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Foreword, by Stephen Bubb



Editorial, by Julia Unwin



Replacing the State? by Paul Ormerod

Over the past century and more the size and scope of the state has grown dramatically.
However, there appears to be little, if any, relationship between the size of state activity
and the achievement of broad social democratic aims such as low unemployment. This
paper examines how an enhanced and expanded third sector might compete with the
state in the provision of services. Would the existing public sector providers be driven
out, leaving the field left open to purely voluntary or private participation?

1. The growth of the state

A distinguishing feature of the social and economic history of the twentieth century is the
enormous rise in the role of the state throughout the Western world. Gradually, many of
the functions previously within the domain of the third or private sectors have been
embraced within the public sector. In the UK, for example, the most avowedly socialist
government in our history was that of Clement Attlee from 1945 to 1951. Yet the share
of the public sector in the economy as a whole under Attlee was less than it was during
the government of Mrs Thatcher, renowned for her robust approach to the privatisation
of state activities.

The usual way in which the share of the public sector in GDP is presented is by taking
the total spending of the public sector and dividing it by GDP. The current figure in the
UK is just over 40 per cent.

However, public sector spending includes a large amount of “transfer payments”, in
which taxes raised from some individuals are given out as benefits to others. In the
calculation of GDP, these are all subsumed into the income of the personal sector. In
other words, although the 40 per cent figure tells us about the overall tax burden, it does
not provide an accurate measurement of the public sector’s size.

To illustrate the point, we can imagine an economy in which the state performs no
functions at all. There is no defence, no state education, no state spending on
infrastructure, or anything else. However, the rate of tax is 100 per cent on all income,
which is deducted automatically at source, and then credited back in exactly the same
amount as a benefit. In this economy, by definition the total spending of the public
sector is equivalent to the entire economy. The total value of benefits paid out by the
state is 100 per cent of GDP. But, in contrast, no one is employed by the public sector,
which provides no services to the population.

This hypothetical case shows quite clearly that the usual way of looking at the share of
the public sector in the economy, by taking total public spending and dividing it by GDP,
can give a quite misleading picture of the role of the state. Although it does convey
valuable information about the size of the tax burden in the economy, it does not
necessarily give us an informative picture of public sector activity.

A more accurate picture of public sector claims on resources is given by its current
expenditure in as a percentage of GDP. As a simplification, this tells us how many
people are employed in the sector relative to employment as a whole, and how much
they are paid, again relative to overall pay. The various creative accounting activities of



recent years have somewhat confused the issue. But this percentage is still a good
indicator of the scale of state activity in the provision of services.

Here is the picture over a long period of time.

Public sector claims on national resources, per cent of GDP
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Figure 1 Source: C.H.Feinstein National Income, Expenditure and Output in the

UK, Cambridge University Press, 1972 for data 1870-1965, and Economic Trends
Annual Supplement, HMSO, for 1966-2001.

The huge increases in the wars are obvious in the chart. Millions of people either
volunteered for or were conscripted into the armed forces, for example, which increased
the claims of the state on the economy very sharply.

The most striking general feature of the chart is the steady rise in the importance of the
public sector in the economy as a whole over the 1870-2001 period. In the late 19™
century, public sector claims on resources averaged just over 5 per cent of GDP. In the
late 20™ century, this figure has been around 20 per cent.

We can translate these rather abstract percentages into cash terms. At present, 1 per
cent of the UK GDP amounts to some £10 billion. So each year, in the late 20" century
the state is making a claim on national resources which is around £150 billion more than
it would have been if the late 19" century claim as a percentage of GDP had continued
to hold.

A considerable proportion of the increase appears to be warranted in the following
sense. A distinguishing feature of societies is that as they get richer, the demand for
services such as health and education grows more quickly than the economy as a
whole. My grandfather, for example, born at the end of the 19" century, went to school



for half the day at the age of 12 and to work for the other half. The following year he had
left school completely. His experience was entirely typical of his generation. Now, even
the least qualified young person is in education until 16, most are in the system until 18,
and an increasing proportion do not leave until they are 21.

