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Executive Summary

The Maryland economy, which has outperformed the national economy by most
measures for the last seven or eight years, has been sluggish over the past several months. 
Following the 2001 recession, the economy never returned to the strong growth achieved in the
late 1990s, with employment growing by just 1.2% and 1.4% in 2004 and 2005.  Growth is
expected to have been steady in 2006 at 1.4%, but that is likely to be the peak for the next
several years.  The national economy is expected to slow in 2007, dragged down by
manufacturing and the housing market.  While Maryland manufacturing is expected to perform
better over the near term than it has in the recent past, fallout from the housing downturn will
have a large impact on the State.  Along with the national economic currents, this is expected to
result in decelerating employment growth in 2007, followed by a modest rebound in 2008 as the
effects of the housing downturn dissipate.  Personal income is expected to grow 6.7% in 2006,
boosted by very strong wage and salary growth in the first quarter, but it will slow rather sharply
to 5.8% growth in 2007.

The risk of a national recession has grown in recent months, but most economists put
that risk at only about one in three.  In the event of a recession, however, the chances that
Maryland could escape unscathed are slim.  Aside from the risk of a national recession and the
possibility that the troubles of the housing market will be greater than currently anticipated, a
slowdown in federal spending is another major Maryland-specific risk.  While that seems likely
to occur sooner or later, it may take several years to unfold, and could well be offset by the one
major upside risk for the State's economy, the impact of BRAC changes in the latter part of this
decade.  The most likely path for Maryland's economy is a period of slow growth through 2007,
similar to the period in the mid-1990s.

Maryland revenues have performed better than would have been predicted by economic
statistics over the past several years.  Ongoing general fund revenue growth of 11.3% and
8.6% in fiscal years 2005 and 2006 was better than that of the late 1990s, when employment
growth was over 2.5% for four consecutive years.  A major cause of the overperformance–the
housing market–supported growth in the individual income tax, the estate tax, and clerks of
court revenues.  Rising real estate values boosted the sales tax through the wealth effect and
cash-out refinancing spent on taxable goods and home improvement, and the insurance
premium tax may also have benefitted from rising home values.  Growth in capital gains was
69.0% in 2004 and is estimated to have been 28.4% in 2005; capital gains growth is also
expected in 2006, helped in part by strong merger and acquisition activity and a stock market
that has grown more than 75% in the last four years (more than 15% in the last five months
alone).  But due to the slowdown in sales, the housing market will start detracting from capital
gains growth.  Capital gains are therefore expected to increase approximately 5% in 2006 and
for the next several years.

General fund revenue growth is expected to slow precipitously in fiscal year 2007, from
the 8.6% of 2006 to 3.9%, reflecting in part slower economic growth affecting most of the major
revenue sources and very weak year-to-date performance from the corporate income tax. 
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Revenues will reach $12.874 billion in 2007, and are forecast to grow to $13.453 billion in 2008,
growth of 4.5%.

Individual income tax revenues are expected to follow the broader economic trends with
one notable exception.  Income tax withholding will grow an estimated 5.2% in fiscal year 2007,
with a weak start to the fiscal year coupled with a slowdown in the overall economy.  Estimated
income tax payments, however, closely related to capital gains and small business activity
among other things, are forecast to grow 14.7%.  Net collections, and baseline growth, will
increase 5.9%, reaching $10.850 billion.  General fund revenues, however, will grow by 6.7%
with an adjustment to the amount distributed to the local income tax reserve fund necessitated
by a consistent $50 million overdistribution to that fund over the past three years.  Baseline
growth, excluding that factor, is about 6.1%.  In 2008, growth will increase to 6.8% as
withholding growth is forecast to accelerate by nearly a full percentage point.

Corporate income tax performance has been very weak relative to reported economic
statistics thus far in fiscal year 2007.  Gross receipts are down 3.5%, with estimated payments
in calendar year 2006 up only 0.8%; estimated payments declined 16.5% for the third calendar
quarter.  This contrasts noticeably with reported national corporate profit growth of 30.9% in the
third quarter, and growth of 22.6% for the first three quarters of the year.  In addition to weaker
gross receipts, refunds have grown sharply.  As a result, general fund corporate income tax
revenues are now expected to decline by 8.0% in fiscal year 2007 to $573.5 million, before
growing 3.0% in 2008.

