavy impact of the tax wherever it was effectively
enforced. Intangibles were taxed on their capital value
at the prevailing local rate. The reason for this heavy
impost is found in Part 11, chapter I, section I, Article IV

Cl)e Commontoealti) of e@assacfmoetts

REPORT OF THE SPECIAL COMMISSION ON
TAXATION.

Introduction.

Chapter I.

‘See generally Nichols, “Taxation in Massachusetts,’’ 3rd ed., 1938,
pp. 463-472.
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of the Constitution of Massachusetts, which gave full
power to the General Court
to impose and levy proportional and reasonable assessments,
rates and taxes, upon all the inhabitants of, and persons resi-
dent, and estates lying, within the said Commonwealth; and
also to impose and levy, reasonable duties and excises, upon
any produce, goods, wares, merchandise, and commodities,
whatsoever, brought into, produced, manufactured, or being
within the same; . . .

The taxation of intangibles was thus subject to the
general limitation that taxes be “proportional.” This
requirement was construed to mean that a taxpayer’s
ultimate tax burden should be measured in terms of the
relationship between the taxpayer’s taxable estate and
the whole taxable estate in the taxing jurisdiction. This
estate was composed not only of realty but of tangible and
intangible personal property. It followed that unless all
three types of property were taxed on the same basis by
the taxing district the taxes would not be proportional.
The total amount to be raised had to be shared by all
taxpayers according to the taxable real and personal
estate of each.

In the face of the obvious deficiencies in the method of
taxing intangibles on a capital basis, it was variously
proposed to establish a separate uniform state rate for
intangibles, to impose an excise on incomes from in-
tangibles, or to assess intangibles at a certain number of
times their annual net income, while other kinds of prop-
erty were assessed at their market values. These pro-
posals were rejected on the ground that they were violative
of the constitutional requirement of proportionality.

In 1915 a solution to the problem was made available
by the adoption of the forty-fourth amendment to the
Massachusetts Constitution, which provided
Full power and authority are hereby given and granted to the
general court to impose and levy a tax on income in the man-
ner hereinafter provided. Such tax may be at different rates
upon income derived from different classes of property, but
shall be levied at a uniform rate throughout the common-
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wealth upon incomes derived from the same class of property.
The general court may tax income not derived from property
at a lower rate than income derived from property, and may
grant reasonable exemptions and abatements. Any class of
property the income from which is taxed under the provisions
of this article may be exempted from the imposition and levy-
ing of proportional and reasonable assessments, rates and
taxes as at present authorized by the constitution. This
article shall not be construed to limit the power of the gen-
eral court to impose and levy reasonable duties and excises.

The amendment was intended primarily to afford a
new basis for taxing intangibles. By its terms, however,
it opened an entire new field of taxation, the taxation
of incomes. In so far as a tax was a tax on income it was
not limited by the requirement of proportionality. As
long as a tax on income was uniform throughout the
Commonwealth it could be imposed at different rates
upon income derived from different classes of property.
Although the amendment provided that income not de-
rived from property may be taxed at a lower rate than
income derived from property, the Supreme Judicial
Court, by its interpretation of this provision, has made
this part of the amendment virtually superfluous. It has
been held that compensation for personal services was
income from property, on the ground that a man’s right
to work was property. 1

The income tax law which was enacted in 1916 was
more broadly based than a mere substitute system for
taxing intangibles. Included in the base was income
from professions, employments, trade or business. But
the broad power to tax incomes, given to the General
Court by the amendment, has never been fully utilized.
The income tax was originally intended to be, and has
remained for thirty-five years, a limited income tax. It
is not a general income tax such as the federal govern-
ment has which reaches “income from whatever source
derived.”

Raymer v. Tax Commis Mass. 410.
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Historical Concepts of the Tax.
The structure of the income tax has had a profound

effect upon the State’s fiscal operations and the relation-
ships between the State and the cities and towns. Some
of the principal characteristics of this over-all fiscal sys-
tem, which may appear not too well suited to modern
governmental requirements, are understandable only in
the light of the history and purpose of the income tax.

The proceeds of the personal income tax are returned
in large part to cities and towns. Except for revenues
from surtaxes, and certain allocations of the normal tax,
the proceeds of the income tax are not available for gen-
eral state purposes. In 1917 total collections from the
income tax were $12.5 million while distributions to cities
and towns amounted to $12.2 million. In 1949 total
collections, including surtaxes, had risen to $43 million
Distributions to cities and towns totalled $41.4 million,
with a substantial part coming from accumulated bal-
ances. This matter of distribution will be given extensive
treatment in a later part of the Report of the Commission
covering the general problem of state and local fiscal re-
lationships.

Rate Differentials.
In the 1916 law, income from intangibles was taxed

at the rate of 6 per cent, while income (in excess of
$2,000) from professions, employments, trade or busi-
ness was taxed at the rate of V/z per cent. In spite of
the relatively high rate on income from intangibles, the
holders of such property were actually better off than
under the previous method of taxing capital values at
the prevailing local rate. The high exemption in 1916
of $2,000, coupled with the low rate, shows that it was not
the intention of the original law to impose other than a
comparatively nominal tax on income from employment
or business. In 1917 the tax on business income yielded

Tax Distribution.
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$2.6 million, or 22 per cent of collections for that year.
By 1949 the normal tax on business income produced
38 per cent of total normal tax collections.

Exemptions and Deductions.
Since the old tax on intangibles was imposed on a

capital basis, it was levied without regard to any personal
or dependency exemptions for the taxpayer. This pat-
tern was followed in the income tax, where the taxpayer
is given exemptions and deductions against business in-
come, but not, except to a very limited extent, against
income from intangibles.

In designing the income tax every effort was made to
avoid what was thought to be double taxation. Interest
on deposits in savings banks chartered by Massachusetts
was exempt because the banks themselves were subject
to a franchise tax measured by their deposits. Dividends
on shares of domestic corporations, and dividends on
shares of foreign public service corporations subject to
the state franchise tax, were likewise exempt. Rents
from real estate were not included in the base, since the
realty was already subject to local taxation. Other kinds
of income were excluded from the income tax, either
initially or shortly after the adoption of the law, wherever
it appeared that the property from which the income was
derived was already subject to some other tax.

Since the income tax was intended to replace the old
tax on intangibles, it was logical to distribute the proceeds
of the tax, after deductions for administrative expenses,
to the cities and towns. During the depression-laden
thirties, however, the revenue requirements of the Com-
monwealth brought about changes in the content of the
income tax law. The policy against double taxation

Avoidance of Double Taxation.

The Income Tax as a Source of State Revenue.
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was abandoned in part in 1933, when the dividends on
the shares of domestic business corporations and certain
foreign public service corporations were taxed. The sum
of $1,500,000, estimated to be the amount collected from
the tax on such dividends, was transferred to the State’s
General Fund. For the first time the income tax was
used as a source of state revenue. This practice has
continued to the present time.

In 1935 a 10 per cent surtax was imposed, the proceeds
of which went into the General Fund. In 1941 a 3 per
cent surtax on account of the old age assistance fund
was enacted. In 1949 the 10 per cent General Fund
surtax was raised to 20 per cent. For fiscal 1949 the
State received as surtax revenue $4.9 million in addition
to $1.5 million on account of public service corporation
dividends. Normal tax revenues for the same period
were $3B million.

Some general observations may be made concerning
the place of the income tax in our present state fiscal
system. The original design has been departed from
piecemeal. Financial necessities produced the changes
in the thirties. But of greater significance have been
the rising price and wage levels of the forties and fifties.
The business income base has become, in spite of generous
exemptions and deductions, much greater than the so-
called unearned 1 income base. Even though the rate
on this class of income is only one quarter of that on
unearned, this base produced 38 per cent of normal tax
collections in 1949.

The income tax has come a long way from a mere
replacement for a capital value tax on intangibles. It
now stands in the light of another day which has different
economic and social values. Of necessity it is compared
in its operation with the federal income tax and the
taxes in other States which have general bases. The

1 The term “unearned income”is used in this Report as a shorthand expression to describe
income from dividends and interest, gains and annuities. Withoutaccepting thecharacteri-
zation as proper, the Commission recognizes the general usage of the term to identifyincome
from these sources as distinguished from income from "professions, employments, tradeor

business” which is designated in this Report as "earned income.”
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first consequence of this comparison is an inference that
the rate structure, which seemed peffectly logical and
fair thirty-five years ago, is now out of balance. The
emphasis has shifted from a replacement tax on property
to an income tax in its larger aspects.

There is also a feeling that when the original design
was departed from in 1933 a pattern of discrimination
and inequity was set.

Of greatest importance, however, is the fact that the
Commonwealth finds itself in a period of increasing
demands for governmental services without a basic
revenue source to finance its general operations. Only
by extremely limited and unsatisfactory devices has the
Commonwealth been able to reach the expanding “busi-
ness income” of its citizens. Unless fundamental changes
are made in state and local fiscal relationships in Massa-
chusetts, any adjustment which is made in the income
tax structure will affect, not state revenue primarily,
but the revenues of the cities and towns.

Taxation of Individual Income.

In its present form the personal income tax in Massa-
chusetts is imposed mainly on income received by in-
dividuals, partnerships and fiduciaries. 1 Subject to the
tax, if they receive taxable income of any amount, or
gross income in excess of $2,000, whether taxable or
not, are

1. Every individual who is an inhabitant of the Com-
monwealth.

2. Every partnership any member of which is an in-
habitant and which has a usual place of business in the
Commonwealth.

3. Every fiduciary who is an inhabitant or holds his
fiduciary office by virtue of appointment by a Massa-
chusetts court.

4. The estate of every deceased inhabitant

Nature of the Tax.

1 General Laws, chapter 62.
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5. Every partnership, association or trust, the bene-
ficial interest in which is represented by transferable
shares, which files an agreement to be taxed as an entity.

6. Every unincorporated club or other organization
whose activities are carried on in Massachusetts.

It has been generally held that a person is an “inhabit-
ant” of Massachusetts for tax purposes if he is legally
domiciled in the Commonwealth. Individuals who re-
ceive income in Massachusetts, but are domiciled in
other States are not subject to the income tax.

Basis of the Tax.
There are four major classes of income which are taxed:
Income from intangibles i.e., interest and dividends,

is taxed at 6 per cent.
Business income, i.e., income from professions, em-

ployments, trade or business —■ is taxed at \y% per cent.
Income from annuities is taxed at per cent.
Gains from the sale of bonds, stocks or other intangible

personal property are taxed at 3 per cent.
In addition, there is imposed for the calendar years

1950 and 1951 a temporary additional tax equal to 20
per cent of the total tax on all classes of income above.
This is further increased by the surtax of 3 per cent, the
proceeds of which are used for old age assistance. The
effective surtax rate is thus 23 per cent.

Business Income. A basic exemption of $2,000 is
allowed against income derived from professions, em-
ployments, trade or business. In the case of husband
and wife, where each receives business income, each is
entitled to the exemption of $2,000.

In addition, the taxpayer is allowed the following family
deductions from business income:

1. Husband or wife, $5OO. This deduction is available
to the husband or wife, even though the other spouse has
business income in excess of $2,000.

Personal Exemptions and Family Deductions.
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2. Children, $250 for each child of the taxpayer under
18 years, who is entirely dependent upon the taxpayer
for support, or, having passed his eighteenth birthday,
is incapable of self-support because he is mentally or
physically deficient.

3. Parents, $250 for each parent entirely dependent
upon the taxpayer for support.

Incomes from Intangibles and Annuities. —■ The basic
exemption of $2,000 which is permitted against business
income is not allowed against income from intangibles,
annuities or gains. The taxpayer also is not entitled to
deductions against these classes of income for a spouse
or entirely dependent child or parent.

However, if the total income of the taxpayer from all
sources, non-taxable as well as taxable, does not exceed
$l,OOO the taxpayer is given an exemption of $l,OOO on
that part of his income which is from interest, dividends
and annuities. This exemption is claimed in Schedule H
on the return. If the income of the taxpayer, when com-
bined with the income of the husband or wife of the
taxpayer, does not exceed $1,500, the same $l,OOO ex-
emption is given. This exemption can be first taken
against the income from interest and dividends which
are taxed at 6 per cent, with the balance being used
against income from annuities at V/ 2 per cent. The
exemption cannot be claimed against a gain on the sale
of intangibles.

