The Current State and Outlook for the Massachusetts Economy and Implications for Tax Revenues

FY 2008 Consensus Revenue Estimate Hearing
January 16, 2007

Alan Clayton-Matthews

McCormack Graduate School of Policy Studies, UMass Boston


Summary

The Massachusetts economy is growing, but the rate of growth is slowing.  The main drag on the state and national economies is the housing market.  [image: image1.emf]Growth in Real Product, Massachusetts Current Economic 

Index vs. U.S. GDP
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Benchmarks

The effects in Massachusetts are being seen in weak consumer spending and employment growth, particularly in retail and construction.  The hot worldwide market for information technology products also has cooled off somewhat, at least temporarily, especially for computers and semiconductor equipment.
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Tax revenues mirror the economy, and the same can be said for them.  They have been growing, but the rate of growth has been slowing in recent months.  Given the projected slowdown in state personal income growth of 5.4% in FY 2006 to 4.9% in FY 2007 and 4.3% in FY 2008
, we can expect to see a corresponding slowdown in baseline personal income taxes, which comprise nearly 60% of total Department of Revenue tax collections.

The Massachusetts Economy

State payroll job growth has been slow, only 0.7 percent over the last twelve months (November 2005 to November 2006).  The last several months have been particularly weak, with payroll jobs declining in two of the last four months.  The job count in November was lower than in July.  Since the employment trough in December of 2003, only 56,200 of the 205,800 jobs lost during the recession have been regained, an annual average rate of growth of merely 0.6 percent.
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The slowdown in the economy is also apparent in estimates of recent and projected gross state domestic product (GSP) growth from the Massachusetts Benchmarks project of the University of Massachusetts.  GSP is estimated to have grown at a 3.6 percent annual rate in the second quarter of calendar year 2006, 3.0 percent in the third quarter, and is on track to slow to 2.5 percent the fourth quarter.  GSP is expected to grow at an annual rate of 2.9 percent between November and May.
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Despite slow job growth, and an unemployment rate that has not fallen over the past year, the labor market is improving for Massachusetts workers, with falling long term unemployment and a rising labor force participation rate.  Technology, science, and knowledge-based sectors have exhibited strong growth, with jobs in these sectors expanding at over twice the rate of the overall economy.

The underlying strength of the state’s technology and science-based economy is evident in measures of business activity such as merchandize exports, stock markets (e.g., the Bloomberg stock index for Massachusetts), and sales of information technology products in national and worldwide markets.  The aforementioned cooling off of demand in information products is occurring in semiconductor equipment and computers. Semiconductor equipment is subject to short cycles reflecting the timing of adoption of new technologies.  The pause in growth of computer sales and orders may reflect – at least in part – buyers waiting for the launch of Microsoft’s new operating system.
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Population flows are improving, although net migration into Massachusetts is still negative (by 19,000 in the year ending in July 2006, according to Census Bureau estimates).  Massachusetts still retains its advantage of being the state with the most educated population.  Furthermore, recent estimates suggest that the state’s brain drain of the last recession may have turned around once again into a brain gain.

The current slowdown is largely a result of the weak housing market, yet falling prices will benefit Massachusetts in the long run as they do much to repair the state’s cost of living disadvantage.
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The outlook is for economic growth to continue to be slow throughout FY 2008 and beyond.  The New England Economic Partnership forecast for Massachusetts projects payroll job growth to expand at an annual average rate of 0.9 percent through 2010, and gross state product to grow at an annual rate of 2.7 percent.  This is much slower growth than the expansions of the 1980’s or 1990’s.  In the 1990’s expansion, payroll employment grew at an annual rate of 2.2 percent in Massachusetts; in the 1980’s expansion, it grew at an annual rate of 4.8 percent.  

Bonuses
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A bonus season consists of the fourth and first quarters, e.g., the '05 season is 

the fourth quarter of 2004 and the first quarter of 2005.

Based on withholding taxes through December, bonuses this year appear to be about 5 percent higher than last year.  This would make this a good, but not a spectacular, bonus season.  If the rest of the season (essentially January and February) follows the same course, bonuses this year will total approximately $10.2 billion this year versus $9.7 billion last year.  At a 5.3 percent withholding tax rate, $10.2 billion in bonus income translates into about $540 million in tax revenues, or roughly $25 million more than last year.

The Enduring Revenue Gap

[image: image8.emf]Total DOR Taxes, Seasonally Adjusted and Smoothed, vs. 
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Revenues have been growing steadily for several years, but there remains a wide gap between revenues and the level of state goods and services needed to maintain the quality of services that prevailed before the last budget crisis.  During the latter half of the 1990’s, the state’s budget had attained a balance between growth in revenues and in the provision of a desirable level and quality of state goods and services.  Both grew at about 6 percent per year during this time.  In mid 2001 (the beginning of FY 2002) state revenues plummeted, but the needs for state goods and services did not, creating a gap.  This gap persists today and is a big problem, because, with slower economic growth than in the 1990’s, tax revenues are not rising fast enough to close the gap.  

It may be that slower economic growth also means slower growth in demand for state goods and services, but expenses for critical needs like health and infrastructure are not tied directly to employment and income, so the Commonwealth cannot count on growth in public needs to automatically adjust to growth in revenues.  For the budget gap to disappear by the end of this fiscal year, demand growth for state goods and services would have had to have been cut in half since the middle of 2001, to 3 percent per year.  This seems highly implausible.  The gap is real, and large.









































































� State personal income growth is based on U.S. Bureau of Economic Analysis estimates of actual growth though the third quarter of (calendar year) 2006, and the New England Economic Partnership’s projected growth rates thereafter.


� The American Community Survey recorded a net migration inflow of 4,900 persons into Massachusetts between April 2004 and April 2005 who were either college students or who had a Bachelor’s or higher degree.
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