Sales tax receipts have also been weak at the start of fiscal year 2007, increasing just
2.8% in the first four months of the year.  In part, this is due to the tax-free period for clothing in
August, as well as an increase in the amount retailers retain as compensation for collecting the
tax.  Baseline growth is actually about 3.7%–still historically weak.  The impact of an uncertain
and slowing economy on consumer spending, which comprises about two-thirds of sales tax
revenues, results in expected growth of 3.4% to $2.3 billion in revenues from consumers.  The
slowdown in the housing market along with an expected falloff in home renovations will result in
a slight decline in construction-related revenues.  As these revenues total about 17% of the
sales tax, and the extent to which the housing market and construction activity will fall during
the fiscal year is uncertain, this revenue source represents one of the larger risks in the overall
forecast.  In all, sales tax revenue growth of 3.0% is forecast for fiscal year 2007 (baseline
growth of about 3.7%) as revenues reach $3.457 billion.  The stronger economy in 2008 will
result in an estimated $3.623 billion of sales tax, growth of 4.8%.

Growth in lottery sales will slow, partly as a result of a lack of large jackpots for Mega
Millions.  General fund revenues are expected to decline slightly in fiscal year 2007 as a result
of higher than statistically expected prize payouts, but the forecast includes statistically
expected payouts in 2008.  Revenues from the clerks of court, stemming largely from
recordation-related activity, are projected to decline by 22.8% in fiscal year 2007.
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The U.S. Economy

The U.S. economy has weakened measurably in recent months, pulled down by the
sagging housing market and the travails of American automobile manufacturers.  The key
question at this point is whether the weak housing market will tip the economy into recession. 
At this point, on balance, several factors appear likely to carry the economy through with
sustained growth, albeit below potential.  The risk of recession, however, is higher than it has
been for several years.

The Current Situation

By many measures, the economy is performing well.  Despite consistently high energy
prices, real gross domestic product (GDP) has grown by 3.2% annually over the past three
years, almost as strong as the 3.7% from 1991 to 2000 (including several years of growth well
in excess of potential in the late 1990s).  For the same periods, corporate profit growth has
been more than twice as strong, 14.5% compared to 6.8%, housing starts have grown by 6.6%
compared to 5.1%, and the unemployment rate has been 5.5%, slightly better than the 5.6% of
the 1990s.  The unemployment rate is now at its lowest level in five years, and the Dow Jones
Industrial Average reached an all-time high (although the S&P 500 and, even more so, the
NASDAQ lag behind).

But the economy has
weakened over the course of
2006.  Job growth has slowed
in 2006, averaging fewer than
150,000 per month, compared
to 170,000 the two years prior. 
Third quarter growth in real
gross domestic product was
only 2.2%, the third weakest
performance since the start of
2003.  Consumer spending
grew 3.1%, just slightly below
the average rate of growth
over the past four years. 
Other than a modest
contribution from government
spending, consumers provided
the only impetus for economic
growth in the third quarter.

Figure 1     Source:  Federal Financial Institutions Examination Council



2

The weakening of the housing market is currently the largest drag on the economy. 
Existing home sales have fallen from a peak of over 7.2 million (annualized) in June of 2005 to
6.2 million in October.  Inventories have risen, but prices, though falling in some markets and
flattening in most others, remain high.  As a result, investment in residential construction fell by
17.4% in the third quarter, the fourth consecutive quarter of decline, and over one full
percentage point of GDP growth was lost.  Nonresidential investment, on the other hand,
actually grew by 8.6%, driven by strong expansion in investment in structures.  All told, private
investment fell 2.0% in the third quarter, shaving 0.34 percentage points of growth off of real
GDP.