However, if the taxpayer’s income, from all sources,
exceeds $l,OOO, if single, or if, when combined with the
income of a spouse, it exceeds $1,500, the entire $l,OOO
exemption is lost. In computing total income, losses in
one class of income may not be used to offset income
received in other classes in order to bring the total income
below $l,OOO.

No tax is exacted, however, which would reduce the
income of the taxpayer below $l,OOO, if unmarried, or
would reduce the combined income of husband and wife
below $1,500.
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f

Taxation of Intangibles Interest and Dividends.
Taxable interest includes interest from “bonds, notes,

money at interest and all debts due the person to be
taxed.” The effective rate of tax, after the application
of the 23 per cent surtax, is 7.38 per cent. Principal
exclusions from income subject to the tax on interest are:
(1) Interest on legal deposits in savings banks chartered
by the Commonwealth or in savings departments of trust
companies so chartered; (2) interest on obligations of
the United States, the commonwealth and its political
subdivisions; (3) interest on loans secured by recorded
real estate mortgages up to the assessed valuation of the
property, provided the property is situated in the Com-
monwealth and is taxable as real estate.

Taxable dividends include dividends paid by corpora-
tions, joint stock companies, and banking associations,
whether organized under the laws of the Commonwealth
or of any State or nation. Prior to 1933 dividends on
the shares of domestic corporations, certain banking
associations and foreign public service corporations subject
to a franchise tax under General Laws, chapter 58,
section 3, were excluded from taxable income. As already
pointed out, these exclusions were in line with the policy
against double taxation which influenced the establish-
ment of a limited income tax. Chapter 307, Acts of
1933, provided for temporary taxation of these dividends.
The provisions of chapter 307 were renewed in subsequent
years, and in 1945 they were made a permanent part of
the tax law.

Principal exclusions from the tax on dividends are:
(1) Stock dividends paid in new stock of the issuing
company; (2) dividends on shares in co-operative banks
and credit unions chartered by the Commonwealth, sav-
ings and loan associations under the supervision of the
Commissioner of Banks, and federal savings and loan
associations located in the Commonwealth; (3) dividends
on the shares in partnerships, associations or trusts, the
beneficial interest in which is represented by transferable
shares, provided such partnership, association or trust
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files an agreement by which it becomes subject to the
tax as an entity, and, in addition, meets certain statutory
requirements as to the nature of the business, source of
income or location of taxable property.

The only deduction permitted in arriving at net income
from intangibles is the deduction for interest paid on
loans which are used by the taxpayer to carry the in-
tangibles. Since some of the intangibles are not subject
to the tax on their income, the interest paid must be
apportioned between taxable and non-taxable securities.
Thus that portion of the interest paid which is allocable
to securities the income of which is taxable is permitted
as a deduction in arriving at net income from intangibles.
This deduction is limited to 80 per cent of the taxable
interest and dividends received. Special provisions of
the law are applicable to bankers and brokers.

Taxation of Business Income.
Here is included income derived from "professions,

employments, trade or business.” The effective rate,
after the application of the 23 per cent surtax, is 1.845
per cent. The principal exclusion from taxable business
income is income from real estate. Rents are excluded
from the base, even though the taxpayer is in the business
of owning and operating real estate.

If the taxpayer receives income from salary or wages
he is entitled to deductions against this income on account
of social security taxes, union dues, and federal and state
income taxes paid on this class of income only during the
taxable year.

If the taxpayer receives income from his own business
he is entitled to deductions on account of the usual ex-
penses paid in the conduct of the business, e.g., mate-
rials, wages, light, heat, power, depreciation, etc. He
receives a deduction also for taxes paid, including state
and federal income taxes paid on this class of income.
There is a special deduction of 5 per cent of the value of
the taxpayer’s equity in tangible property located in
Massachusetts and used in the business.
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Taxation of Annuities.
Income from annuities is taxed, after application of the

23 per cent surtax, at an effective rate of 1.845 per cent.
This rate is applied to the entire annuity payment without
any attempt to segregate the interest component as the
federal law does. If income from property held in trust
is paid to the beneficiaries in the form of annuities it is
not taxable as such. Itremains subject to the general pro-
visions with respect to the taxation of income from prop-
erty. This means that if the payments are made out of
dividends and interest received by the trust, the divi-
dends and interest are taxed to the trust at 6 per cent.

Principal exclusions from the tax on annuities are pen-
sions, retirement allowances, annuities and endowments
received by certain public employees, and income from
certain private pension trust funds where the corpus and
income are reserved exclusively for the benefit of the em-
ployees and their beneficiaries.

No deductions are permitted from gross income from
annuities. No personal exemptions or family deductions
are permitted except to the limited extent already indi-
cated.

Taxation of Gains from Sales of Intangibles.

Included in the base are net gains arising from purchases
or sales of intangible personal property. The effective
rate, after application of the surtax, is 3.69 per cent. If
the subject of the sale is tangible property, whether
realty or personalty, the gains are not considered to be
income of this class. It should be pointed out, however,
that if gains are derived from the sale of tangible capital
assets employed in the taxpayer’s business, such gains are
taxable as ordinary business income.

Although only the excess of gains over losses resulting
from sales of intangibles is taxed, there is no provision in
the Massachusetts law comparable to the federal provision
allowing a partial carryover of net losses against other
classes of income or against gains in subsequent years.



1951.] HOUSE —No. 2279. 23

The taxpayer is not permitted any personal exemption
or family or other deduction against this class of income.

There is a special provision covering gains realized upon
the taking of real estate by eminent domain by the Com-
monwealth or any of its political subdivisions, where the
seller acquired the property within a year before the
taking or purchase. The rate is 50 per cent with the
surtax also applicable.

Taxation of Partnerships.

A partner in Massachusetts does not hie an individual
return. His tax is paid at the source by the partnership.
This method is different from that used under the federal
law, where the partnership merely hies an information
return and the partners are taxed for their respective
shares of prohts on their individual returns.

To be subject to the tax the partnership must have a
usual place of business in the Commonwealth, and there
must be at least one member who is an inhabitant of the
Commonwealth. If any of the members of the partner-
ship are not inhabitants of the Commonwealth, only so
much of the income as is proportionate to the aggregate
interest of the partners who are inhabitants of the Com-
monwealth in the profits of the partnership is taxed.

If the partnership has no usual place of business in the
Commonwealth, but has one or more inhabitant partners,
such partners are taxed as individuals. They must in-
clude as taxable income all income received from the
partnership derived from such a source that it would be
taxable if received directly by such partners.

Upon the request of a partner the partnership may take
advantage of the exemptions and deductions to which the
partner is entitled. Thus each inhabitant partner may
claim personal exemptions and family deductions from
the partnership income, provided his share of the partner-
ship profits is equal thereto.

If the taxpayer is a member of more than one partner-
ship, or has an interest in income received by a fiduciary,
or files an individual return, he may apportion his exemp-
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tions and deductions among such returns. But the com-
bined exemptions and deductions claimed may not
exceed the total to which he is entitled.

Taxation op Fiduciaries.
Estates.

The tax on fiduciaries, like that on partnerships, is in
effect a tax on individuals collected at the source. Income
received by an estate is subject to the income tax to the
extent that the persons to whom such income is payable
or for whose benefit it is accumulated are inhabitants
of the Commonwealth. Since the tax is payable by the
executor or administrator the distributions of the income
are not taxed to the recipients. If a deceased inhabitant
had unreported income prior to his death such income
is taxed to his estate.

Trusts.
Income received by estates held in trust is subject to

the income tax to the extent that the persons to whom
the income from the trust is payable or for whose benefit
it is accumulated are inhabitants of the Commonwealth.
If the beneficiaries are unborn or unascertained, special
allocation provisions apply. The law is applicable to
trusts created by the will of a person who died an in-
habitant of the Commonwealth and to inter vivos trusts
created by an inhabitant, any one of the trustees of which
is an inhabitant of the Commonwealth or has derived his
appointment from a court of the Commonwealth. When
the income is not taxable to the fiduciary (e.g., trustees are
not inhabitants), the tax must be paid by the beneficiary
who receives the income.

In computing net income from intangibles, trustees are
permitted deductions on account of interest paid and
the amortization of premiums paid upon bonds owned
by the estate. Other deductions allowed include such
items as premiums on surety bonds, safe deposit box
rentals, and compensation paid trustees upon income
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from intangibles paid to or accumulated for unborn or
unascertained persons. The latter three deductions may
be taken only by trustees and not by other fiduciaries.

A trustee may, at the request of any beneficiary,
claim the benefit of the $l,OOO exemption permitted under
certain conditions from income from annuities and in-
tangibles to which the beneficiary may be entitled.
Such beneficiary cannot, of course, claim more than a
total of $l,OOO where he receives income from several
trusts.

The existing law on the taxation of incomes has been
briefly outlined in order to afford a general background
for the materials which follow. These materials comprise
a statistical analysis of the operation of the income tax
and some general observations as to its impact.

In operation, the income tax represents a substantial
part of the total tax system of the Commonwealth. It is
a tax which is levied in one form or another by some
32 States. As a part of the state tax structure, this tax
supplied 19.0 per cent of the total tax collections of the
Commonwealth in fiscal 1949. Other States derived an
average of 7.8 per cent of all state tax collections (exclud-
ing unemployment compensation taxes) from the indi-
vidual income tax in 1949. (Table 1.) While some States
realized a substantially greater than average proportion
of their tax revenues from this source, it may be observed
at the outset that the Commonwealth now looks to the
individual income tax for a much larger share of its state
revenues than the average among the States. This is to
be expected, since twenty-eight other States use the gen-
eral consumers sales tax, whereas the Commonwealth
does not. Of these twenty-eight States some seventeen
also have an individual income tax.

Introduction.

Chapter 11.
THE OPERATION OF THE INCOME TAX.
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Another way of looking at general state policy with
regard to the taxation of income of individuals is to com-
pare the ratios of individual income taxes collected in
each State to the individual income payments received
in the respective States. From this point of view, the
comparative results for the pre-war year, 1940, and for
1949, are illuminating:

In 1940, the federal income tax amounted to 1.9 per
cent of income payments received by individuals through-
out the United States, and the average of state income
taxes amounted to 0.5 per cent of such income payments,
a combined total of 2.4 per cent. In the same year the
federal income tax in Massachusetts amounted to 2 per
cent of income payments received by individuals in this
State, and the state income tax amounted to 0.6 per cent.
Table 2 shows that as among the States

In 1940 the 0.6 per cent ratio of the Commonwealth individual
income tax collections to income payments received by indi-
viduals in the State, was among the highest ratios of all the
States levying an income tax, it being exceeded only in Dela-
ware where the ratio was 0.7 per cent and in New York where
it was 0.9 per cent.

In 1949 the federal income tax, still showing the result
of the enactment of “the greatest tax bills in history”,
completely dwarfed the state income taxes. In States
having individual income taxes, the federal income tax
represented an average of 9.7 per cent of the income pay-
ments received by individuals in such States. This com-
pares with an average for the state income taxes of the
same States of 0.6 per cent. As among the States in
1949, the Commonwealth had declined somewhat in rel-
ative burden (measured by the ratio of income tax col-
lections to income payments received), being exceeded
by Colorado, Idaho, Minnesota, North Carolina, North
Dakota, Oregon and Wisconsin. These conclusions are
warranted;

Massachusetts now depends upon the individual income tax
for a much greater percentage of its total state revenue re-
quirements than the average among all States. This com-
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I

parative position should not be given undue weight. The
lower percentage of income tax shown for all the States as a
whole is due in large part to the fact that the all-state pro-
portions are modified by the inclusion of receipts from the
general consumers sales taxes which are levied by 28 States.

The present relative burden of the individual income tax in
the Commonwealth, as measured by the ratio of total tax
collections to total income payments received by individuals,
is the same as the average of all the States levying an income
tax.

From the viewpoint of the combined burden of taxation by
all levels of government, the federal income tax now so far
outweighs the burden of state income taxes, that differences
among the States are much less important than they were
ten years ago.

