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Fiscal Year 2025 Budget: A Closer Look

Income Surtax Fiscal Impact and Spending

On January 24™, the Healey administration filed its budget proposal for Fiscal Year (FY) 2025. The $58.13
billion spending plan includes $1.3 billion in proposed spending supported by income surtax revenues, an
increase of $300 million over the $1 billion surtax spending cap established for the FY 2024 General
Appropriations Act (GAA).

As constitutionally required, income surtax revenues are dedicated towards education and transportation
investments. In FY 2025, Governor Healey proposes devoting $750 million (58 percent) towards education
and $550 million (42 percent) towards transportation; and her spending plan includes several notable new
investments.

Summary of Surtax Investments in the Governors Budget

[ | FY2024Budget | FY 2025- Governor | % of Total Surtax

Education $524 $750 58%
Early Education $71 $311 24%
K-12 Education $224 $210 16%
Higher Education $229 $229 18%
Transportation $477 $550 42%
MBTA $206 $45 3%
MassDOT $75 $306 24%
RTAs $90 $75 6%
Local/Pilot Program $106 $124 10%
Total Investments $1,000 $1,300 100%

8 in millions

There are two clear themes in Governor Healey’s surtax spending approach for FY 2025: maintaining major
new programs created in recent years and beginning to develop an approach to use surtax resources to
support long-term capital needs in both education and transportation.

To provide a more in-depth analysis of the Governor’s use of surtax resources and to place those resources
in the context of the larger fiscal picture, this brief will provide background on how surtax spending is
determined and distributed, describe notable funding proposals in Governor Healey’s budget, and compare
surtax use in FY 2025 to the FY 2024 budget. The brief will conclude with key surtax-related questions that
the House and Senate will need to address as they develop their own budget proposals.

Refresher on the Surtax and the Budget



FY 2025 is the second year in which the budget put on the Governor’s desk will include spending supported
by surtax revenue collections. During the FY 2024 budget development process, policymakers established
a process for how surtax collections would be estimated, collected, and spent. The approach that was
ultimately signed into law in the final FY 2024 budget is as follows:

1.

Each annual budget will cap the amount of surtax-supported spending.

The initial cap was set at $1 billion in FY 2024. In FY 2025 and FY 2026 the cap will be set through
the Consensus Revenue process. After FY 2026, the cap will be increased by the 10-year rate of
income growth subject to the surtax. MTF recommended the establishment of a cap on surtax
supported spending to guard against overestimating collections in any given year, to build a reserve
to mitigate impacts of volatility in collections, and to ensure the sustainability of surtax supported
spending in the budget. The cap is purposefully set below the level of collections anticipated in any
year to accomplish these three goals.

Revenues collected above the spending cap will be divided between two reserves.

The FY 2024 budget created the Education & Transportation Innovation & Capital Fund and the
Education & Transportation Reserve Fund. The Reserve fund is intended to act as a mini-Rainy
Day Fund for surtax investments, while the Innovation & Capital Fund is intended to support future
capital or one-time investments. Funds are distributed between the two funds as follows:

Distribution of Surtax Collections Over Spending Cap

Share of Overage Share of Remaining
(Pre Cap)

0,
Reserve 15% 33% of annual 0%
spending cap

Innovation & Capital 85% No cap 100%

For example, if surtax collections total $1.77 billion in FY 2025, equal to the Department of
Revenue’s lower bound estimate, $470 million would be distributed between the two funds, with
the reserve fund receiving $71.6 million and the Innovation & Capital Fund receiving $405.5
million. In FY 2025, the balance of the Reserve Fund is capped at $429 million (33 percent of $1.3
billion).

Surtax collections will be estimated by DOR and certified by the Comptroller.

DOR is required to provide quarterly estimates of surtax collections in the prior period to the
Comptroller, who will then distribute estimated surtax collections among the three surtax funds.
DOR must certify preliminary total collections for the prior fiscal year by December 15", The
annual Statutory Basis Financial Report, compiled by the Comptroller, will certify actual surtax
spending for the prior fiscal year and identify expenditures as either education or transportation.