The falling housing market may have a greater impact on the economy than putting
construction workers, mortgage bankers and real estate agents out of work–it could have a
substantial impact on consumer spending.  In 2001, $1.1 trillion was pulled out of homeowners'
equity through mortgage refinancing, more than 50% of the amount withdrawn in the prior six
years (see Figure 1).  From 2002 to 2005, an additional $6.8 trillion was pulled out.  The $7.9
trillion of homeowner's equity withdrawn over these five years is greater than total personal
consumption expenditures in 2003, providing substantial support to consumers' spending over
that time and for at least a short time into the future.

The Outlook

The risk of recession has risen over the past several months.  Although there are some
notable bearish voices, the consensus appears to be that the chances of the economy falling
into recession in 2007 are, optimistically, one in five, or pessimistically, one in three.  A risk to
be sure, but continued expansion still seems the most likely path.

The arguments for a recession in the near future include a telling indicator and
arguments that recent growth may not be as strong as currently estimated.  The yield curve is
currently inverted.  Without exception, every time the yield curve has inverted in the past five
decades, a recession followed shortly thereafter.  There is one important distinction between
this inversion and previous ones, however.  At the same time short term rates have been driven
up by the 17 consecutive rate increases of the Federal Reserve, long term rates have been
driven down by massive and increasing foreign investments.  Foreign holdings of U.S. Treasury
securities have doubled since the last time the yield curve inverted, in 2000, to almost $2.2
trillion.  This factor, coupled with the fact that correlation is not causation, leads many to believe
the yield curve has lost its utility as a predictor, at least at this particular point in this particular
economic cycle.

Some economists also argue that third quarter real GDP growth was overstated. The
reported growth of 1.6% included 0.72 percentage points of growth from motor vehicle output;
automobile production was reported to have increased at an annualized rate of 26% in the third
quarter.  This puzzling surge in growth appears to be a result of adjustments for inflation, and
does not square with the Federal Reserve Board’s report of industrial production for the third
quarter, which showed a decline of 12.2% in auto production.  The boost from inflation will likely
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be reversed in the fourth quarter, at a time when the major U.S. manufacturers are cutting back
on production; the net impact could be a drag of around one percentage point for fourth-quarter
growth.  Other factors pointed to by pessimists include the fact that a large amount of corporate
profit growth from S&P 500 companies is from energy and financial firms and likely will not
continue; same-store sales at Wal-Mart rose only 0.5% in October, the lowest growth since the
start of the last recession; and that the trough of the housing market may be much lower than
the consensus currently estimates.

 Several factors are expected to counteract the downturns in housing and
manufacturing.  The trade deficit has been narrowing due to a steady decline in the dollar and
strong global economic growth.  Trade added about 0.25 percentage points of growth in the
first half of the year, a trend which may continue, particularly if China allows additional
appreciation of the yuan.  Inflation has likely peaked, and there is a growing expectation of one
or more interest rate cuts by the Federal Reserve in 2007.  Over the past four quarters,
nonresidential construction has grown at its fastest pace of the decade.  Growth will be
sustained by continued rebuilding in the Gulf and increasing capacity utilization rates.  Lower
energy prices have put more dollars in consumers’ pockets to spend; the drop in gasoline
prices alone increases disposable income by about $84 billion, nearly one percent of the total. 
Consumer spending will slow in 2007, but is likely to stay near 3% growth.

Historically low interest rates, relatively moderate energy prices, a declining dollar and a
strong world economy are expected to keep the U.S. economy afloat over the next year,
although the risks are substantial and weighted very heavily to the downside.  Direct and
indirect effects of the slowdown in housing will most likely determine whether the economy does
continue to grow or slips into recession, although energy price shocks remain a large risk.  The
national economy appears to be headed toward a soft landing in 2007, with growth below
potential. 