In other words, there has been a massive increase in the amount of education which is
provided. There is no immutable law requiring this expansion to be provided by the
state. But whether it had taken place under public or private sector auspices, a large
rise in the proportion of GDP spent on education would have happened regardless.

Without in any way wishing to provide an exhaustive list of similar examples, it is worth
considering briefly the question of the elderly. The cost of old age is becoming more
marked. Old people live longer and they cost more to keep. This is well known.

There are, however, two implications of this which are conceptually quite distinct. First,
the cost of pension provision has risen sharply. However, this is financed by transfers of
income — from taxpayers to pensioners, for example — which affects the total amount of
public spending and hence the size of the tax burden, but does not alter the claims on
resources. Second, there is the increased technical ability to provide health care for the
old plus additional bureaucratic costs involved in administering these provisions. These
latter costs are an additional claim on resources, and as such feature in our chart in
Figure 1.

We can put the data in Figure 1 under the microscope and look in more detail at the

post-war years. This is both instructive in itself, and gives rise to examples of additional
public sector claims on resources which are not so obviously justified.

Public sector claims on national resources, per cent of GDP
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Figure 2 illustrates the point that for almost the whole of the Conservative period 1979-
97, the state was making a bigger claim on resources than it did under Attlee (1945-
1951).

The chart shows that there was a sharp rise in the size of the state in the late 1960s to
mid-1970s, which has proved to be very hard to reverse. At the very far right hand side
of the chart, the renewed increase in the size of the public sector under New Labour is
beginning to show, a rise which will be even more distinct once data for 2002 and 2003
are available.

The increase over the past thirty-odd years coincides with the rise in a new, or at least
vastly expanded, set of middle class professions. So, for example, we have a greatly
expanded Health and Safety Executive, long after the major killing jobs - mines, ships,
heavy industry- have all but disappeared. Similar arguments apply to Social Services

2. The state and wider social objectives

Peter Mandelson is the chairman of Policy Network, a left of centre grouping which
brings together prominent centre-left leaders from all over the world. In a recent article,
he cast doubt upon the concept that a larger state sector is a necessary condition for the
achievement of wider social objectives:

‘The issue at stake is not bigger or smaller government. Nations are viable with very
different shares of public spending and GDP. It is the capacity of the state to act as an
agent of greater prosperity and social justice that is key, and that requires continuous
and far-reaching reform.” (Guardian newspaper, 7 July 2003)

His insight has possibly even more empirical backing that he imagined. We can take the
data in Figure 1, and examine the relationship between the size of the public sector in
the UK over a long period of time, and the rate of unemployment.

Of course, the government may rely upon short-term changes in policy instruments such
as interest rates or tax cuts to try to modulate fluctuations in unemployment. But there is
a large literature which shows that such efforts are in general rather futile. It is not the
purpose of this paper to go into detail on this topic, but there are two rather fundamental
defects with conventional short-term intervention to try to control unemployment. First,
the ability to predict the future course of the economy, even in the short-term, is very
seriously limited'. Second, the various models of the economy which purport to quantify
the impact of policy changes disagree wildly about the effect of any such measures?. So
governments lack the ability to make consistently accurate predictions about where the
economy might be in the absence of policy change, and have a highly imperfect

! see, for example, C.Mellis and R.Whittaker, (1998), 'The Treasury forecasting record: some new
results', National Institute Economic Review, 164, pp.65-79 and P.Ormerod and C.Mounfield, (2000),
'Random Matrix Theory and the Failure of Macro-economic Forecasting', Physica A, 280, 497-504

2 see, for example, J.Bray, S.Hall, A.Kuleshov, J.Nixon and P.Westaway (1995), 'The Interfaces
between Policy Makers, Markets and Modellers', Economic Journal, vol.105, pp.989-
1000



understanding of the impact of short-term changes in policy variables such as interest
rates or tax cuts.