Surtax in the FY 2025 Budget

As part of the consensus revenue agreement, Administration, House, and Senate budget writers have

established an FY 2025 surtax spending cap of $1.3 billion; an increase of $300 million over the $1 billion



cap used in FY 2024. That cap is $477 million less than the Department of Revenue’s lower bound estimate
for actual surtax collections in FY 2025.

Governor Healey devotes $750 million in surtax spending (58 percent) to education uses and $550 million
(42 percent) to transportation. This approach is a departure from the near even split of funds between the
two policy areas proposed in each iteration of the FY 2024 budget.

Education v. Transportation in FY 2024 & FY 2025 Budget Proposals

FY 2025 Gov. 58% 42%
FY 2024 GAA 52% 48%
FY 2024 Senate 50% 50%
FY 2024 House 50% 50%
FY 2024 Gov. 51% 49%

Governor Healey’s budget does not assume deposits into either the Reserve or Capital & Innovation trust
funds in FY 2025, or in preceding years. It is likely that the Administration is waiting on better information
on actual collections to estimate any deposits, but determining how much is likely to go into these funds
between FY 2023 and FY 2025 will be important for budget makers to know as they move forward in their
process. During the Consensus Revenue process, DOR provided both an upper and lower bound estimate
of surtax collections in FY 2025. Using these estimates we can project potential deposits into the other
surtax funds:

Surtax Distribution Using DOR Estimates

DOR Projection $1,777 $2,127
Spending Cap $1,300 $1,300
Reserve Deposit $72 $124
Innovation & Capital Deposit $405 $703

$ in millions
Governor Healey’s Education Surtax Proposals

Governor Healey divides $750 million in education surtax investments between early education ($311
million), K-12 ($210 million) and higher education ($229 million). While K-12 and higher education
receive the same or similar surtax funding levels as in the FY 2024 GAA, the use of surtax dollars for early
education is increased by more than four times, growing from $71 million to more than $300 million.

As noted above, the Administration’s focus is on maintaining major programs created during the pandemic
while the largest new initiative relates to higher education capital funding.

Maintaining Recent Initiatives ($344 million)



Universal Schools Meals ($170 million) — The largest use of surtax resources for education is to
continue the state’s Universal School Meals program. During the pandemic, the federal government
funded near-universal school meals, and the state maintained the program in FY 2023. Last year,
the budget established a permanent Universal School Meals program and supported the full year
cost of the program using a combination of surtax and General Fund resources. In FY 2025, the
Governor maintains the program using exclusively surtax dollars.

Childcare Stabilization Grants ($150 million) — The Governor covers about 1/3 of the cost of
continuing Childcare Stabilization Grants with surtax resources. First implemented using federal
Covid recovery funds, FY 2025 is the second year in which the program will be fully supported
with state dollars. The critical role of these stabilization grants and their place in the FY 2025 budget
will be covered in an upcoming MTF Closer Look at Early Education and Childcare.
MassReconnect ($24 million) — The Governor provides $24 million to continue the state’s
MassReconnect program, which offers free community college to residents ages 25 and older
without a prior degree. In FY 2024, more than 4,500 students participated in the program and the
$4 million increase in the Governor’s budget will meet anticipated program demand in the coming
year.

New Initiatives (3251 million)

Dedicated Higher Education Capital Funding ($125 million) — Perhaps the most notable
education surtax proposal in Governor Healey’s budget is the annual dedication of $125 million in
surtax funds to support ongoing education-related capital spending. In the FY 2025 budget, those
resources are earmarked for higher education capital needs and a working group is established to
study and make recommendations on how the dedicated funds could be leveraged to provide up to
$2.5 billion in higher education capital support.

Childcare Financial Assistance Expansion ($75 million) — The Administration is proposing to
increase the initial income eligibility threshold for child care financial assistance from 50 percent
of the state median income to 85 percent of the state median income. The $75 million in surtax
funds set aside for this expansion will serve approximately 4,000 additional children, though it will
not eliminate the existing waitlist for assistance, nor will the new funds be targeted specifically for
newly eligible children.