Table 1

Forecast of the U.S. Economy
Primary Indicators

2002 2003 2004 2005 2006 2007 2008 

Real Gross Domestic Product ($ billions)
10,049 10,301 10,704 11,049 11,408 11,678 12,040

1.6% 2.5% 3.9% 3.2% 3.2% 2.4% 3.1%

Federal Funds Rate (%) 1.7 1.1 1.4 3.2 5.0 4.8 4.5

10-Year Treasury Bond Yield (%) 4.6 4.0 4.3 4.3 4.8 4.6 4.9

Consumer Price Index (%) from prior year) 1.6 2.3 2.7 3.4 3.2 2.1 1.9

Housing Starts (thousands of units)
1,710 1,854 1,950 2,073 1,828 1,594 1,669

6.8% 8.4% 5.2% 6.3% -11.8% -12.8% 4.7%

Light Vehicle Sales (thousands of units)
16,816 16,643 16,866 16,948 16,490 16,316 16,545

-1.7% -1.0% 1.3% 0.5% -2.7% -1.1% 1.4%

Corporate Profits Before Tax ($ in billions)
886.3 993.1 1,182.6 1,330.7 1,571.8 1,633.4 1,712.9

15.5% 12.1% 19.1% 12.5% 18.1% 3.9% 4.9%

Total Non-Agricultural Employment

(thousands)

130,342 129,993 131,424 133,459 135,343 136,788 138,572

-1.1% -0.3% 1.1% 1.5% 1.4% 1.1% 1.3%

Unemployment Rate (%) 5.8 6.0 5.5 5.1 4.7 4.7 4.5

Total Personal Income ($ in billions)
8,882 9,164 9,731 10,239 10,974 11,569 12,186

1.8% 3.2% 6.2% 5.2% 7.2% 5.4% 5.3%

Sources: Global Insight, November 2006 forecast

Bureau of Revenue Estimates
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The Maryland Economy

Maryland’s economy has slowed in 2006.  Employment growth was 1.4% in 2005, below
national growth for the first time in six years, but growth has fallen to under 1.4% through ten
months of 2006, and the gap between national growth has widened.  Unemployment is currently at
4.0%, having risen half a point from its low earlier in the year, but is still at historically low levels
and still more than half a point below the national average, although this gap has narrowed. 
Slowdowns in the construction, leisure and health services, and professional and business
services industries have offset the accelerating education and health services and information
industries.  While the State’s economy is expected to continue to expand, it, like the national
economy, is expected to slow through 2007.

The housing market in Maryland outperformed that nationwide over the past five years. 
Since 2000, when the median price of existing homes was nearly the same in Maryland and the
nation, home prices in Maryland more than doubled, while national home prices have only risen by
two-thirds.  This has caused a surge in housing-related employment.  Maryland’s construction,
building supplies, finance, and
real estate industries have all
benefitted over the past five
years, growing roughly 39.8% as
a group while the rest of the
private sector grew by only
3.0%.  These sectors generated
over 18,000 new jobs in the
State since 2000, almost one-
quarter of the total, despite
representing only 3.1% of
private sector employment in
2005.

But the housing market
has turned, and the drivers of
economic growth over the past
five years are now likely to
become drags.  The impact of
the housing market on
construction employment is one
of the key factors facing the
State’s economy at this point. 
Whether nonresidential construction can compensate and how far residential construction falls will
play a large role in determining whether economic growth in the State in 2007 is stagnant or
negative, or is relatively strong for this point in the business cycle.

Aside from the housing sector, the State’s economy faces other risks.  Energy prices have
fallen dramatically over the past few months, but they could spike at any time, particularly with
continued instability in the Middle East.  The very high cost of energy over the past year did not
put a noticeable brake on Marylanders’ spending, but much of that spending has been financed by
debt.  Another bout of high gasoline or natural gas prices may not be so easily absorbed.  If the

Figure 2     Source: Department of Labor, Licensing and Regulation



6

national economy falls into recession, due to housing or any other reason, Maryland will not
escape unscathed.