We might, however, expect to find a relationship over the longer term between the size
of the public sector in the economy and the rate of unemployment. A larger public sector
might cushion the economy more effectively from the various shocks to which it is
subjected from time to time, and help preserve the level of employment in difficult times.

Figure 3 plots this relationship, and shows the rate of unemployment and the claims of
the public sector as a percentage of GDP over the 1870-2001 period.

Unemployment rate and public sector claims on the economy
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Figure 3 Source: as Figure 1

Each point in the chart corresponds to a particular year. Reading onto the left hand axis
from any point, we can see the rate of unemployment in that year, and reading down to
the bottom axis we see public sector current expenditure as a percentage of GDP in the
same year.

The striking feature of Figure 3 is the way the data organises itself into three more or
less separate clusters. The left hand collection of points relates to years when public
spending was low, at around 10 per cent of GDP. With the exception of 1915-18, all
these points are from the period 1870-1938. The second cluster relates to all the years
from 1946 onwards, and the final small group at the far right of the chart are for the world
war years.

Comparing the periods before and after the Second World War, we see that public
spending has been much higher in the latter than the former, at approximately 20 per



cent of GDP instead of approximately 10 per cent. But this doubling of public
expenditure in its share of GDP appears to have very little connection with the average
rate of unemployment over these two periods. Table 1 gives the relevant numbers.

Table 1 Unemployment rate and current public spending as a percent of GDP
Period Public spending Unemployment

average, per cent average minimum  maximum
1870-1938
(Excl WW1) 7.9 4.9 0.4 14.0
1946 onwards 19.0 4.5 1.4 11.1

Source: calculated from Feinstein and ETAS

So the more precise calculation shows that comparing the two periods, the relative
importance of the public sector more than doubled. Yet to all intents and purposes, the
average rate of unemployment was the same in both periods, 4.5 per cent after World
War 2 compared to 4.9 before. The fluctuations were slightly large before the Second
World War, with unemployment ranging from 0.4 to 14 per cent, compared to 1.4 to 11.1
per cent after.

In other words, British economic history presents us with two distinct examples of policy
regime as far as the size of the state is concerned. In one, it is fairly high, and in the
other, very much lower. Yet the two are very similar in terms of their experience of
unemployment. The data show very clearly that the size of the public sector per se over
a period of time has no connection with the rate of unemployment.

3. Specific social aims and the potential impact of the third sector

The growth of the public sector does not appear to have removed general social and
economic problems. Of course, a great deal of such expenditure has specific as well as
general aims. For example, we provide an education service through the state, in the
hope of educating the population. The health service aims to cope with a wide range of
issues connected with the physical and mental well-being of the population.

Opinions differ widely about the extent to which the state has succeeded in meeting its
specific social aims. What might happen if services that are already provided by the
public sector were opened up to competition on a much larger scale than has previously
been attempted?



A smaller state sector as such need not necessarily compromise the achievement of
broader social and economic goals, as we have seen. But there is an understandable
reluctance amongst many people to entrust the provision of services such as health and
education purely to the impersonal workings of the market and the profit motive.

The example of NGOs in places like Afghanistan and Iraq is instructive. The UK
government already uses not-for-profit organisations such as Christian Aid, Oxfam and
Save the Children on a substantial scale. They seem to be trusted more than
governmental organisations because they work with, not at, their service users, and
because they cannot afford the kind of numbing bureaucracy which often pervades
government programmes, no matter how well motivated.

It is also useful to remind ourselves that before the Second World War, a considerable
amount of services that are now dominated by the state were then provided by the not-
for-profit sector. The overall level of provision was much lower than it is now in terms of
monetary expenditure, even after allowing for the effect of inflation.

But, to a large part, this is because Britain is now a much richer society than it was even
60 or 70 years ago. Since the late 1930s, average living standards have increased by
almost five times, and by nearly three times since the early 1950s. So we can afford
much more lavish provision of all kinds of goods and services, be they health and
education or cars and foreign holidays. The fact that health care, say, was not as good in
the 1930s as it is now is primarily due to our ability to spend so much more on health in
real terms in the 21% century. The difference in the level of provision over such a long
time scale does not in itself tell us anything about the desirability of any particular form of
organisation structure.