Tax Yields.

The income tax in the Commonwealth is really a com-
bination of four more or less distinct tax operations:
The tax may be considered separately with respect to
individuals, partnerships, unincorporated banking and
brokerage houses, and fiduciaries. In administration
there is an actual separation in the tax between fiduciaries
and all other taxpayers. The revenue produced by the
tax is particularly sensitive to the condition of the se-
curity market since the Commonwealth taxes interest
and dividends at a rate four times that imposed upon
salaries and wages, and net gains from trading in securi-
ties at a rate twice that levied on salaries and wages.
The total yield over the years has been influenced by the
addition of varying surtax rates, but the relative stability
ofi the yield has followed the general economic cycle.
(Table 3.)
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Table 3. Relation between Individual Income Payments and Mas-
sachusetts Income Tax Collections, 1929-1949.

(Amounts in millions of dollars.]

Income Income
Individual Massachusetts Payment Tax

Income Income Tax Index, Index,
Payments. Collections.l 1929 = 100 1929= 100

(Per Cent). (Per Cent)

Y EAR.

(Per Cent).

$3,787 28.41929 100 100
3.512 31.71930 93 112

3,156 23.01931 83 81
2,555 18.8 67 66
2,386 13.1 63 46
2,593 14.5 68 51
2,757 15.3 73 54
3,093 16.6 82 58
3,193 22.4 84 79
2,928 21.7 77 76
3,106 17.6 82 62
3,309 19.6 87 69
3,846 20.6 102 73
4,520 23.5 119 83
5,136 23.8 136 84
5,438 24.1 144 85
5,606 25.8 148 91
6,186 29.1 163 102
6,455 32.7 170 115
6,904 33.7 182 119
6,892 36.7 182 129

t of Commerce, “ Survey of Current Business,” August, 1950, p. 19.

1932

1933

1934
1935

1936

1937

1938

1939
1940

1941

1942 ....
4,520 23.5 119 83

1943 ....
5,136 23.8 136 84

1944 .... 6,438 24.1 144 85
1945 .... 5,606 25.8 148 91
1946 ....

6,186 29.1 163 102
1947 .... 6,455 32.7 170 115
1948 .... 6,904 33.7 182 119
1949 .... 6,892 36.7 182 129

[Source: U. S. Department of Commerce,

1 Excludes surtax amounts, 1935-1949.
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One of the major characteristics of the yield has been
the growing number of taxpayers who have become sub-
ject to the law. This has resulted from the general rise
in incomes at the lower level of the income scale, which
has carried more and more individuals over the basic
$2,000 exemption point. The striking manner in which
this effect has taken place is shown in Table 4. The
index of advance payments is shown to have risen from
100 in 1939 to 318 in 1949, i.e., there were more than
three times as many taxpayers in 1949 as there were in
1939. The total amount paid, including surtaxes (and
without adjusting for changes in rate) rose from the index
of 100 in 1939 to the index of 229.4 in 1949, i.e., the ad-
vance payments multiplied by as compared with an
increase of more than three times in the number of tax-
payers, even though there were substantial rate increases
during the ten-year period. The trend of the index of
the average normal tax per payment is even more strik-
ing. Table 4 shows that the average normal tax per

Table 4. Advance Payments Received on Account of Individual
Income Taxes.

[lndices (1939 =100).]

Number Total Amount Average

Y— Advance inoTuding *>*“■ “

Payments. Surtaxes. Payment.

1939 . 237,637 100.0 $13,939,219 03 100.0 $5B 65 100 0

1940 , 227,000 95.5 14,091,428 24 101.0 56 43 96.2

1941 . . 246,000 103.5 13,996,316 07 100,4 51 72 88,2

1942 . . 324,904 136.7 18,026,680 29 129.3 49 10 83,7

1943 . , 408,926 172.1 18,420,501 80 132.1 39.86 68,0

1944 . 450,852 189.7 10,336,777 91 138.7 37 96 64,7

1945 . . . 468,443 197.1 20,181,175 85 144.8 38 25 65.2

1946 . . . 472,022 198.6 23,128,900 46 165.9 43 36 73.9

1947 . . . 511,990 215.5 27,929,235 90 200,4 48 28 82.3

1948 , . 617,567 259.9 28,455,941 41 204.1 40 78 69,5

1949 . , . 757,505 318.8 31,970,376 26 229.4 37 34 63.7

[Source: Commonwealthof Massachusetts, Department of Corporations and Taxation.]
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payment in 1939 was $58.65. This had fallen to $37.34
in 1949, or only 63.7 per cent of the 1939 figure. It may
be concluded

A great many smaller taxpayers entered the status of tax-
payers in recent years, and their numbers not only helped to
swell the total amount paid, but also reduced the average
amount per payment.

The Commonwealth individual tax is, therefore, more vul-
nerable today to declines in the general economic conditions
than it was ten years ago, when the tax was being paid by a
third as many people. The general rise in wage levels, and
the cheapening of the value of the dollar, as compared with
1939, however, make it most unlikely that the effect upon the
tax yield of any economic recession could be measured by
reference to the economic conditions of a decade ago.

While the original design of the tax may have been to con-
centrate upon relatively small numbers of persons holding in-
tangibles or employed in better paid jobs, economic conditions
have converted the tax into a broadly based levy upon the earn-
ings of individuals.

Taxpayers and Tax Base.
It is important to understand who pays the tax, and by

what measure. To determine the answer to questions
such as these, a careful analysis has been made of infor-
mation mechanically tabulated from a random sample of
27,945 individual income tax returns drawn from a total
of 756,000 taxable returns which were filed in 1949. A
separate analysis has been made from departmental data
based upon a sample of one third of the total of 35,736
fiduciary returns filed in 1949. All of these data were
compiled with the generous co-operation and assistance
of the Commissioner of Corporations and Taxation and
of his staff.

The people who pay the individual income tax repre-
sent a broad cross section of those who earn a living in the
Commonwealth, exclusive of the lower income group.
The occupations, and the amount of tax paid by those in
the principal occupational groups, are shown in Table 5
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for the sample as a whole. The sample shows a relatively
higher proportion of “proprietors, managers, etc.” than
would normally be found in an economic system, because
so many of the employees are excluded by the present ex-
emptions. As among all occupational groups, some 4,258
of the returns in the sample were filed by proprietors,
managers, etc., as compared with 5,072 clerical and sales,
5,902 craftsmen, foremen, etc., and 4,361 operatives,
etc.

Before turning to a more detailed analysis of the oper-
ation of the tax on individuals and partnerships, it is well
to consider the separately administered tax on fiduciaries.
While no current analysis of the character and number
of taxpayers filing fiduciary returns has been made, an
adequate analysis of these taxpayers by the Department
of Corporations and Taxation is available for the year
1946. Table 6 shows the relative distribution of the vari-

Table 6. Fiduciary Returns Filed in 1946: by Types ofFiduciary.
(Source: Commonwealth of Massachusetts, Department of Corporations and Taxation,

Number Percentage
of Returns. of Total.Type of Fiduciary

1. Executors and administrators
2. Trusts:

Testamentary

Inter vivos .

3. Guardiansand conservators
4. Profit sharing trusts, etc.

5. Retirement funds .

Grand total

ous types of fiduciaries who filed returns in that year. As
already indicated, these fiduciaries pay the tax directly
on the entire taxable income received by them, and the
distribution of such income to individual taxpayers in the

Fiduciaries Section.]
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Commonwealth is not included as taxable income in the
returns filed by the latter.

As described, the scope of the tax base which is used as
a measure of the required tax payments is considerably
narrower in the Commonwealth than it is in most other
state income tax laws. This results from the limitation of
taxable income to the specific classes which are enumer-
ated. In order to appreciate the range of potentially
taxable income, an analysis of returns according to ad-
justed gross income classes has been made. This study
disregards the effects of the $2,000 exemption, the family
deductions and the various specific deductions, and also
the difference in treatment between earned and unearned
income in the Commonwealth.

The results of this analysis are shown in Table 7. It is
apparent that the greatest number of returns are filed in
the income bracket of between $4,000 and $5,000. The
great bulk of all the returns lies between $3,000 and
$lO,OOO in adjusted gross income. The various sources
of income, within the present specified taxable classifi-
cations, are also shown in the table. Gross salaries and
wages amounted to $41.5 million out of a total of $54.3
million in the entire sample. Unearned income, that is,
income received from annuities, gains, interest and divi-
dends, amounted to about $6.3 million, or a little more
than 10 per cent of the total. The great bulk of interest
and dividends appears in the adjusted gross income
brackets above $5,000. It is notable, and perhaps to be
expected, that a similar distribution is not evident in
income having its source in annuities.

The data do not show items of income not now included
in the tax base, such as rents, certain mortgage interest,
and gains on sales of tangible property. These items
represent substantial amounts of excluded tax base.

Within the framework of the present law, the 1949 total
tax yield of $42,781,893.82 may be broken down according
to the estimated tax base and yield from individuals,
partnerships and fiduciaries. Upon the basis of the sam-
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pies which have been analyzed, the base and yield are
estimated as follows:

1. Individuals.
Amounts in thousands of dollars.]

Taxable *s“?* Yield,Base - (PerCent). 19«.

$674,800 1.5 $10,122

150,670 1.5 2,260

Salaries and wages

Business income

13,330 1.5 200Annuities

34,575 3.0 1.037Gains

265,930 6.0 15,911Interest and dividends
Present totals $1,139,305 - $29,530

3,839Surtax at 13 per cent

Total tax $33,369

2. Partnership'.

Business incomi 1.5 11,870

3.0 15

$123,800

Gains 500

6.0Interest and dividends
Present totals

1,870

$2,000$126,170

Surtax at 13 per cent

Total tax $2,260

3. Fiduciar

$96,710 6.0 $5,803

15,112 3.0 453
Interest and dividends
Gains

....

4,422 1.5 66Business income
Annuities 473 1.5

$116,717 - $6,329Present totals

823Surtax at 13 per cent
Total tax $7,152

4. 1Totalt

§674,800 1.5 110,122

278,892 1.5 4,196

13,803 1.5 207

50,187 3.0 1,505

364,510 6,0 21,829

$1,382,192 - $37,859
4,922

$42,781

Salaries and wages

Business income
Annuities .

Gains

Interest and dividends

Present totals

Surtax at 13 per cent

Total tax
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Present Distribution of the Tax Burden.
The effect of any tax law in distributing the tax burden

fairly throughout the economy is a principal test by which
the law may be judged. In the Commonwealth the policy
of treating income according to its source is, of course, a
major influence upon the distribution of the burden.
Beyond this, however, there are significant differences
in the effect of the law upon different income classes.
This is illustrated by converting taxpayer income (shown
in Table 7) and tax liability to a percentage distribution.

Upon the basis of 11,309 returns in the sample, such a
distribution shows (Table 8) that taxpayers with adjusted
Table 8. —■Percentage Distribution ofAdjusted Gross Income, “Earned”

Income, 1 “ Unearned” Income, 2 and Total Tax Liabilihj, 3 Sample
of 11,309 Individual Massachusetts Income Tax Returns for 1949.

(Amounts in thousands of dollars.]

Distribution, Distri- Distri-
Adjusted Gross Number Adjusted button, button
Income Classes. „

,

of
T
Gross Earned Unearned

Returns. Income Income Income
(PerCent). (PerCent). (PerCent),

Distri-
bution,

Tax
Liability
Per Cent)

Up to $5OO
... 558 1.50.2

0.1
0.2
0.5 0,1

0 6 0.3

1.5 1.2
4.7 5.1

12 0 13.3
13.7 15.2
18.2 20.1
23.5 24.3
7.5 7,2

4.4 4.3
2.7 2.4
2.1 1.7
2.4 1.9
1.4 0.8
1.8 1.3
2.2 0.8

1.0

$5OO to $749 105
750 to 999 100

0.50.8

0.71.1

1.000 to 1,499 211 2,90.1 1.7

1,500 to 1,999 176 2.8 1.6

2,000 to 2,499 344 1.2 3.0 1.8

2,500 to 2,999 2 0

3,000 to 3,499 2,002 3.72.4

3,500 to 3,999 2,002 5.1

4,000 to 4,999 2,242 4.4 9.5

5,000 to 9,999 1,969 17.1 23.4

10,000 to 14,999 341 9.9 10.8

15,000 to 19,999 142 6.45.4

20,000 to 24,999 67 5.05.2

25,000 to 29,999 42 4.24.8

30,000 to 39,999 6.3 4.9

40,000 to 49,999 17 6.4 3.5

50,000 to 79,999 16 4.3

80,000 to 149,999 10 8.3

150,000 to 499,999 1 0 3 1.69.