Lastly, there is a risk that the Base Realignment and Closure Commission
recommendations will not result in as great an impact on Maryland’s economy as initially hoped. 
Over the past year, with more detailed analysis of the impact of the BRAC recommendations, a
consensus has developed that many of the jobs moved into the State, particularly from New
Jersey, will not bring the incumbents with them but instead will be filled by naturally occurring
population growth.  And many of the jobs brought over from Virginia may be filled by the
incumbents, but at least for the short term, many will commute into the State or telecommute. 
State and local agencies are continuing study of the impact.  Despite these issues, the BRAC
process will be a substantial positive for the State’s economy over the latter half of this decade.

Maryland’s economy is expected to continue growing, although at a slower rate than in
2005.  Housing-related industries including construction, finance and real estate will join with a
declining manufacturing sector and stagnant trade industry to offset healthy expansion in the
services, especially education and health services.  Federal government procurement, only about
half of which is defense-related, and other federal spending will continue to provide a solid base
for the State, as will the State’s wealth and increasing number of high-skill jobs.  Employment
growth is expected to reach 1.4% in 2006 before slowing to 1.3% in 2007.  A modest acceleration
to 1.5% in 2008 is forecast.  Wage and salary growth will reach 7.6% in 2006 before slowing to
5.8% in 2007 and 2008.  The following provides a detailed discussion of the outlook for Maryland’s
economy over the next two years.

Construction

The construction industry has outpaced all others the past two years, growing an average
4.4% in 2004 and 2005 (the next strongest, professional and business services, lagged behind by
a full percentage point and a half).  This surge was caused by a number of factors including
record-low mortgage rates–the composite rate was below 6.0% from January 2003 to October
2005–and soaring housing prices, both of which spurred residential construction.  But the rapid
deterioration in the housing market has already caused a deceleration in the industry–growth was
only 1.7% through the first three quarters of 2006.  The slowdown is expected to continue, with the
industry increasing only 1.5% in 2007, largely as a result of a falloff in residential construction,
before a rebound to about 2.3% in 2008, driven in part by BRAC preparations.

At this point, any number of anecdotes and statistics support the fact that the housing
market in Maryland is slumping.  According to the Maryland Association of Realtors, the active
inventory of homes for sale increased from 9,000 to 26,000 over the course of 2005, almost
exactly reversing the five-year decline.  In the first nine months of 2006, the active inventory has
nearly doubled from that level.  Median home prices statewide have not yet declined, but growth
has decelerated tremendously, from over 21% in 2005 to just 3.5% in the third quarter of this year. 
And the number of sales has fallen 25% or more in each of the past four months.  Downward
pressure on the market has been exacerbated by speculative investors who are pricing their
properties to sell.
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One recent study listed not Baltimore (sixth place) and not the Washington metropolitan
area (seventh place) as the most overpriced markets in the nation, but Hagerstown, with prices
more than 34% over equilibrium prices.  Permits for single-family homes fell 20% in the second
quarter, the first fall since the second quarter of 2000.  NVR, one of the largest home builders in
the nation, reported the cancellation rate in the Washington area was 39% and in Baltimore, 24%. 
Both of those are more than double the rates of a year prior.

The investor/speculator-fueled condominium market had perhaps been more bubbly than
that for single family homes, particularly in the D.C. region, where prices have declined for three
consecutive months, dropping 6.1% in August.  In Ocean City, the number of condos on the
market has increased from fewer than 900 in July 2005 to almost 1,700 in August 2006.  A buyer’s
market is in full swing–one financial advisor has suggested offering 20% less than the asking price
for an Ocean City condo.  Across the Delmarva peninsula, the waterfront condo market in
Crisfield, which was booming a year ago, has cooled considerably.

The slowdown, reflected in a number of project cancellations and conversions to
apartments, hasn’t stopped all projects.  Despite the Ocean City glut, condos are for sale at the
196-unit Gateway Grand, with
prices from $1 million to over $2
million, and occupancy available
in August 2008.  Half of the 192
$1 million to $5 million units in the
waterfront Federal Hill Ritz-Carlton
project will be ready for occupancy
in September 2007, with the rest
in early 2008.  Over two-thirds of
the units have been bought. 
Around the Inner Harbor,
residents will be moving into the
312-unit 414 Water Street in early
2007; 85% of those units have
been sold.  And in Bethesda,
construction on a $200 million
project with 173 units is expected
to start construction in mid-2007,
with completion about two years
later.  The developers are “very
cognizant of the market
conditions,” but are aiming for
downsizing baby boomers.