The specific details of how a very much larger third sector might function are not the
immediate concern of this paper, although it would surely have to operate on the
principle of allowing consumers very much more choice than they have at present. We
might think of foundation hospitals as an important step in this direction. The
government can set a framework and guard against gross failure or corruption, but let
local communities and NGOs undertake delivery.

It might seem that an insuperable problem in trying to think about what might happen in
such circumstances is the fact that we have no empirical evidence on which to base a
judgment. We have never seen the opening up of state services to competition from the
not-for-profit sector on a large scale.

The way around this difficulty is a standard one in the social sciences. We can set up a
theoretical model, based upon plausible rules of behaviour, which gives a framework for
improving our understanding of the issues.

4. Public and not-for-profit sector competition: the model

How models function

We can usefully think of a model as a map. In a geographical context, the most
accurate map of an area replicates reality in every single detail. But such a map would
be wholly impractical to use. Instead, mapmakers make dramatic simplifications. The
key to whether a map is a good one or not is whether the simplifications are chosen well.



A one page map of the principal roads of Britain would be of little use to someone trying
to locate a particular street in, say, Manchester, but would be helpful for someone
looking for a route between, for example, Southampton and Newcastle.

In the same way, a large amount of simplification is needed in order to construct a
successful model. Ideally, it is one which contains sufficient of the important relevant
detail to improve our understanding of the world, yet at the same time is not so
complicated as to become too hard to understand completely.

Another helpful way of considering models such as this is to see them as a game. Each
has a description of how the game is set up, and its own rules of behaviour as to how it
can develop during the course of the game. In chess, for example, the starting
positions of each of the 32 pieces on the board are specified. Each type of piece has
specific rules about how it can move about the board, how it can capture other pieces,
and so on. Overall, the number of rules about behaviour is very small, with perhaps no
more than a dozen in total. Yet this limited number of rules is able to generate a game
of immense complexity.

The model described here® is a rather general one, which considers how a market
opened up to competition might evolve, and the factors which drive its development. It is
not intended to illustrate any particular market, but to set up a general framework which
could be modified to take account of any information which is a specific to any given
example.

The service: quality and price

To begin with, we imagine a service which only the public sector provides. Apart from
defence, in practice it is hard to find an example where the state supplies 100 per cent of
the market, but in areas such as health and education, the figure is 90 per cent or more.
Before the privatisations of the 1980s, there were more examples of where the share
was effectively 100 per cent, in the case of telecommunications, gas and electricity, say.
But to keep matters simple, in this model the public sector initially supplies the entire
market.

The service is supplied to a large number of consumers. We can make an heroic
simplification and assume that each consumer is able to perceive the qualities of this
service accurately. Further, we assume that just two features of the service define its
overall quality completely. In reality, there may be considerable confusion about what
the true qualities of a service actually are, leaving aside the question as to whether the
properties of a complex service such as health, say, can be measured in a
straightforward way.

From a policymaking perspective, of course, huge simplifications are made every day in
terms of how things are measured. The entire output of an economy, its GDP, is
summarised in a single number. At present, this is around £1,000 billion at an annual
rate for the UK. We are so used to this concept that it is easy to forget that the number
is an amalgam of millions of widely different goods and services, and there has been an
ongoing debate for many years about factors which should or should not be included in

3 A more technical paper setting out a similar kind of model is available at
http://www.paulormerod.com/research.html under the heading ‘Competition and market structure’



http://www.paulormerod.com/research.html

the measure. Yet the GDP figure is not without meaning. GDP per head across the
world, for example, correlates strongly but not perfectly with desirable things such as life
expectancy, literacy rates, and so on.

So the assumption that the quality of the service in the model can be measured by just
two factors is a perfectly normal one to make. We could think of these as being, say,
price and quality, or quality and reliability, or whatever. Suppose we imagine them to be
price and overall quality.