Totals 11,309 100 0 100 0 100 0 100 0
1 Includes “wages, salaries and business income.”
2 Includes “annuities, gains, interest and dividends.
* Includes “normal and surtax.”
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gross income of less than 15,000 reported 52 per cent of
all the income sample. These same taxpayers reported
55 per cent of all the earned income, but only 24 per cent
of the unearned income and 28 per cent of the total tax
liability. As shown in Table 8, the largest percentage of
adjusted gross income was produced by taxpayers in the
$5,000 to $9,999 class. These taxpayers, somewhat fewer
in number than others which produced less income, ac-
counted for 23.5 per cent of all the income shown, for
24.3 per cent of the earned income, 17.1 per cent of the
unearned income, and 23.4 per cent of the tax liability.
Those in income classes of $lO,OOO and up represented
24 per cent of the adjusted gross income, including 21 per
cent of the earned income, and as much as 59 per cent of
the unearned income. This latter group also incurred
49 per cent of the total tax liability. Table 8 may be
summarized as follows:

Bracket
A

Großs
d Earned Unearned Taxbracket.

(Percent). (PerCent). (PerCent). (PerCent).

$O-$4,999
.... 52 55 24 28

5,000-9,999 ... 24 24 17 23
10,000and up 24 21 59 49

100 100 100 100

In brief, these conclusions may be justified

Under the present law, taxpayers with under $5,000 of ad-
justed gross income represent 52 per cent of all such income in
the Commonwealth, but pay only 28 per cent of the individual
income tax. Those with$5,000 or more in adjusted gross income
represent 48 per cent of such income, but reported 76 per cent
of all the unearned income, and incurred 72 per cent of the total
tax liability. This shows that the present law, which is based
upon flat rates regardless of the size of income, nevertheless
has some of the effects of a graduated income tax.
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Deductions from Tax Base.
The yield of the Massachusetts tax is largely deter-

mined by its exemptions and deductions. The most im-
portant of these is the flat $2,000 exemption plus the
family deductions allowed against salary or other busi-
ness income. In the upper income groups the allowance
of a deduction of federal tax paid upon earned income
is also a substantial cause for the reduction of the tax
base. These exemptions and deductions are not now
allowable from unearned income. l The statutory ex-
emptions and deductions allowed from unearned income 2
do not result in any substantial reduction in the taxable
base.

The dollar amount of exemptions and deductions in
the aggregate is large. This is shown by Table 9, cover-
ing 27,945 returns. These returns show total salaries
and other earned income of $102,691,800. As against
this amount the $2,000 plus family deductions took out
$58,147,000. Next in importance, the federal income tax
deduction took out $12,382,900. After all deductions the
taxable salaries, fees, etc., amounted to only $31,640,300,
or only 30.8 per cent of the total amount reported. Since
no tax would be payable at all by any person with less
than $2,000 of earned income (assuming no unearned
income), the table shows the great influence of the ex-
emptions and deductions in tending to wipe out most of
the tax liability of those who fall in the lower income
groups. For example, in the tax bill group under $lO
only 8.8 per cent of total salaries, etc., remains taxable
after deductions and exemptions. This percentage rises
steadily to a peak of 61.3 per cent for those paying be-
tween $250 and $299 in tax.

The reason that the percentages of taxable salaries,
etc., start to decline at this tax payment bracket is that
the progressive rates of the federal income tax at about

1 See pp. 18, 19.
2 See pp. 19-21.
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$lO,OOO of net income begin to result in a greater im-
portance to the federal tax deduction than to the $2,000
plus family deductions. The table shows that for those
paying $250 or more in Massachusetts tax the aggregate
federal income tax deduction was greater in every case
than the $2,000 plus family deductions.

The family deductions are significant in any deter-
mination of future tax policy. They show the difference
in the operation of the present tax as between the single
individual and the married family unit. Table 10 shows
that on the average, 66 per cent of the returns in the
sample were by married taxpayers. While this per-
centage falls to as low as 23 per cent in the group paying
$5,000 and over of tax, the number of returns in this
group is too low to be reliable. Similarly the table shows
on the average each return claimed .75 of family deduc-

Table 10. Average Number ofFamily Deductions Claimed, as shown
by a Sample of 27,943 Personal Income Tax Returns.

Number of Family Number of Family

Amount (Size) Number Deductions Claimed. Deductions per Return.
op Tax Bill. Ret

°

u
f
rns

Spouse. Children. Parents. Spouse. Children. Parents.

Under $lO. 8,586 5,475 .64 .716,133 509
6,541 582
3,474 238
1,057 86

571 66
619 44
236 27
187 8
116 10
94 12
70 7

47 7
32 4
39 2

1

.06

$lO- $24 9,423 6,344

25- 49 4,714 3,376
50- 74 1,613 1,103
75- 99 924 599

,67 .69 .06

.72 .74 .05
,68 .66 .05

,65 .62 .07

100- 149 937 587 63 .66
62 .52

.05

150- 199 451 278 .06

200- 249 307 186 61 .61
61 .58

.03

250- 299 200 121 .05

300- 399 245 139 57 .38 .05
55 .48 .05
41 .29 .04
37 .37 .05
37 .29 .01
23 .08

400- 499 147 81

500- 749 164 68

750- 999 87 32

1,000- 4,999 134 50

5,000 and over 13 3

Over-all total 27,945 . 18,442 19,217 1,602 66 .69 .06
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tion (.69 children and .06 parents). These relationships
are particularly significant, and have been used through-
out the Report in the calculation of the effect of various
deductions.

The deduction for federal income taxes paid has
grown in importance because of the sharp increase in
federal taxes over the past ten years. In the early years
of the Massachusetts tax, when the federal rates were
nominal (as compared with present-day rates) and
relatively stable, the deduction did not greatly affect
Commonwealth revenues. As federal taxes on individual
income have soared the deduction from the state income
tax base has increased until it is now of major significance.

The over-all effect of the basic exemption of $2,000
plus the various exemptions is to reduce the present total
tax base of individuals alone by $l.B billion. As shown in
Table 11 the tax value of this reduction in base for

Table 11. Total Tax Value of Individual Income Tax Deductions 1
under Present Law, estimated for Returns filed in 19!$.

[Amounts in thousands of dollars.]

individuals alone was $31,846,000 in normal and surtax
for 1949. By far the great bulk of this tax value was
attributable to the $2,000 plus family deductions which
together constituted 83.8 per cent of the total. Next in
importance was the deduction for federal income tax
paid, which accounted for 14.1 per cent of the total.
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None of the other deductions approaches in significance
either of these first two. The conclusion is this:

The law as presently established loses the largest proportion
of the tax base through the $2,000 plus family deductions, but
to the individual of greater earning power the allowable de-
duction of federal income tax paid decreases the Massachu-
setts tax paid even more than the fiat exemption plus family
deductions.

Tax Rates.
The rate structure of the personal income tax is neither

proportional nor progessive. It is a classified rate struc-
ture with four classes of income. Massachusetts is the
only State in the nation, with the exception of Maryland,
which applies a heavier tax rate to unearned income
than it does to earned income. In New Hampshire and
Tennessee the tax is limited to unearned income, but in
New York the effective rate on capital gains is half that
on earned income.

The effect of applying the three different rates is for
unearned income which accounts for only 7.6 per cent
of all income payments received by individuals in the
State, 1 and little more than 10 per cent of all adjusted
gross income received by taxpayers (Table 7), being
required to pay about 58 per cent of the tax (see Table
12). Implied in the rate structure is the idea that un-
earned income should be taxed more severely than earned
income. This was due to the fact that, as already noted,
in the case of interest and dividends, the tax historically
developed as a tax on intangibles (in lieu of a property
tax) more like the New Hampshire and Tennessee levies
than the usual state income tax. As time has gone on,
the original purpose has become obscured and the tax
has come to be regarded as a typical state income tax.

The differential rates tend to encourage the use of
selective investment in securities. Thus the taking of
risk by investment in equity securities or in unsecured
bonds is penalized in tax rate, as compared with other

Report, Part I, “The Tax System Today,” Table
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forms of investment. For example, neither net rentals
from real estate, nor interest on real estate mortgages
(up to the assessed value) are taxable. Speculation is
favored by the fact that capital gains (short as well as
long term) are taxed at one half the rate (3 per cent)
applicable to capital earnings in the form of interest and
dividends. Gains from the sale of real estate or tangible
personal property, other than business capital assets,
are not taxable at all. Annuities are taxed at one fourth
the rate on interest and dividends, but the rate is applied
to returns of principal as well as interest.

Combined Effect of Base, Deductions and Exemp-
tions and Classified Rates.

In its over-all operation the tax law has certain results
which follow from the nature of its exemptions, its
differentiations as between earned and unearned income
and its classified rates. It need hardly be mentioned
that the great bulk of income received by taxpayers, as
well as by all residents of the Commonwealth, is in the
earned income category. It is either salaries and wages
or business income. The amount of tax payment, how-
ever, depends not so much on total income of the tax-
payer as it does on the composition of the income.

If he has earned income he may have the benefit of
the flat $2,000 plus family deductions, of the specific
deductions for taxes paid, etc., and of the per cent
rate. If the taxpayer has unearned income he may not
have the benefit of the exemption and deductions ac-
corded earned income, and he is subject to three different
rates: 1hi) per cent on annuities, 3 per cent on net capital
gains, and 6 per cent on interest and dividends. The
$l,OOO Schedule H exemption and the interest paid deduc-
tion, which are allowable against most unearned income,
are relatively unimportant in their total effect on the tax
system.

The net total result of the various factors affecting tax
payments has been to require earned income, comprising
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72.5 per cent of the taxable base of individuals, to pay
41.8 per cent of the total tax, and to require unearned
income, comprising only 27.5 per cent of the total taxable
base of individuals, to provide 58.2 per cent of the tax.
The distribution of these tax payments according to the
amount of the individual payments is shown in Table 12.
When partnerships and fiduciaries are added, unearned
income comprising only 31 per cent of the total taxable
base of all taxpayers, is required to provide 62 per cent of
the total tax. 1 As already noted, this difference becomes
even greater when the comparison is made before exemp-
tions and deductions are taken. The reason for this is
that much larger exemptions and deductions are permitted
from earned income.

The distributions by size of tax bill and by classes of
income taxable (shown in Table 12) may be taken to
represent quite closely the characteristics of all taxable
returns which were filed. It is plainly evident from the
table that as the size of tax payment increases the propor-
tion of the payment representing the tax on earned income
decreases and that on unearned income increases. As
shown in Table 12, in the lower tax payment groups, that
is, those paying less than $l5O in tax, the normal tax on
salaries and business represents more than half of the total
tax payment. At practically the same point the normal
tax on interest and dividends represents in each case less
than half of the total tax payment. In the Massachusetts
income tax, as in many others, the great bulk of the tax
payments is relatively small, that is, less than $5O.

It is sometimes thought that the individual proprietors
who are taxable under the personal income tax may con-
tribute a large part of the total yield. The total sample
shows that the ratio of taxable salaries and wages to
taxable business income is somewhat greater than four
to one. A selected smaller sample, designed to analyze
the characteristics of individual proprietorships in the
personal income tax, shows the same relative proportions.
In Table 13, a selection of 16,579 returns shows 14,905
without any proprietary income at all. Among the re-

See p.
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None

Total

xnainder, the greatest amount of both gross and taxable
income is found in relatively very small business, those
having gross income of between 125,000 and $50,000 a
year. It is apparent that business units enjoying sub-
stantial gross annual volume do not do business as in-
dividual proprietorships.

