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Thank you for inviting me once again to share my views regarding the Massachusetts economy.  My focus will be on recent trends and the factors that appear important as we look toward the future.  I do not have a revenue forecast.

My key points are as follows:

· The Massachusetts economy is definitely recovering from the downturn that started in 2001.
· This positive momentum is likely to continue through CY 2005, based not only on what we see in Massachusetts, but also our expectations for the national economy.
· In planning your revenue assumptions for  FY2006, you should be cautious not to  overestimate how fast the Massachusetts economy is likely to grow.  You should factor in risks associated with strains in household budgets  and the ever-shifting world of high tech. 
Recent trends

The Massachusetts economy is growing.  Page 1 shows an overall measure of economic activity constructed at the Federal Reserve Bank of Philadelphia.  In the absence of up-to-date readings on state GDP, we rely on estimates of economic activity that are statistically-weighted averages of key economic indicators.  Alan Clayton-Matthews’  Massachusetts index probably is more accurate than that provided by the Philadelphia Fed because it encompasses income tax withholding and sales tax revenues.  Nevertheless, the Philadelphia Fed economic activity index is worth looking at because it is a pretty good gauge of our state’s economy, and—perhaps more importantly—it can be compared to similar indexes for the all the other states in the nation.  The gray band in the chart depicts the range of economic activity for most of the other states, indexed to their recent peaks around 2001 (40 states in all). Massachusetts suffered a sharper economic downturn than most other states.  Our state’s economy started picking up in early 2003 and gathered steam in 2004—enough to visibly reduce the gap relative to the rest of the nation.
Turning to page 2, the U.S. economy has been generating jobs month-by-month since the summer of 2003.  In all, 2.2 million net new jobs have been created nationally.  Massachusetts job growth has lagged the national turnaround.  However, since the spring, DUA monthly employment reports have been more positive than negative, and have indicating that about 23,000 net new jobs have been created in the Commonwealth.  (Page 3 has related statistics.)
State tax revenues depend not just on how many jobs are created, but on how much they pay.  As you can see on page 4, in the first two years of the jobs downturn, the Massachusetts industries whose average pay is in the top ten percent laid off about 16 percent of their collective workforce, about three times the layoff rate for the state as a whole. This concentration of layoffs in high-paying industries had a very negative impact on state revenues.

Judging from new UI claims, the number of Massachusetts layoffs has stabilized in recent months, at a level comparable to what we saw in the mid-1990s (page 5).  We do not have UI reports on an industry-by-industry basis, but we can glean some information from the mix of employment gains.  Most of our highest-paying industries are no longer shedding jobs, and industries such as scientific R&D and computer and electronic manufacturing have been adding jobs at a good clip.  But, on the whole, the employment recovery at the high end of the industry pay scale seems to be less pronounced than the general employment recovery in the state.  Suburban office markets may be another good gauge for high-tech industries.  As shown on page 6, suburban vacancy rates have started to come down—implying that companies are now hiring.   Nevertheless, suburban office markets have a long way to go before they reach “normal” levels.

[Skip over page 7 – wage and salary growth is reflected on a more up-to-date basis in employer withholdings, discussed by Alan Clayton-Matthews.] 
Outlook

Let me now turn to some measures that tend to be more forward-looking.   On the whole these indicators are pretty positive, but they suggest that we should be a bit cautious in our projections of state economic growth in 2005.
Massachusetts consumer confidence is recovering—although the October reading was off a little from September’s (page 8).  The Bloomberg stock price index for Massachusetts seems to be picking up a bit after a flattish year in 2004 (page 9).

The Federal Reserve “Beige Book” report on the economy issued on December 1 also has forward-looking information.  I have included the Boston report (pages 10-12), which summarizes our discussions with companies that are headquartered in New England.  Some of these companies primarily serve local markets, while others—particularly those outside of retail—rely on business throughout the U.S. and, in some cases, throughout the globe.
If I had to sum up company projections for 2005 in a couple words, I would say “cautiously optimistic.”  Most retailers we contacted anticipate that their sales will improve slowly in early 2005, but some expect no change.  Retailers express some uncertainty and caution about high fuel, energy, and other input prices, as well as the price sensitivity they observe on the part of consumers.
Manufacturers expressed similar sentiments.  Most of our contacts are at least moderately encouraged by their company’s prospects in 2005.  However, some indicated concerns about possible further increases in energy prices, or about competitive pressures that push them in the direction of either reducing selling prices or spending more on advertising.  Massachusetts companies that manufacture semiconductors and related equipment noted that a down cycle has started in that industry—although they believe this was brought on by overly optimistic sales forecasts for consumer electronics, rather than being indicative of overall economic conditions.

Our contacts in temporary help expect their revenue growth to settle in at a “moderate but healthy” rate in 2005.  They cite continuing increases in permanent and temporary-to-permanent placements as an encouraging sign about the economy.
Our respondents in software and information technology services tended to be cautiously optimistic on the whole, but this assessment varies by market segment. Some firms have increasing order backlogs, while others in mature segments of software are quite cautious.

Finally, the national forecasts used by the Federal Reserve System call for continued GDP growth in 2005.  This bodes well for Massachusetts companies that export their goods and services to non-Massachusetts markets.  To me, the most obvious risks lie in the consumer sector.  U.S. consumers have been stretched thin, saving very little out of their current incomes.  The key to continued economic expansion is the willingness to companies to hire—if employment growth is strong enough, consumer spending can continue to sustain itself without the special stimulus of federal tax cuts and abnormally low interest rates.  The risk most widely cited in the media has been the fall in the dollar versus the euro.  But if anything, this depreciation should assist the U.S. economic expansion in 2005, since it provides a boost to our export sector
In summary, the overall assessment for the Massachusetts and national economies is fairly positive for CY 2005.  But there is some room for disagreement concerning the speed of growth, and on how quickly the economy will return to satisfactory conditions in labor markets and good rates of capacity utilization.
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