Provider and consumer behaviour

We now have the straightforward conditions in which the game starts. To get the game

moving, we need some rules of behaviour under three separate headings.

= First, how new players, or suppliers of the service as they are, enter the market and
what the price and quality of their offer is.

= Second, how consumers respond to these new offers.

= Third, how existing players in the market, including the incumbent monopolist,
respond to the new entrants.

The not-for-profit sector is not driven by the same set of motivations as a private
company, but it still needs to be very much aware of financial reality. So it seems
reasonable to assume that a voluntary competitor to the state will only try to enter a
market if it can cover its costs. The best way to deal with this in terms of the rules of the
game may seem indirect, but it captures the essential feature.

In reality, whether it is the commercial or third sector, it is hard, indeed often impossible,
to discover the price at which an organisation can deliver a service of a given quality, or
the quality which it can provide for a given price. Specific information is very hard to
come by, often residing solely within the confines of organisations. However, we can get
round this problem by assuming that a potential entrant into the market will make its
decision on the basis of the price and quality of the offers already in the market. The
higher the existing price, the more likely the potential entrant is to try its luck, and the
higher the existing quality, the less likely. We express this as a probability of actually
entering the market in a given period, which depends as described on the levels of price
and quality already out there in the market.

Once an organisation decides to enter a market with its own offer, it faces two problems.

= First, will people actually take it up, given the mix of price and quality?

= Second, and even more importantly, how many customers will actually know that this
particular offer is available?

This problem tends to be skirted over in economics, where the assumption that
consumers have ready access to large amounts of information dies hard. It is, however,
of fundamental concern to marketing departments whenever a new product is launched.

The privatisation of utilities in the UK has given us many examples. In both gas and
electricity, say, a household now faces a quite bewildering choice of suppliers, each
claiming advantages for its particular offer. | have asked a seminar room full of
economists, many of whom insisted fervently that consumers acted as of they had full
information, how many of them could name even a complete list of companies involved
in the domestic supply of gas and electricity, let alone the details of their offers. Not



surprisingly, none could. The rather baffling choice of numbers now available to replace
the old 192 directory enquiry line is but the latest example.

So we make the realistic assumption that only a certain proportion of consumers
become aware of the existence of a new entrant. The old adage ‘Half my advertising
expenditure is wasted, but | don’t know which half' is uncomfortably close to the truth. In
practice, new entrant into a market might plan to achieve a high level of awareness, but
actually obtain a much lower one. There are many factors which determine the actual
outcome, which even after the event can be hard to identify and disentangle. We
therefore choose the proportion of consumers who become aware of a new offer at
random. Some organisations will be lucky and get a high awareness, whilst others will
not.

The next issue to consider is how consumers respond to the various offers as they
appear. We do not have to believe in the whole apparatus of free market economics to
realise that consumers respond to incentives. They will tend to switch to offers which
can give them a better overall mix of price and quality. But there are constraints on the
extent to which they will do this.

The first step is to assign each consumer a unique preference between price and quality.
Some will attach great importance to price, others to quality, and most will be interested
in various mixtures of the two. Given these tastes, a consumer may switch from his or
her existing supplier to a new one which offers a better price/quality mix as far as he or
she is concerned. But consumers can only switch to an offer of which they are aware.
An organisation may have a very attractive mixture of price and quality, but have only a
low awareness amongst consumers.

Finally, we assume that each consumer has a limited propensity to switch. It is not
certain that a consumer will switch to a new supplier, even though objectively the
price/quality mix of the new offer is better for the consumer in question. This seems
realistic. There may be costs, for example, of switching to a new supplier. Taking a
child out of one school putting her into another is by no means costless. Leaving aside
any monetary considerations (e.g. new uniform, cost of travel), there is the emotional
cost of transfer. Even more importantly, there is uncertainty surrounding both these
costs themselves, and the actual quality of the new supplier. The only way to find out
whether the offer is as good as it seems is to try it, yet there is comfort in the devil one
knows. For example, a company called lonica entered the residential telecoms market.
The offer was very good, indeed almost too good to be true. So good, in fact that lonica
went bust leaving a lot of customers out of pocket and looking for another supplier. So
there is real risk to customers looking to switch.