Partnerships and Fiduciaries.
Two other major classes of taxpayers, which are not

included in the individual sample, are the partnerships
and fiduciaries.

�

The partnerships show a relatively more successful
business record than the individual proprietorships. While

Table 14. Distribution of Gross and Net Income and Amount of Tax accord ! S
Partnership Inco le

[Amounts rounded to

Net Income
Taxable.

Number Gross Net
of Business Business

Returns. Income. Income.
Amount of

Net Income Taxabl
In

Total. Massa-

58 $2,536.4 $117.7

27,857.9 3,162-. 8 1483.2 $4Bl 1$1- $1,999
10,142.9 1,1631432.000- 2,999

3.000- 3,999
4.000- 4,999

5.000- 6,999

7.000- 9,999

10.000- 14,999

15.000- 24,999
25.000- 49,999

50.000- 74,999

75.000- 99,999

100.000-
200.000-
400,000 and over

8,753.4 1,011.6110

3718,633.5 953.0
13,921.0 1,609.6132

112 17,619.4 1,873.0 947.2 93

116 20,213.8 2,484.3 1,390.5 1,31

123 25,725.8 3,888.2 2,416.4 2,4(1

87 42,730.1 4,691.1 3,084.5 3,010.

30 12,116,6 2,963.0 1,843.6 1,782.1 |

7 10,890,4 928,7 693.7 592,#
14 16,136.0 2,967.5 1,899.4 1,792.0

3 6,678.6 1,207.7 822.0 701

3 8,078.0 2,499.9 1,538.1 1.220

1,556 $232,033.7 $31,621.6 $16,907.1 SIM™
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some 1,500 individual proprietorships in the sample pro-
duced on $4.1 million in taxable business income (see
Table 13) roughly the same number of partnerships in
the sample produced $16.9 million in taxable business
income (see Table 14). The greatest number of partner-
ships realized relatively small amounts of net taxable in-
come, that is, less than $2,000 in 1949. Without regard
to the number of business units, the greatest amount of
net taxable income was produced by partnerships having
between $25,000 and $50,000 of net taxable income. As
shown in Table 14, practically all of the tax liability of
the partnerships was based upon net business income. In
the only class which paid a substantial proportion of the

to Amount of 1949 Net Business Income Taxable, as shown by a Sample of 1,556
Tax Returns.
thousands of dollars.]

27,4 18
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tax on unearned income, there are the smaller invest-
ment businesses which show no earned income at all. For
the entire sample, the table shows that 92.9 per cent of
the total normal tax was on “business income.”

The taxation of income realized by the partnership ac-
tually occurs at the source. 1 The salary or drawing ac-
count of a partner is not reported as taxable income in
his individual income tax return. His salary or drawing
account and his share of the profits of the partnership is
taxable to the partnership. Partners may claim the $2,000,
plus family and other deductions, on the partnership re-
turn.

While a number of the partnerships produce substan-
tial income for the partners, Table 15 shows that 948
partnerships paid a tax of less than $lOO. These partner-
ships, representing 2,128 partners, more than half of the
total number in the sample, showed an average net in-
come per partner before federal taxes of $3,212. The
income taxable in Massachusetts is after the allowance of
claim for the respective partners’ statutory and family
deductions. The table shows that less than 10 per cent
of the partnerships produced an average taxable in-
come per partner of $11,263 or more. This is somewhat
better than the proportionate distribution of taxpayers
among income classes for the whole taxpaying popula-
tion.

The tax on fiduciaries, also in effect a tax on individuals
at the source,2 offers an important part of the total yield
of the income tax. This part of the tax has been pro-
ducing revenue for the Commonwealth at the rate of about
$7 million a year (1949). It represents payments by a
variety of trusts and estates (see Table 6) on behalf of
their respective beneficiaries. In operation, some 93 per
cent of the tax has been produced by the levy on interest
and dividends. As in the individual returns, the great
bulk of the revenue from this source of unearned income

Supra, p.
Supra, p. 24.
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is concentrated among the larger returns, as shown in
Table 16.

In this phase of the income tax, exemptions played a
relatively small part. It has been noted that the flat
$2,000 and family deductions, as well as the specific stat-
utory deductions, are not available against unearned in-
come. Since the income of fiduciaries is so largely in the
unearned category, the general exemptions allowed against
earned income are not significant in fiduciary tax returns.

The exemptions which are applicable more generally to
fiduciary returns are those taken where the total income
of the beneficiary does not exceed $l,OOO. Table 17 (on
page 56) shows that among 9,417 returns, constituting
about a third of the total taxable number filed, the in-
come exempted amounted to $479,666, distributed rather
evenly in income amount between those applicable to an-
nuities and those applicable to interest and dividends.
The exemptions occur irregularly among the various es-
tates and trusts due to the fact that they apply to the
beneficiaries, and there may, of course, be a number of
beneficiaries in any one trust, each of whom may or may
not be entitled to the exemption. In addition a taxpayer
may be a beneficiary of several trusts with his exemptions,
if available, being divided among them.

The conclusions from these data are that the income tax law
operates so as

To secure a larger proportion of the total tax from those who
receive unearned income.

To apply a proportional tax to all taxpayers receiving earned
income without regard to the amount of the taxpayer’s earn-
ings however large.

To result in some degree of graduation in the effective rate
of the tax on total income both earned and unearned of any
taxpayer, due to the fact that unearned income is predomi-
nantly received in the higher income groups.

To depend upon unearned income for more than half of the
tax yield.

To require little or no tax payment from hundreds of thou-
sands of persons employed in the Commonwealth whose earn-
ings fall below the present exemptions as high as a possible
$4,600 for a husband and wife.
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Table 17. Fiduciary Returns Distribution of Beneficiaries’ Ex-
emptions by Amount (Size) of Tax Bill and Tax Base, as shown
by a Sample of 9,417 Fiduciary Income Tax Returns.

[Amounts in dollars.]

Benefi- r\^ >ER ENT

Benefi- claries’ Distribution
Mnm, ciaries’ Exemp- rp ~ OF Exemptions.

Amount (Size) f Exemp- tions on
of Tax Bill. tions on Interest TReturns. Annuities and Divi .

tions. On Inter-
at 1H%. deads °n.“- est and

„+ nmties. Divi-Etb/0
- dends. |

No tax ... 554 $2,950 $183,150 $186,100 1.6 98.4
$1- $24 . . 3,796 10,000 18,778 28,778 34.7 65.3
25- 49 . . 1,047 25 2,334 2,359 1.1 98.9
50- 74 . . 556 15,600 1,212 16,812 92.8 7.2
75- 99 396 - 400 400 - 100.0
100- 149 748 - 491 491 - 100.0
150- 199 . . 376 90,000 1,447 91,447 98.4 1.6
200- 249

.

. 327 422 216 638 66.1 33.9

250-

300- 399 50,432 100.C

499 212

500- 749
750- 999

1,000-4,999

100,5 100 100.0

165

1,641 >4l 100.0

5,000 and over . 43

Over-all totals . 9,417 $271,638 $208,(.028 $479,666 56.6 43.4

Comparative Results.
The effective results of the tax on personal income can

be expressed in terms of the dollar amount of tax pay-
ment required from any given individual’s gross income,
after all the computations are made. Such an analysis of
the tax law is most revealing as to its impact. It shows
that in effect the classified rate structure and limited al-
lowances of exemptions and deductions has produced in
the Commonwealth an effective tax rate structure which
looks very much like the graduated income tax rates in
other States.

As shown in Table 18, the tax paid in the various ad-
justed gross income brackets, after the basic exemption
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I

of $2,000, amounts to 0.5 per cent of gross income for the
$2,500 group and gradually rises to 6.5 per cent of gross
income for the $150,000 group. The average for the whole
sample is an effective rate of 1.2 per cent, the rate shown
also for taxpayers in the income bracket of between $5,000
and $lO,OOO. It should be noted that there is a general
graduation of rate beginning with the $3,000 gross in-
come bracket. At the lower income brackets, where the
rate shown reaches as much as 6.7 per cent, the tax is
being applied primarily to unearned income against which

Table 18. Effective Rate of Tax on Income —•Sample of 11,309
Massachusetts Personal Income Tax Returns, 1949: by Adjusted
Gross Income Brackets.

[Amounts in thousands of dollars.]

N"ofber AdTusTed Aggregate Tax^Vd
„

of dross Tax on Adjusted
Returns. Xncome.i Pa,d'

! Gr°ss * nc°“<
(Per Cent).

Adjusted Gross
Income Brackets.

Up to $5OO 558
1500 to $749

... 105
750 to 999 . . 100

1.000 to 1,499
... 211

1.500 to 1,999
... 176

2.000 to 2,499
... 344

2.500 to 2,999
... 927

3.000 to 3,499 . . 2,002

$95.1 $6.4 6.7
63.8 3.1 4.9
86.7 4.3 5.0

258.6 10.9 4.2
305.0 10.6 3.5
788.0 12.1 1.5

2,573.8 13.3 0.5
6,527.5 24.3 0.4
7,474.3 33.5 0.4

3,000 to 3,499

3,500 to 3,999

4.000 to 4

5.000 to 9

2,242 9,907.6 61.9 0

1,969 12,747.9 152.9 1

10.000 to 14,999

15.000 to 19,999

20.000 to 24,999

25.000 to 29,999

30.000 to 39,999
40.000 to 49,999

50.000 to 79,999

80.000 to 149,999
150.000and over

341 4,095.6 70.7 1
142 2,415.7 41.7 1.7

67 1,478.5 32.4 2.2
1,137.2 27.3 2.4

37 1,301.3 31.8 2.4

17 772.8

16 985.4 28.0 2.8

10 1,182.1 54.6 4.6

1 157 6.510

Totals 11,309 $54,354.6 $652.9 1.2

Includes only taxable income.
2 Includes 13 per cent surtax.
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the normal and surtax rate is highest, and the earned
income exemptions and deductions do not apply. It
should be understood, of course, that the table does not
include any income in the gross income brackets which
may have been received by the taxpayer but was not
within the scope of the tax law.

This graduated character of the effective state tax
rate suggests a comparison of the operating result of the
state income tax and the federal income tax. Using the
same adjusted gross income brackets, this comparison
is presented in Table 19. The basic difference between

Table 19. Percentage Distribution of Selected Personal Income Tax
Data, Federal 1948 1 and Massachusetts 1949 f on the Basis of Federal
\djusted Gross Income.
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the two laws in the amount of personal exemption and
family deductions is shown by the greater percentage of
federal returns and federal adjusted gross income which
appears in the lower income brackets. Conversely, the
percentage figures for Massachusetts returns appear
to be higher in the income brackets above $3,000 because
the bulk of Massachusetts returns are distributed among
income brackets which begin above $2,000, the basic
personal exemption on earned income.

The two tax laws produce similar results to the extent
that taxpayers with adjusted gross income of between
$5,000 and $lO,OOO pay by far the largest proportion
of the tax under both laws, 23.42 per cent under the
Massachusetts law and 14.12 per cent under the federal
law. Above this group both percentage distributions
tend to taper off although the federal curve develops
more smoothly because of the graduated rate structure
of the federal law.

In view of the fact that the constitutional amendment
to enable the enactment of a graduated income tax in
the Commonwealth is now pending, it is important to
compare the operation of the present Massachusetts
law with a typically graduated state income tax law, as
well as with a simplified Massachusetts law. The Com-
mission takes no position at this time regarding the
adoption of a graduated income tax. A separate state-
ment of policy on this matter will be issued.

A comparison has been developed in Table 20, which
is based upon the New York law, and the percentage
distribution of taxpayers in gross income classes under
our Massachusetts law. It assumes that the base, rates
and exemptions as modified conform with the New York
law. The table shows that such a law, not including
income of fiduciaries which is not actually distributed
to the beneficiaries, would produce in the Commonwealth
a total yield of approximately $59,242,000. As among
the income groups 24.6 per cent of this yield would come
from the bracket of $5,000 to $lO,OOO of adjusted gross
income, as compared with 23.4 per cent which now comes
from that group. Similarly, the table shows that 30.3
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*

per cent of the yield under such a law would come from
the adjusted gross income group of $lO,OOO and over as
compared with 49.1 per cent of the present common-
wealth tax yield which comes from that group.