Universal Pre-K in Gateway Cities ($21 million) — The Governor’s budget expands the state’s
Commonwealth Preschool Partnership Initiative with the intent of providing preschool for all
eligible children in Gateway Cities.

Literacy Launch ($30 million) — The Governor’s major K-12 education initiative is a new reading
program called Literacy Launch. The initiative, which will be phased in over five years, will
provide grants to districts offering evidence-based literacy instruction that meets program standards
for children up to grade 3.

Combined, the continuation of recently created programs and the Governor’s new education surtax

initiatives comprise $595 million or 79 percent of total education spending. The remaining education surtax

dollars are used for public higher education financial assistance ($80 million), early education provider

rates ($65 million), and smaller K-12 programs ($10 million).

Governor Healey’s Transportation Surtax Proposals



Governor Healey recommends $550 million in surtax spending for transportation, a $74.5 million increase
over the FY 2024 GAA. This means that transportation receives just under one quarter of all new surtax
spending in the Governor’s budget. Under the Governor’s proposal, transportation’s share of total surtax
spending falls from 48 percent to 42 percent.

The most notable transportation proposal in the Governor’s budget is the permanent dedication of $250
million in surtax funds to the Commonwealth Transportation Fund (CTF). These funds would not be subject
to appropriation and would be directly deposited into the CTF. The purpose of directing money outside of
the annual budget process is to provide additional guaranteed resources to the CTF, thereby increasing its
borrowing capacity to fund the transportation capital program. While the dedicated funds will increase
capital spending, only a small share (estimated at $63 million) of the amount will be needed for debt service
payments, freeing up the remainder for other transportation uses. The Administration proposes using the
remainder of the $250 million CTF transfer as follows:

e $127 million to increase the operating subsidy to the MBTA,;
e 560 million for the RMV and other MassDOT operational costs.

After accounting for the CTF transfer, the Governor divides the remaining $300 million in surtax
transportation investments among just four areas, compared to 11 in education. Transportation investments
include:

e Supplemental Local Transportation Aid ($124 million) — As in last year’s budget, Governor
Healey proposes providing $100 million in additional transportation funding to cities and towns,
which would supplement each communities Chapter 90 transportation aid allotment. In addition,
the Governor earmarks $24 million specifically for rural communities.

e Regional Transit Authorities ($75 million) — Governor Healey proposes $75 million in surtax
resources for RTAs (in addition to a $94 million operating transfer). RTAs received $90 million in
surtax funds in the FY 2024 GAA. The Governor earmarks $15 million of the surtax amount for
RTA fare equity programs.

e Transportation Operations and Safety ($56 million) — The Healey administration uses $56
million in surtax revenues for a variety of operations and safety uses. The item identifies six
different eligible uses for these funds which include improving roadway safety technology,
supporting water transportation, providing municipal technical assistance, and maximizing access
to federal funds.

e MBTA Reduced Fares ($45 million) — This item, building on $5 million used to study the
development of a low-income fare program in the FY 2024 GAA, will provide reduced fares to
low-income riders aged 24-64. Existing programs provide reduced or free fares to students, disabled
residents, and the elderly.

Comparing to FY 2024

Governor Healey’s budget differs significantly from the FY 2024 budget in its use of surtax dollars, with
more than $900 million of her proposed spending not included in FY 2024. About one third of that
difference is due to the $300 million increase in the surtax cap, but the remainder is possible because her
budget repurposes $615.5 million in education and transportation surtax spending items included in the FY
2024 budget. This repurposing was largely made possible by the fact that more than half of the $1 billion



in surtax spending in FY 2024 was on one-time uses or new programs supported with more than one year
of funding.

