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The Current and Leading Indices - January 2006
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Data Revisions Reveal Signs of Renewed Growth
But will it be sustainable?

The MassBenchmarks
Current Economic Index for
January was 157.9, up 1.8
percent from December (at
annual rates), and up 3.3
percent from January of last
year. The current index is
normalized to 100 in July
1987 and is calibrated to
grow at the same rate as
Massachusetts real gross
state product over the 1978–
2003 period.

The MassBenchmarks
Leading Economic Index for

January was 3.8 percent, and the three-month average for November through January was
3.1 percent. The leading index is a forecast of the growth in the current index over the next
six months, expressed at an annual rate. Thus, it indicates that the economy is expected to
grow at an annualized rate of 3.8 percent over the next six months (through July). Because
of monthly fluctuations in the data on which the index is based, the three-month average of
3.1 percent may be a more reliable indicator of near-term growth.

The bleak outlook of only two months ago appears to have improved dramatically, if recent
data releases are to be believed. Much of the new-found strength is a result of the annual
revisions in state payroll employment, a sharp fall in the unemployment rate, strong stock
market performance, and elevated withholding tax collections. The apparent strength with
which the Massachusetts economy ended last year is also apparent in a high level of state
merchandise exports in November and December, and in a recent resurgence in worldwide
demand for semiconductors, chip-making equipment, computers, and related information
processing equipment.

Fourth quarter growth in Massachusetts real gross state product is now estimated to have
been 4.0 percent at annual rates, versus 1.6 percent for U.S. real gross domestic product.
The leading index has improved substantially over the last couple of months, and is now
projecting that growth for the fist half of this year (through July) could exceed a 3.5
percent annual rate.

There is no guarantee that the strength of the fourth
quarter will carry forward for a sustained period of
time in the future. Technology markets soared in 2003
and early 2004, only to cool off between mid 2004
and mid 2005. This could happen again. Another
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threat is the effect of rising interest rates on the
housing market and consumer spending. So far, for
example, sales tax revenue growth has been weaker
than expected given recent gains in employment and
wages. While the improvement in the outlook is
certainly good news, there is reason for caution
arising out of some data patterns that may be
misleading. Much of the strength of the Leading Index
derives from a drop in the unemployment rate from
4.8% in December to 4.6% in January.

“The decline in the unemployment rate is not
necessarily a sign of economic strength, as it is the
result of official estimates that indicate a decline in
total employment and a shrinking labor force” noted
UMass Boston Professor and MassBenchmarks co-editor Alan Clayton-Matthews. “This
problem is offset in part due to continuing problems with the official seasonal adjustment
method which is making the employment situation appear worse than it otherwise seems to
be” Clayton-Matthews added. Another strong contributor to the positive outlook predicted
by the Leading Index has been the robust growth in state withholding taxes, which may be
a product of a very healthy bonus season rather than a more fundamental improvement in
the state economy.

The 10 indicators that comprise the leading index usually do not all move in tandem.
Typically, some may indicate an expectation of faster than average growth, while at the
same time others may indicate an expectation of slower than average growth. The following
table accounts for the contributions of each towards faster or slower growth than the long-
term trend of 3.7%. The index value is their sum.

In January, seven
indicators contributed to a
forecast of above-trend
growth: total
nonagricultural
employment, withholding
taxes, the unemployment
rate, consumer confidence
for New England, the
Bloomberg stock index for
Massachusetts, initial
unemployment claims,
and construction
employment. Three
indicators contributed to
below-trend growth: sales
taxes, the interest rate
spread between 10-year
and 3-month U.S.

Treasury securities, and motor vehicle sales taxes.

For the three-month period October through December, two indicators contributed to a
forecast of above-trend growth: withholding taxes and the Bloomberg stock index for
Massachusetts. Six indicators contributed to below-trend growth: total nonagricultural
employment, the unemployment rate, consumer confidence for New England, the interest
rate spread between 10-year and three-month U.S. Treasury securities, construction
employment, and motor vehicle sales taxes. Two indicators contributed to average-trend
growth: sales taxes and initial unemployment claims.
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For the three-month period November through January, the same combination of indicators
contributed to above-trend and below-trend growth as in January. Several recent months
of the indices are revised each release. These revisions are a result of the statistical method
used to create the index, as well as revisions in the underlying indicators.

Alan Clayton-Matthews 3/8/06

All of the indicators except interest rates and consumer confidence refer to Massachusetts.
The current index is composed of four indicators: nonagricultural employment, withholding
taxes, sales taxes, and the unemployment rate. The leading index includes these four
current indicators plus the other six (leading) indicators in the contributions table. All of the
indicators are as of December except the interest rate spread and the Bloomberg stock
index, which are through February 28.

For a description of the methodology used to construct these indices, see: Alan Clayton-
Matthews and James H. Stock, “An application of the Stock/Watson index methodology to
the Massachusetts economy”, Journal of Economic and Social Measurement, vol. 25
(1998/1999), pp. 183-233.
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