By way of illustrating the difference which is attrib-
utable, not so much to the graduated rate as to the
change in exemptions and the allowance of these exemp-
tions both against earned and unearned income, the table
also shows the estimated percentage distribution of tax
among gross income groups using the New York exemp-
tions and flat rates of 2 per cent on earned income and
6 per cent on unearned income. Under this alternative
measure the table shows that a relatively larger per-
centage of the tax would be paid by adjusted gross income
groups under $5,000. Those of $5,000 and over would
provide 49.2 per cent of the revenue as compared with
72.5 per cent under the present law and 54.9 per cent
under a New York type law.

RECOMMENDATIONS.
The preceding pages presented a general history and

description of the Massachusetts income tax. This was
followed by a detailed analysis of the operation of the
tax, with particular reference to its present burdens on
certain types of taxpayers and to comparative results
under other laws.

It is impossible to generalize about income tax laws
on the basis of any one feature. The law is made up
of the combined result of base, rates, exemptions and
deductions. But it should be apparent from the fore-
going materials that the existing law in certain areas is
unduly complicated and inequitable. Fundamental re-
vision is needed.

Complication results not only from the substantive
provisions of the law, but also from the fact that the
proceeds of the tax go largely to cities and towns. This
has meant resort to the surtax device to raise money for

Chapter 111.
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I

I

General Fund and other purposes. The use of a “normaltax” rate structure alone is not possible as long as the
present fiscal arrangements between the State and thecities and towns continue. The recommendations herein
contained are made on the assumption that the existing
system will be modified, or be replaced by distributions
based on fixed formulas. This matter, as already indi-
cated, will be the subject of a later part of the Report.

The recommendations which follow are directed only
to the revisions of the personal income tax. Special
problems affecting partnerships and fiduciaries will be
covered in a subsequent section of the Report. It should
also be pointed out that the proposals herein contained
represent only the major changes to be made in the
income tax. In any fundamental overhauling of so
important a tax, it is inevitable that adjustments will
be necessary to take care of the problems created in the
transition stage. For example, it will be recommended
that Massachusetts, in taxing gains, should abandon its
present method and adopt the federal system. This
raises certain difficulties because the Commonwealth
has already taxed some gains the recognition of which
has been postponed for federal tax purposes. In the
change over to the federal method provision must be
made to insure that taxpayers who have already paid
a state tax on certain transactions will not be sub-
jected to a further tax on the same gain. This and similar
problems have received the careful attention of the
Commission, and have been the subject of extended
conferences with members of the Department of Corpo-
rations and Taxation. They will be covered in the draft
of a new income tax chapter to be submitted to the
General Court.

In planning a basic revision of the personal income tax
it seems advisable to integrate it with the federal income
tax wherever possible. The advantages of such an in-
tegration are clear.

Integration with the Federal Income Tax.



1951.] HOUSE —No. 2279. 63

For the taxpayer it would mean in many instances one
set of computations rather than two. Thus, for example,
in computing the tax on gains, the same rules on basis
and recognition of gain or loss would be applicable to both
federal and state returns. There would be available for
the taxpayer’s guidance a large body of federal decisional
law as well as detailed regulations which are now generally
understood and accepted.

A real weakness of the Massachusetts income tax law
is the lack of any administrative regulations. At one
time regulations were prepared and issued by the Com-
missioner for the information of members of the Depart-
ment, the latest revision appearing in January, 1932.
These regulations, however, were not intended for tax-
payer guidance after the manner of Regulations 111
which are official regulations interpreting the Internal
Revenue Code provisions. They were only for depart-
mental use, and even these were rescinded on March 1,
1941.

For the State and its tax administrators there would
also be important advantages. If the taxpayer is required
to report the same amounts for certain items on his federal
and state returns, the risk of intentional evasion would be
diminished. A convenient cross check could be made of
federal returns on a sample basis to locate instances
where the taxpayers, either by error or design, had failed
to report their total income tax liabilities to the State.

A comparative analysis of the state and federal taxes
reveals that Massachusetts has been less vigilant with
respect to the closing of obvious loopholes in the tax law
than has the federal government. This has been caused
by the broader experience of the federal government in
dealing with the great complexities which go into the
determination of taxable income. In addition, since
federal rates are sharply progressive, a large amount of
revenue stands to be lost if loopholes are allowed to
continue. The result has been greater vigilance on the
federal side in the endless conflict between the tax official
and the alert taxpayer.
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Integration of state and federal income taxes is not
a novel development. There has been a growing tendency
on the part of the States to turn to the federal tax either
as a model or as having some substantive significance.
In Massachusetts for some years corporate net income
for excise tax purposes has been computed, with minor
variations, pursuant to the federal law then in effect.
Both the Commonwealth and the taxpayer have bene-
fited by the uniformity achieved in the corporate field.
In order to profit from this experience this method should
be employed in the personal income tax wherever possible
within constitutional limitations.

The Tax Base “Gross Income”.
It is felt that the income tax can be made more equi-

table if the present limited tax is made more general in
scope. The theory behind the original law of excluding
from its operation income from sources already subject
to other taxes had a certain validity in the era when it
was adopted. The passing years have seen a departure
from the theory in practice, e.g., in making taxable the
dividends of domestic corporations. Furthermore, in the
last thirty-five years there has been such a tremendous
growth in the number and impact of federal, state and
local taxes that it is now almost impossible to impose
taxes on income which has not already borne some tax
burdens.

“Gross income” for Massachusetts income tax pur-
poses should be defined in terms of income ‘ ‘ from what-
ever source derived” as determined by applicable federal
law subject to certain specific exclusions. This would
result in some major changes in the present law with
respect to certain items to be included in gross income.

Business Income.
Salaries, wages and net income from business would

continue to be included in the tax base as at present.
A major change would be made with respect to income

from real estate. Under federal law and the income tax
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laws of other States rents from real estate are taxed just
as other kinds of income. In Massachusetts rents are not
now taxable, but it is recommended that they be added to
the tax base. 1

The reasoning behind the current exclusion of this type
of income is that rents are derived from real property
upon which the local property tax has been levied. To
tax rents as income would be double taxation and wholly
foreign to the basic theory of the income tax as a replace-
ment for the local tax on intangible personal property.
As already pointed out, the original theory has been
departed from in certain important respects. At the
present time double taxation is no effective bar, since
much income is taxed two or more times. Further, to
provide that rents are not subject to the income tax while
corporate dividends are taxable is obviously inconsistent
and inequitable. To a large extent taxes upon property
are in payment for police and fire protection, school,
paved streets and other municipal services. They should
be considered in about the same category as costs for
insurance, fuel or maintenance, although taxes are less
controllable than most other operating expenses and do
constitute a first charge on the property.

It should be pointed out that it is net income from real
estate that will become taxable. For the taxpayer with
income-producing property this means that he will be
permitted to deduct from his gross income from the prop-
erty all expenses incurred in the production of such income.
Deductions will include among others such items as de-
preciation, mortgage interest, insurance, taxes, repairs
and maintenance in short, all of the items allowable as
deductions on Schedule F of federal Form 1040.

The inclusion of net income from real estate should
have little effect upon the small property holder who, for
example, owns a three-family house, occupies one apart-
ment and rents the other two. After allowances for all
expenses he is unlikely to have any material amount of
net income. Those individuals who receive the rents from

Representative Vaitses is of the opinion that net rents shouldnot be added to the t
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large commercial properties or multiple unit apartments
are the ones who receive significant amounts of income
from real estate. The Commission believes that an in-
justice would be perpetuated by continuing the exclusion
of this type of income from the tax base.

For rate purposes rents should be considered as business
income and not be classified as so-called “unearned” in-
come. In addition, if the taxpayer, after deducting ex-
penses, shows a net loss rather than a net profit, such loss
may be taken against his other business income.

Interest and Dividends.

Recommended for addition to the income tax base in
this category is interest on the full value of real estate
mortgages when held by an individual, partnership or
fiduciarjn At present only interest received from the
amount of the mortgage in excess of the assessed valu-
ation is subject to taxation. The original reason for this
exemption was double taxation (property tax and income
tax), a reason which in this instance was of dubious va-
lidity. Holders of mortgages do not pay the property
taxes, and so the plea of double taxation is not tenable.
Another reason for exempting such interest from the base
is that if it were not exempted, mortgage interest rates
would rise. This is definitely not true today, and it may
never have been the case.

The Commission has given careful consideration to
the advisability of removing the present exclusion of
savings bank interest from the tax base. This interest
income is now taxable federally. According to the
records of the Bank Commissioner there were on October
31, 1950, 3,181,358 savings bank accounts in the Common-
wealth with an average account balance of $1,032.44.
There is reason to believe that a majority of these ac-
counts have balances which are considerably smaller,
possibly not in excess of $250. Interest paid on the bulk
of such accounts would run less than five dollars per year.
If this interest were made taxable, the yield would be
less than fifty cents per account.
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The administrative problem involved in strictly en-
forcing an income tax on such a large number of small
income items might easily equal the amount of tax
collected. That interest is not faithfully reported, even
for federal tax purposes, is indicated by the fact that in
1949 interest from all sources reported for federal tax
purposes was about $l3 million less than the total of
savings bank dividends as shown by the Bank Com-
missioner.

The Commission believes that the feasible course is
to continue to exclude savings bank interest from the
income tax base. The same exclusion would apply to
interest on deposits in savings departments of trust
companies, co-operative banks and federal savings and
loan associations.

Although it is recommended that the federal income
tax provisions be followed wherever feasible, this should
not go to the extent of adopting the federal law of exclu-
sions from gross income. Income which is now taxed
by the Commonwealth should continue to be taxed
even though not taxed federally. For example, interest
on the obligations of other States and their political
subdivisions is now taxed by Massachusetts but not by
the federal government. Massachusetts should continue
to tax such income.

Important present exclusions from the base of the tax
on dividends are the distributions of partnerships, asso-
ciations and trusts having transferable shares which
have filed an agreement to pay a tax on their income as
if such income had been received by an individual.
Most important of such organizations is the Massa-
chusetts business trust.

The business trust is a common law device which is
basically the common law joint stock company to which
has been added the common law trust. It combines
features of the partnership and the corporation, and has
been termed a “quasi-corporation.” It is created by a
“Declaration of Trust,” a copy of which must be filed
with the Department of Corporations and Taxation.
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In accordance with the provisions of such declaration
property is conveyed to trustees to be held and managed
for the benefit of such persons as may from time to time
be the holders of transferable shares which are issued
by the trustees to the owners of the beneficial interest
in the trust property. These shares are very much like
corporate stock certificates, and are issued and transferred
in the same way. They entitle the holders to share
ratably in the income from the trust property and the
corpus of the trust upon its termination.

The business trust is managed by the trustees who, in
theory at least, are not subject to the control of the
beneficiaries. The beneficiaries or shareholders have the
benefit of limited liability for the debts of the enterprise,
as do corporate shareholders, as long as they do not
exercise control over the trustees. The business trust
is a rather singular legal device and is not now widely
used outside of Massachusetts where its growth has been
encouraged by certain tax advantages.

Under federal law the business trust is taxed as a cor-
poration when it is engaged in an activity for which a
corporation for profit might have been formed rather than
an activity for which a usual common law trust would be
created. In such case its dividends are taxable to the
shareholders as a corporate distribution.

In Massachusetts it has been held unconstitutional to
attempt to make the trust subject to the corporate excise
tax on the ground that the trust is exercising a common
law privilege and not one conferred by the State. There
appears to be no constitutional prohibition, however,
against the taxation of the dividends of the trust in the
hands of the individual shareholders. Such dividends are
currently excluded, however, -where the trust files an
agreement to be subject to the tax under General Laws,
chapter 62, section 1 (c).

Some 390 of these agreements are on file with the Com-
missioner of Corporations and Taxation at the present
time. While the business trust device can be used in
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manufacturing, utility, investment or other enterprises,
it has been most widely employed in the real estate field.
Almost 90 per cent of the trusts which have filed an agree-
ment are in the business of owning or operating real
estate.

