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® Motivation

o Local governments rely on state aid
as a major revenue source.

o But aid formula design is still an
under-explored, contentious subject.

o Massachusetts cities and towns are
In urgent need of a new municipal
ald formula.

I
— e OERAL RESERVE
e BAMNK OF BOSTON"



® Contribution

o Objective: design a new equalization aid
formula based on local fiscal gaps

o Contribution:

Use a consistent framework to examine
existing aid and new aid

Suggest applicable principles for setting
policy variables

Simulate aid distributions over multiple
years
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® Basic gap-based aid formula

A =max(M,rx(G; —G*))
> AN, =TA

Where A= Community I's aid, G;= Community I's
gap, N;= Community I’'s population

o Policy variables:
Minimum per capita aid (M)
Baseline per capita gap (G*)
Total new aid pool (TA)

o r: an indicator of equalization
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Figure 1. Aid Distribution through the Basic Formula
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The slope of this line reflects r, the
fraction of the relative gap that aid fills.

M (minimum aid)

7~
7
e

e
z

" :
G* (baseline gap) per capita cost-capacity gap ($)



per capita aid ($)

Figure 3. The Impact of Changing Minimum Aid on Aid Distribution
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Figure 4. The Impact of Changing the Baseline Gap on Aid Distribution
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Figure 2. The Impact of Changing the Total New Aid Pool on Aid Distribution
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General principles for setting
policy variables

o M: set as a constant percentage of
statewide per capita new aid pool.

o G*: consider what share of
communities should be eligible for
more than minimum aid.

o TA: achieve a balance between
stability and responsiveness to
changes in local needs.



Treatment of existing aid
while holding harmless

Combined aid, CA=A+E;, if community i
receives equalizing (non-minimum) aid:

o 1st approach: ignore existing aid in new aid
calculations

o 2" approach: treat existing aid as addition to
local capacity
2
CA® =1, x(G, —E, —G*)+E, =1, x(G, -G*)+(1-r,)xE,
o 3" approach: existing and new aid together fill
the gap
3 *
CA° =1, x(G, —-G*)
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o Effect of different approaches

o 1st and 2"d approaches: favor
communities with more existing aid
compared with communities with less
or no existing aid and the same gap.

o 3"d approach: weights new and existing
aid equally in filling communities’ gaps
and achieves more equalization.



Examples of comparing the three approaches

Town 1 Town 2 Town 3
Population 10,000 10,000 10,000
Gap 1,000,000 1,000,000 1,000,000
Existing aid 140,000 50,000 10,000
1st approach:
New aid 133,333 133,333 133,333
Combined aid 273,333 183,333 143,333
Combined aid as % of gap 27.3% 18.3% 14.3%
2nd approach:
New aid 122,857 135,714 141,429
Combined aid 262,857 185,714 151,429
Combined aid as % of gap 26.3% 18.6% 15.1%
3rd approach
New aid 100,000 130,000 170,000
Combined aid 240,000 180,000 180,000
Combined aid as % of gap 24.0% 18.0% 18.0%

* Policy variables:

TA= $400000; M= $10; G* = $0
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Figure 9. Distribution of per capita combined aid over five years (third approach)
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® Other design issues

o Less than 100 percent hold harmless

o Possible trade-off between long term
and short term
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O Conclusion

o We develop a gap-based equalization aid
formula

o and lay out general principles for setting
policy variables.

o We introduce a new “fairer” approach to
treating existing aid, appropriate when
purposes are the same.

o Simulations show the formula has a
positive multi-year effect.

o This formula design is potentially
applicable to education aid and to other
states.
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