Finally, we give organisations in the market a behaviour which allows them to adjust to
new offers which are made. The basic rule is that each organisation tries, in each
period, to match the best price and quality offer available in the market. This need not
burden us with the full panoply of calculus and profit-maximising behaviour of the
economics textbooks. All we need assume is that organisations are motivated to stay in
business. And the best way to do this is to ensure that the offer is competitive.

But in practice there will be constraints on the ability of the organisation to do this. The
management may not be of sufficient quality, the cost structure may be too high, or
whatever. The organisation may fail to match the best offer in the market. Again, in the



model we handle this by giving each organisation a probability of being able to match the
best offer.

A distinguishing feature of the not-for-profit sector is its sheer diversity. Different
organisations will not only have different capacities to deliver any particular level of
service, but may differ in their views as to what constitutes the service which they
provide. They will also differ in their ability to adapt to competitive pressures. We do not
need to know in advance — indeed it might not be possible to predict — which
organisations will prove to be better suited to deliver the service once a state monopoly
is opened up to competition. This will only emerge during the process of competition
itself. But it is precisely the differences, the divergences between the organisations in
the not for profit sector which is its strength. The public sector monopolist may be able
to provide from the outset a better service at a lower price than some of its potential not
for profit competitors. Yet, amongst the diversity, it is almost certain that some will be
found who can do it better.

This completes the set of rules to study how this hypothetical market might evolve over
time. Itis important to note that we have not biased the direction of the results by
making the classic economics assumption of maximising behaviour. If consumers
always take up the best offer which exists for them, if firms are always able to match the
offer of their most effective competitor, the results of the model are obvious.

Opening up a market to competition under these assumptions about behaviour will
increase quality, reduce price, and lead to a market in which many firms survive, in
contrast to the initial conditions when there is an incumbent monopolist. It is not too
much of a simplification to say that a simple model of this kind underpinned the case for
the various commercial privatisations which we have seen.

The model based on a stereotype of Economic Man is not completely divorced from
reality. Compared to the old nationalised industry days, services in general are of better
quality* and prices more competitive than they used to be. The one major disconnection
between the predictions of the model and reality is that the original incumbent
monopolist has tended to retain a large market share®. A share, in fact, which is
considered by economists in the various competition authorities to give prima facie
reasons for believing that the market is not competitive. Yet, transparently, the market
in, say, telecoms is highly competitive. Quality has improved dramatically and prices
have fallen (in real terms, and sometimes even in absolute terms).

The results
The rules of behaviour in our model mean that consumers and firms do tend to follow

their own best interests, but they do so under many constraints. They either do not or
cannot always follow the ‘best’ course of action, whatever that might be.

* the possible exception to this is rail, but even here there were distinct signs of improvement before the
catastrophic interventions of Stephen Byers.

> this has been true even of British Airways, despite the best efforts of ‘Cool Britannia’ Bob Ayling and
Lord Marshall. If they had not had the endowment of slots at Heathrow, then BA could have succumbed to
competition.



Nevertheless, when we simulate the behaviour of this market on the computer, we still
find that:

» price is reduced from the level charged initially by the monopolist
= quality is improved from that offered initially by the monopolist

Importantly, however:
= the monopolist tends to be able to retain a large market share

In other words, the model produces results which are more in accordance to what we
have actually seen when state monopolies are opened up to competition. The market
does have competitive properties in that the price/quality mix to the consumer is
improved. But in general the original public sector provider retains a large market share.

Each individual solution of the model is unique, and differs from every other. This is
because consumers and the organisations supplying the service do not act
deterministically. In other words, they do always take the same decision when faced by
identical circumstances, but will choose between alternatives on a probabilistic basis.
This gives a range of results which can be obtained from the model. We might, indeed
can, find examples where the original state monopolist is driven out of the market
entirely, At the other extreme, it may be able to see off competitive threats and retain a
monopoly.