Two mixed-use developments are underway in Prince George’s County.  The New
Carrollton Hotel is undergoing a $75 million renovation.  The reborn Sheraton Four Points Hotel
will include 75,000 square feet of retail and office space, into which the developer, American
Hospitality Management, will relocate its offices next spring.  Nearby, 100 townhouse condos will
be completed by late 2008.  A $750 million project in Greenbelt is moving toward approval.  The
developer plans to demolish 2,900 apartments and build 5,800 residential units, one-third of which
will be condos, and a modest amount of retail space.  Assuming a relatively smooth approval
process, construction will start by early 2008; build-out will take ten years.

Figure 3     Source: Maryland Association of Realtors
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Broadly speaking, nonresidential construction activity remains healthy, although is likely to
slow from the heady pace of the last two years.  In the Baltimore region, 628,000 square feet of
space were delivered in the first half of 2006, but 97% was in one building.  Just under one million
square feet of space are currently under construction, a 25% drop from the prior year.  Vacancy
rates are 16.9%; with limited construction and continued expansion at the Port of Baltimore, the
industrial market seems balanced at this point.  Completed construction in Baltimore’s office
market expanded by 77% to almost 1.1 million square feet, but the space under construction
declined by about 8% to 2.3 million square feet.  The vacancy rate is 15.2%, a slight increase over
the past three months.  Some of the larger projects coming online are substantially pre-leased; the
510,000 square foot Canton Crossing Tower has already let 45% of the space, and over two-thirds
of the 190,000 square feet at 600 Exeter Street have been pre-leased.  Over two million square
feet of office space was absorbed in the Baltimore region in both 2004 and 2005; typically that
level of activity cannot be sustained. 

In suburban Maryland, the industrial market has been hit by several factors.  The flex
market experienced negative absorption of 116,000 square feet, mostly due to move-outs, while
the warehouse market experienced negative absorption of almost 480,000 square feet due to
Giant Foods’ sale of its 750,000 square foot distribution center.  Vacancy rates increased the first
half of the year, but the increase is essentially attributable to the one building involved in the Giant
sale.  The suburban office market is in better shape than the Baltimore market.  The vacancy rate,
having declined for 12 consecutive quarters, stands at  11.5%.  Almost 300,000 square feet of
speculative space were delivered in the first half of the year; 1.1 million square feet in 11 buildings
were under construction in the first quarter, with all but one of the buildings speculative.  At mid-
year, a total of 1.7 million square feet were under construction.  Although the regional economy is
expected to remain strong, demand will have to pick up considerably or the vacancy rates will rise.

The Food and Drug Administration is in the midst of consolidating its headquarters in White
Oak over an eight-year period.  Fourteen buildings (2.3 million square feet) are planned including
laboratory and office space; three have been completed, the most recent with many “green”
features.  Ultimately, the campus will house over 7,700 employees when completed in 2011,
pending Congressional appropriations.  A few miles away in Bethesda, Lockheed Martin will build
a 230,000 square foot hotel and training center for the 4,500 employees it trains in 130 classes
each year.  The project will start in early 2007 and be completed by the end of 2008.

BRAC-related construction will provide a boost to the industry.  A 2 million square-foot
research and development center is planned for Aberdeen Proving Grounds, and an $80 million,
half-million square-foot office park is underway in Belcamp, with many future tenants expected as
a result of BRAC.  Ft. Meade and Howard and Anne Arundel counties have signed an agreement
to construct a large bus maintenance facility near Ft. Meade in preparation for expansions to mass
transit necessitated by BRAC.  Plans are being developed for 5.5 million square feet of office
space in Odenton to support Ft. Meade.  While this activity will support construction employment,
much of it will not get underway until 2008.
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