The tax advantages of the real estate trust are obvious.
By filing the agreement the dividends of the trust become
tax exempt in the hands of the shareholders. The agree-
ment to pay the tax does not result in a tax liability for
the trust in so far as its income is from rents, since rents
are not now taxable.

The Commission has little information concerning the
scope of the operations of business trusts in the real
estate field. Business trusts, unlike corporations, are not
compelled to file an annual statement of condition or any
other financial information with the State. Investigation
indicates, however, that such operations are extensive.
One business trust primarily engaged in the real estate
business reported to a national financial publication that
it had a gross income for 1948 of $1,512,551 of which
$1,240,927 was derived from rents. This trust filed an
agreement to be subject to the tax, thus exempting its
dividends from tax in the hands of its Massachusetts
shareholders. Dividends to all its shareholders amounted
to $386,252. The tax liability of the trust must have been
relatively small, since over 80 per cent of its income was
from rents and thus not taxable.

It should not be concluded that all of the business
trusts which have filed agreements are as large as this one.
But the conclusion is warranted that the business trusts
are a significant part of the business community and are
not paying their way taxwise. Thus in 1950 all business
trusts, real estate and others, which filed the agreement,
paid taxes in the following amounts;

Business income at lUj per cent
Dividends and interest at 6 per

,953 91
66,066 98

4,424 24
t

Gains at 3 per cent

114,445 13



HOUSE -No. 2279. [Mar70

I

I

Since these totals include taxes paid by business trusts
in manufacturing and other fields it becomes apparent
that the contribution of the real estate trusts to the sup-
port of the state government is not substantial. The
usual objection raised by the real estate trust is that a
large percentage of its costs are paid out in the form of
local taxes, and that this percentage is larger in the case
of the business of operating real estate than in other types
of businesses. But other businesses have other costs, such
as large pay roll taxes which are just as much a deduction
from gross as real estate taxes. The important figure is
the amount remaining after expenses are paid and local
property taxes are no more nor less an expense than other
costs which go into the running of a business. Further-
more, if income producing property in Massachusetts is
operated by a corporation instead of by a trust the rents
are taxable to the corporation and the shareholders are
taxed on the dividends.

For example, assume a net income, all from real estate,
before federal and state income taxes, of 1250,000, of
which $lOO,OOO is paid out in dividends to Massachusetts
shareholders.

The corporation would be subject to the corporate ex-
cise tax. This would mean $250,000 of net income taxed
at the rate of 6.765 per cent, or $16,812.50. In addition,
the corporation would pay a tax on its corporate excess at
$5 per thousand plus 23 per cent surtax.

When $lOO,OOO is distributed to the shareholders as
dividends the dividends are taxed at 6 per cent plus surtax
(7.38 per cent). (This assumes that all of the distribution
is taxable to the recipients and none of it is lost through
Schedule H exemptions.) The dividendtax would amount
to $7,380. The total tax liability, corporate and share-
holders, thus amounts to $24,192.50 plus the tax on the
corporate excess.

If the trust device is used and the agreement to pay
the tax is filed by the trust, the trust pays no state tax on

its $250,000 of net income, since it is all from rent. The
dividends are exempt from, the tax in the hands of the
shareholders by virtue of the filing of the agreement.
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This important tax advantage has led alert taxpayers
to use the trust device for owning and operating real
estate rather than the corporation. It represents a gaping
hole in our tax law that has already received nation-wide
notoriety. It should be corrected at least to the extent
of eliminating the election to have the trust pay the tax
there!)}’ making the dividends taxable to the share-
holders. 1 Whether the trust should also be taxed as an
entity, in so far as this is constitutionally permissible, is a
matter to be considered in a later part of the Report.

Although the inequity is particularly marked in the real
estate field, there is no reason why the distributions to
shareholders of business trusts outside the real estate field
should continue to be exempt. A Massachusetts manu-
facturing corporation also pays an income tax at the rate
of 6.765 per cent, and a corporate excess tax in addition
to a local real estate tax. Its dividends are taxed to its
shareholders at 6 per cent plus 23 per cent surtax. A
manufacturer who uses the trust device pays only at the
rate of 1W per cent plus 23 per cent surtax on his busi-
ness income, and the dividends are exempt to the Massa-
chusetts shareholders. Such a manufacturer pays a local
tax on his personal property which is exempt from tax in
the case of a manufacturing corporation. The tax ad-
vantages ordinarily will lie with the trust, except, per-
haps, in a business having a highly valued inventory and
a low return on sales. In times of economic recession the
tax advantage of the manufacturing trust will tend to
diminish, since the main part of the corporation tax is on
net income rather than a fixed tax on business personalty
to which the trust would be subject.

The use of the trust is beginning to grow in the non-
real-estate area. This growth should not be encouraged.

Also presently excluded from the Massachusetts tax
base are dividends paid in the stock of the issuing com-
pany. Although no clear lines of distinction exist, the
federal rule has made stock dividends taxable where the
taxpayer has a “different interest” as a result of the

1 Representative Vaitscs believes that taxation of business trusts sin
•resent rather than be changed as recommended by this report.
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dividend declaration. If the dividend does not change
the previously existing proportionate interest of the stock-
holders it is not taxable. The federal law has developed
only after a long trial and error process, although it is
still in process of crystallization.

The Commission believes that the best course for the
Commonwealth to pursue is not to tax all stock dividends,
as has been proposed in the past, but only those which
are taxable under federal law.

In one respect Massachusetts has wider powers in con-
nection with the taxation of dividends than the federal
government. Dividends out of profits accumulated before
the income tax law became effective are taxable. 1 Under
federal law dividends out of profits accumulated on or
before February 28, 1913, are not taxable.1 For the sake of
uniformity the federal rule should be followed. The
revenue loss caused by such a limitation would be in-
significant.

Annuities.

It is recommended that the federal law on the taxation
of annuities be followed. This will involve a major
change in the computation of the tax.

Suppose a taxpayer purchases in 1949 for $25,000 a
life annuity payable in annual installments of $2,500. In
1950 under federal law the taxpayer must include as in-
come 3 per cent of the cost of the annuity or $750. This
is considered to be the interest component of the annuity
payment. The balance of the annual payment is con-
sidered as a return of principal and is exempt from tax.
In each succeeding year the taxpayer continues to in-
clude 3 per cent of the cost of the annuity as income until
he has recovered the entire principal sura in the form of
exempt annual payments. Thereafter all amounts re-
ceived under the annuity contract are included in gross
income.

Under Massachusetts law the entire $2,500 annual
payment is taxed at 114 per cent plus 23 per cent surtax,
which makes a tax of $46.13. Under the Commissions

17 Mai■ Cc



1951.] HOUSE —No. 2279. 73

proposal only $750 would be included in gross income in
any given year, but the same rate would be applied to the
interest portion of an annuity payment as to interest and
dividends generally. At a flat 6 per cent rate the tax
would be $45. It is the opinion of those who have had
broad experience with the tax that the total yield from
annuities will not be materially affected by the change-
over.

The federal law is preferable on logical grounds, and is
more readily accepted as such by taxpayers. Its adoption
will bring uniformity in an area that is steadily increasing
in importance and complexity.

Gains From Sales or Exchanges.

The need for uniformity is nowhere more essential
than in the taxation of gains from sales or exchanges of
property. It is recommended that the federal law be
adopted, including the rules on basis, recognition of
gain or loss (including the distinction between short-
term and long-term transactions), and the carry-over
of capital losses, but only as to offset capital gains. In
short, it is contemplated that a taxpayer will report for
state tax purposes the amounts appearing in lines 1 and 2
of Schedule Dof Form 1040. To the sum of these amounts
will be applied the tax rate which is applicable to interest
and dividends. This means an increase over the present
3 per cent rate on gains, but this will be partially offset
by the fact that only 50 per cent of long-term gains (now
taxed in full) will be recognized. The effective rate on a
long-term gain would thus remain unchanged.

The base of the tax on gains should be extended to
cover gains realized from transactions involving real
estate and tangible personal property. These trans-
actions are taxable federally.

The Commission recommends that two important
deductions now allowed in computing taxable income be
discontinued. The first concerns the deduction for

Deductions
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federal taxes paid. Table 9 indicates the relative im-
portance of this deduction, particularly for the taxpayer
paying a state income tax in excess of $250. For such a
taxpayer the federal tax deduction is greater than the
$2,000 plus family deductions. As shown by Table 11 this
deduction in the aggregate reduced the tax base by $265
million on returns filed in 1949 by individuals alone.
This figure reaches almost $3OO million when partnerships
and fiduciaries are also included. The tax revenue lost
in 1949 because of the allowance of this deduction
amount to almost $5 million (including a 13 per cent
surtax).

The sharp increase in federal revenue taxes over the
last ten years has posed a real problem for the Common-
wealth. No reliable forecast can now be made of federal
income tax collections from Massachusetts during 1951,
but it is reasonable to expect that they will be con-
siderably higher than they have been in the years im-
mediately past. If the federal tax deduction is continued
the result will be a decrease in the tax base at a time
when the State has need for increased revenues. The
Commonwealth is helpless in this situation since the
amount of the federal deduction depends wholly upon
federal action.

Other States have refused to permit this deduction.
In fact, 13 of the 31 States which levy an income tax
do not allow it. Of the remaining 18 States several are
known to have its elimination under consideration.
Massachusetts does not now allow this deduction in the
income measure of the corporate excise tax. It should no
longer be permitted in the personal income tax. 1

In Tables 22 and 23 illustrations are provided which
indicate the effect of the federal deduction upon the
Massachusetts tax bill for two individuals. The first
illustration is that of a single person with no dependents.
The taxpayer in the second illustration has three de-
pendents a spouse and two children.

1 Senators Furbush and Fleming, and Representatives Mahan, Piemonte and \aitses do

not favor the eliminationof the deduction for federalincome taxes paid.
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Several points should be emphasized. The present
law permits a deduction for federal taxes paid to be taken
only against business income. Thus, the taxpayers in
case No. IV, who have income solely from interest and
dividends, are not affected by the elimination of the
deduction. Furthermore, not all of the federal tax paid
is deductible but only that portion of the federal tax
which was paid on income which Massachusetts would
classify as business income. Thus, the taxpayers in
case No. VI are presently allowed to deduct only four-
fifths of their federal taxes paid, since 20 per cent of their
income is assumed to be from interest and dividends.

Although in most cases the taxpayer’s state tax bill
will be increased by the elimination of this deduction,
his over-all tax liability, state and federal, will not be
correspondingly greater. State income taxes paid are
permitted as a non-business deduction under federal law.
How important this deduction is to the federal taxpayer
will depend on his income bracket and whether he uses
the optional standard deduction or itemizes his deductions
on his federal return.

For example, the single person in case No. 111, earning
$lO,OOO is shown as having an additional state tax of
$33.84. Since his federal tax reaches the 34 per cent
bracket, 34 per cent of the additional tax, or $11.51, will
be cut from his federal tax bill the following year, leaving
$22.33 as the effective over-all income tax increase. The
individual with three dependents who had $lOO,OOO
income would have a net increase in his tax bill of only
$162.25 through the elimination of the deduction for
federal taxes paid. He reaches the 69 per cent bracket
in his federal income tax payments, and thus the effective
tax increase would be 69 per cent less than the additional
state tax of $523.39. ’

The second proposed change relates to the deductions
for state income taxes paid. From the standpoint of
money involved, this deduction is not of great importance.
There seems, however, no good reason for continuing it.
No strong logic supports it, comparatively little money is
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involved, and it adds unnecessary complication to state
income tax returns. If this deduction had not been per-
mitted in 1949, the State would have received only about
$157,000' more in income taxes. If this deduction is to
be permitted, then it would seem only just to permit a
deduction for Massachusetts property taxes and for motor
vehicle excise taxes as wr ell. The Commission believes
that for improved equity and for better income tax ad-
ministration, the deduction for Massachusetts income
taxes paid should be eliminated.

It is recommended that the deductions for social se-
curity taxes and for labor union dues be continued in their
present form. The inclusion of these deductions would
not preclude the use of a short form for simpler income
tax returns. Also, the amount of the social security taxes
and the union dues can be checked readily by the tax
administrators if their accuracy is questioned.