Governor Healey's Surtax Plan Compared to FY 2024

Resources Available

New resources $300.0
Repurposed spending $615.5
CTF dedication $250.0
Higher education dedication $125.0
Increase share of C3 & Meals $251.0
Increased funding for FY 2024 initiatives =~ $123.5
Other new initiatives $166.0

As shown in the table above, the largest strategic shift in Governor Healey’s proposal is the dedication of
$375 million from surtax to higher education and the CTF. In addition, she uses about $375 million to either
expand surtax initiatives from last year or fund all or part of the ongoing costs of major programs created
during the pandemic. The remainder of the spending (12.7 percent) goes to new initiatives.

The Administration’s decision to not continue funding a number of surtax programs from last year must be
considered with two important factors in mind:

e Many FY 2024 investments do not require FY 2025 funding.
Several of the new initiatives launched in FY 2024 still have significant resources available or can
be sunset or suspended after one year without an impact on planned spending. For example:
o Of the $18 million appropriated for free nursing programs at community colleges, more
than $14 million remains unexpended as of mid-February
o The FY 2024 budget appropriated $150 million for two separate K-12 capital programs.
Both items provided one-time grants to schools to either improve MSBA reimbursement
rates or install or maintain clean energy infrastructure in the schools. While either program
could continue, the FY 2024 grants are self-contained and do not have an FY 2025 cost.
e Several FY 2024 programs could be funded through other means in the Healey
administration’s budget.
The FY 2024 budget included two MBTA surtax items with $200.8 million for MBTA capital
projects and operating budget support. Governor Healey’s budget eliminates both of these items,
but provides MBTA resources in other ways. The $250 million dedication to the CTF will provide
$127 million for the MBTA operating budget and support about $250 million in new transportation
capital spending in the next year.

While there are clear differences in programmatic priorities between the Healey administration’s spending
plan and the FY 2024 budget, the biggest difference is one of strategy. For the first time, this budget
proposes setting aside surtax resources for specific uses on an ongoing basis. The benefits of such a strategy
are clear: they provide funding certainty and allow for long-term planning and implementation. The
potential downside is also clear: decisions made today will reduce spending flexibility in the future.



Key Takeaways for the House and Senate

Surtax use and strategy will be a major aspect of the House and Senate budget development processes, and
Governor Healey’s budget provides budget writers with much food for thought. Both on a programmatic
level and in terms of overall approach, the administration differs from FY 2024 and raises several important
questions:

Will the Administration’s proposal to dedicate funds to transportation and higher education
capital needs gain traction?

The biggest strategic surtax initiative in the Governor's budget is to permanently dedicate a set
amount of funds to transportation and higher education. Doing so will allow for better long-term
planning and can maximize the ability of surtax resources to increase capital spending. However,
it is also vital that dedicated amounts are chosen carefully and that there is transparency in terms
of how future resources will be used. The dedication to the CTF makes sense. While lawmakers may
want to increase reporting requirements or place guardrails on how those funds will be used
operationally going forward, the Administration's proposal is a smart way to increase operating
and capital spending. It also makes sense to study the value of dedicating some surtax resources to
growing higher education capital needs. However, a permanent dedication of funds for that
purpose should await the results of that analysis.

Will the House and Senate adopt the focus on maintaining recent program expansions?

In Governor Healey s budget, the surtax is critical for continuing three major programs. Childcare
stabilization grants, universal school meals, and MassReconnect each represent perhaps the
biggest policy initiatives in early childcare, K-12, and higher education since before the pandemic.
While there will be a great deal of pressure on the House and Senate to use surtax resources to
launch new initiatives, continuing these existing programs should be the top priority.

How will the House and Senate split surtax funds between education and transportation?

In FY 2024, the House and Senate budgets followed MTF's recommendation to evenly split surtax
spending between transportation and education. The final budget shifted the split slightly, upping
the education share to 52 percent. In Governor Healey's budget we see a further shift towards
education receiving nearly 60 percent of resources. This shift is problematic. While an identical
allotment may not be possible each year, it is important that both areas eligible for surtax spending
receive the same attention. The importance of this is further underlined by the fact that major
shortfalls in both operating and capital transportation budgets are projected as soon as FY 2026.
The House and Senate should return to the event split approach of their FY 2024 budgets.