Aside from social security taxes and union dues, no
other non-business deductions would be permitted for
Massachusetts income tax purposes. The non-business
deductions which may be taken under federal law, e.g.,
charitable contributions, medical expenses, etc., would not
be allowed. These deductions are not now permitted, and
the Commission feels that it would not be administratively
feasible to change the present system. Instead, it is
recommended that the basic exemption for single and
married taxpayers be set at $l,OOO and $2,500, respec-
tively. These amounts should be compared with $6OO
and $1,200 under federal lawr . The larger state basic
exemptions are intended to compensate for the deductions
permitted by the federal government but not by the State.

Exemptions and Family Deductions.
The Commission is of the opinion that the exemption

provisions of the present law are defective in the following
respects:

1. The exemption permitted against unearned income
is inadequate. No tax structure can be defended which
deprives a taxpayer of any exemption against unearned

> Table 11
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income when the taxpayer’s total income exceeds $l,OOO.
A further defect is that no provision is made for a taxpayer
receiving unearned income who has dependents to support.
It is recommended that a taxpayer be permitted to take
against unearned income the same exemptions and family
deductions permitted against earned income; provided,
however, that they must first be applied against earned
income. 1

2. The exemption permitted a single taxpayer with no
dependents is too high. Of the 31 States using a personal
income tax, 28 of them have set exemptions for single
taxpayers below $2,000. Nine States, including New
York, use a $l,OOO exemption for single taxpayers with
no dependents. Eight States use exemptions below $l,OOO
including North Dakota and Vermont which permit only
$5OO. These figures are not entirely comparable, how-
ever, since most of the other States permit the taxpayer
to take non-business deductions. The Commission recom-
mends that the exemption permitted a single taxpayer
with no dependents be reduced from $2,000 to $l,OOO. 2

An exemption of $l,OOO without provision for non-
business deductions would about equal the federal exemp-
tion of $6OO with provision for such deductions.

3. The present law discriminates against taxpayers
with large families in that only $250 is permitted as a de-
duction for each dependent. It is recommended that the
deduction for each dependent be increased to $5OO.
Some eight States permit a dependency exemption of $5OO
or more. The federal allowance is $6OO.

4. The present law is also discriminatory in that a
taxpayer can claim dependency allowances only for his
own children or his own parents who are entirely dependent
upon him for support. It is recommended that the federal
tests on eligibility for dependency allowances be adopted.
These tests are:

(a) The person to whom the support is furnished must
have less than $5OO in gross income.

1 Representatives Aspero and Mahan do not approve of the proposed exemptions which
are listed in items one and two on pages 76and 77.

2 Senators Furbush and Fleming, Representatives Aspero, Mahan, and Snow favor an
exemption of $1,500 for a single taxpayer.
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(b) Over half of his support must have been received
from the taxpayer.

(c) The dependent must be closely related to the tax-
payer in any of the specified degrees of relationship de-
tailed as follows:

(1) A son or daughter of the taxpayer, or descendant
of either.

(2) A stepson or stepdaughter.
(3) A brother, sister, stepbrother or stepsister.
(4) The father or mother of the taxpayer, or an ancestor

of either.
(5) A stepfather or stepmother.
(6) A son or daughter of a brother or sister.
(7) A brother or sister of the father or mother of the

taxpayer.
(8) A son-in-law, daughter-in-law, father-in-law,

mother-in-law, brother-in-law, or sister-in-law.
5. It is now possible for a husband or wife, each of

whom receives earned income of $2,000 or more, to have a
combined family income of $4,500 exempt from tax. It
is recommended that this situation be corrected by es-
tablishing a new classification “head of family.” Such
a taxpayer would be permitted an exemption of $2,500
covering the taxpayer and spouse. No deduction in such
case would be permitted the spouse, whether or not the
spouse had income.

The classification, “head of family,” would not be re-
stricted to married couples. For example, a widower with
one or more children would also be placed in this category.
The first child would qualify him as head of the family
with each additional child being permitted as a dependent.
An unmarried child who provided more than half the
support for his dependent parents would also qualify as
a “head of family.” One parent would establish the
“head of family” requirement and the other parent
would be considered a dependent. The “head of family”
provision would apply whenever an individual is a bona
fide “head of family” because he provides more than
half the support for one or more of his relatives who are
included in part (c) of the dependency test shown above.
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Tax Rates.
The present method of adding several surtaxes to the

“normal” tax rates is unnecessarily complicated and con-
fusing both to the taxpayers and the tax administrators.
This development resulted from the State’s need for addi-
tional revenue, but, because of restrictive allocation of
the normal tax, an increase in this rate would have re-
sulted in more earmarked taxes for distribution to cities
and towns and nothing additional for the State. Rather
than remedy the basic problem, the device of the surtax
was used to secure more revenue for state operations.

Surtaxes are neither desirable nor necessary. They
give the tax structure a temporary and expedient char-
acter which is not in keeping with the facts. Their pur-
pose in providing some additional state revenue out of the
individual income tax can be achieved through more
direct legislative measures which will not further compli-
cate the tax from the standpoint of the taxpayer. The
Commission recommends that surtaxes should be abol-
ished and that the normal rates for earned and unearned
income be used exclusively. Allowing for a moderate in-
crease in individual incomes during 1951, the present
normal rates of per cent and 6 per cent would, for
example, raise the same amount upon the new tax base
recommended in the foregoing proposals as was actually
raised under the present law in 1950.

The Commission takes no position regarding modified
rates, since the raising of revenue is not one of its func-
tions. It would be remiss in its duties, however, if it did
not provide the General Court with careful estimates of
revenues which particular rates might be expected to
provide. To this end Table 21 presents the estimated
tax yield (1948 income levels) under the Commission’s
proposed revision of the tax base, at present normal tax
rates and at selected modified rates.

Short Tax Form.
The Commission has considered the many advantages

of a short tax form, and favors its use for reporting per-
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sonal income. Individuals who receive their income from
salaries and wages should be permitted to file a short tax
form patterned somewhat after the federal withholding
slip.

By having this form printed on a card suitable for
mechanical tabulation and accounting, it would be rela-
tively easy for the tax department to compute, check
and record these payments. It is believed that at least
300,000 taxpayers would be eligible to use this type of
tax return. If this were done, it would be possible for
the State to make tremendous improvements in processing
these returns. The savings possible to the State in just
the handling, filing and storing of this type of return
would be significant.

The recommended short tax form could be used to the
greatest advantage in conjunction with a mechanical ac-
counting system. Lack of mechanical accounting should
not preclude use of the short form, however, since the
convenience of the taxpayer would be the same with or
without this refinement. This is mentioned because the
current defense program may delay the installation of
new accounting machines. The short form, however,
could be co-ordinated easily with a mechanical account-
ing system at a later time.

A proposed short income tax form is appended to this
report. The information requested of the taxpayer is
kept at a minimum consistent with the requirements of
sound administration of the tax. The back of the card
could be used for obtaining such additional information
as might be thought desirable. This space could also be
used for tax computations if the option to file the short
form should be extended to taxpayers who also receive
interest and dividends.

Filing Date

Since the determination of the tax due under the pro-
posed tax plan is based largely upon calculations required
for the federal income tax, it would not be feasible to re-
quire a filing date earlier than that for the federal return.
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Also, to have a state filing date the same as that for fed-
eral taxes would be unduly burdensome for many tax-
payers. The Commission, therefore, recommends April 15
as the filing date for Massachusetts personal income tax
returns, the date that is used by a majority of States
which collect a personal income tax.



HOUSE No. 2279, [Mar.82

£
»^s

H

>2e
CO

«s

o

1

Iw

I

0)

00
coto
»

® «to Kw i*d tjoo oa s

S 3g ?
f- *-i os

55 co o

3'

OS>o
CO
(*>

fcH
CO

o05

»■

<D

o

£ . . a
§

M If I . I I -a a II Ii.ls-s §.§ -s i-s s |ss :

■«&'43g -aIS 2; £ ’S-aj.-S Zjj J
e B'3-a -2® 532 „ g “Sg ~

r
°o £Isg'S h| a sgg © |||l s h

SviS 5 Imoi cESO«

JI4J

5cS ® d ,—.

£s§s Ill§l £

£

•£

ocs
CC

kO
1CO

iO

»o
SI

00co10
»

C-3s

%

t-co
oT
CO
60

r?
CO
o

I



1951.] HOUSE No. 2279 83



HOUSE No. 2279 Mar,84

o o
&-<

o

Ci

>

o'—>
o

*

>

£ £

o

zz z zZ

<1 o

fc£bfl

Z 02£ to

>

s:e

oQ•r



1951.] HOUSE No. 2279 85

• x

<1 £

H I
CQ X

X

W §

* s

#

co I j I I I j
QD i i • ! | : :

jjj | .

MINI .

...

i i i js£ 03 : ! i s !
® *2 j C-.‘
co g O3i:iO • . . sr—> , !

-2 i i i ii £ ! I I mpagr I I i ’ ‘1? Ig S I ; i . .Si
H * ™ i i i | X13 M it; • i | | t i ! .< 5 jOg-SliiS ! I i i i j H §> !
Mv°i:io>.'sj j i • ■ i o

« i7 7 ! i i - | i i i i i i ao -s i, i i i • r? i i i : : i o C-H CO •I » iiM - S I I | I I i
Xo:; ; k .
<! S i i M 5 “ H « ®

| Ii! ! R • .•2£ a 13
H .a i j | j t Og « q
5|M M ~ ' 1 M •■I ® S Ip | ii M X • I | .

■ !
x f i I j i oi~ooH X
s g i H oO a; i
OQ & I i ii H |, 'B°S'-2 .ip I It&!i I i s - I •* f/-’ 8 ■ S% § Ii O 'Oft ‘O .

• 03 r ■
>1 i : : . W 03 !

S'0 ! I |h $ • «£ £ iHH S3 i : ■ _ -rj . oj iS 1 I JJ t -3* ‘ § I
| i ! U|g aJ□□□ ‘ U I3j 1,2 2 g go ■ ■ s '■sjs Ma * S * ■■

| .
« s Ii ; [V] 10 O 'O g D li] io i i w os ■ ■rS x

c ; : o >,oq g «

§ I iO3 J 2 M P, .. >,rg •
° i •sg- 3 H Sfl-a Q

®® '.t h |I 1 S O H 02 .. .
•3 i h
i-M • r/) I—l hh O )__( r-* q-, r~) i

r1 ‘ W 0 OpHrrl o h

Q » “g Ipll fe fl

*< O §W « m “

oa x

£

X

X

X



HOUSE No. 2279. [Mar. 1951.86

t

t

STATEMENTS BY INDIVIDUAL MEMBERS
OF THE SPECIAL COMMISSION ON TAX-
ATION IN REGARD TO PARTICULAR
ASPECTS OF THE REPORT.

1. Representatives Aspero, Batal and Piemonte; “We
approve only on a temporary basis the portions of the re-
port which relate to a continuation of the proportional
rates levied against earned and unearned income. We
believe that a graduated personal income tax should be
developed and then substituted for the proportional rates
on different classes of income.”

2. Senator Furbush and Representative Piemonte:
“We are not in accord with the recommendation that the
amount paid as federal income tax should be discon-
tinued as a deduction from state income tax, on the
theory that it appears inequitable to place a tax on some-
thing which the taxpayer has not enjoyed.”

3. Representative Piemonte: “I reserve my approval
on the addition to the tax base of interest on mortgages
and net rents until such time adequate proof is available
to indicate these additions would not place Massachusetts
residents, who receive such income, at a disadvantage
when compared with non-residents who receive such
income from investments within the Commonwealth.’’

Respectfully submitted,

THEODORE J. VAITSES.
ROBERT T. CAPELESS.
H. EDWARD SNOW.
STEPHEN L. FRENCH.
GABRIEL F. PIEMONTE.
NORMAN MacDONALD.
WILLIAM D. FLEMING.
ARTHUR U. MAHAN.

RICHARD I. FURBUSH,
Chairman.

HOLLIS M. GOTT,
Vice-Chairman.

RALPH C. MAHAR.
JOSEPH A. ASPERO.
MICHAEL J. BATAL.
CARROLL F. HOLT.
JOHN E. ROGERSON.
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