The crucial feature which influences — although by no means determines completely —
the market share of the public sector provider is its ability to respond to the new
competition. If it is slow and unwieldy, the chances are that its share of the market will
collapse. In this sense, the present government is quite correct in its belief that
fundamental changes are required in how the public sector operates, although its ability
to deliver on this perception has been rather more questionable.

5. Conclusions: not-for-profit delivery of public services

There is a very important implication for third sector organisations in all of this. We have
set up a hypothetical model, based on realistic rules of behaviour, in which a state
monopoly is opened up to competition from new providers. In areas such as health and
education, many people are understandably wary of profit-oriented firms, so the third
sector in principle would have a great opportunity to extend its scope and enter these
markets.

Yet any organisation that does so faces considerable risks. In the model, as in reality,
most new entrants into the market fail. The reasons vary from case to case, but success
is by no means easy. Incumbency, both in economics and biology, is a very strong card
to hold. Dominant species are hard to shift from their niches. And monopolists usually
retain a large market share even when they are opened up to competition.

The good news is that the overall quality of the offer to the consumer will almost certainly
improve over time. This result is obtained despite the fact that we do not incorporate the
‘rational’ maximising behaviour of Economic Man into our model. In principle, it would
be advantageous to open up to the offers of the third sector services over which the



state at present has a near monopoly. But attempts to enter such markets by the third
sector carry a distinct risk of failure for any individual would-be player in the game.



Disciplined pluralism and third sector public service
delivery, by John Kay (tbc)



Voluntary Finance Initiative - From Grants to Social
Payments, by Ed Mayo®

The third sector has outgrown many of its traditional images. The professionalisation of
the sector has gone hand-in-hand with new models of user involvement. The rise of
social enterprise strategies is contributing to a significant transformation in the quality
and capacity of not for profits in the UK. But there is one thing that has changed little,
which is the eccentric and dated way in which third sector activity is grant funded.

1. The downsides of grant-based funding

It is true that the sector is far more robust than the image of grant-dependent charities
might suggest. More income is now raised for the sector from its investments than is
donated from the general public. Third sector organisations raise over a third of their
income, £5.5 billion in 2001, from the sales of goods and services. Over the last decade,
the proportion of general charities’ income coming from sales and contracts has
increased by over a half. Less than one in two larger charities generated income in
1990; that figure is now two out of every three. Net assets, according to NCVO, stand at
£68.2 billion. That is a powerful asset base for any social entrepreneur. The sector has
started to be far more astute in using debt-based financial mechanisms, such as
community development financial institutions, to lever social impact. But it remains the
case that grants and donations from consumers, institutional donors and from
government represent a key component of the capital available to not for profits for their
activity. Indeed, there has been a 40% increase in government funding of voluntary
organisations in real terms since 1982, excluding housing.

The downsides of grant expenditure are that:

= the amounts available are capped.

= the practical incentives in terms of winning funding are distorted. If you do well, there
is no guarantee of more funding. If you do poorly no guarantee of less. The
incentives are to play the funding game; good bids count more than good
performance.

= transaction costs are likely to be higher.

= voluntary organisations are entrepreneurial, but their entrepreneurialism can be
diverted into raising funds from the myriad of different sources.

Similar downsides hold for those making the grant. Consumers have little open and
reliable information to draw on when deciding to whom to give money, so the best
fundraiser rather than the best organisation wins out. This often favours the larger brand-
name organisations that are able to make heavy investments in fundraising
infrastructure. Fundraising literature such as Annual Reports rarely offer a 'true and fair'
picture of the effectiveness of an organisation. Even the institutional funders find it hard
to relate their funding to outcomes, and, research suggests, are uncritical when they do
so, caught up in the desire to believe the best. With the honourable exception of a

¢ Ed Mayo is Executive Director of the National Consumer Council



number of disability charities, the third sector has tended to resist voluntary
accountability mechanisms such as league tables, social reporting and models of
democratic governance. At the same time, some fundraising innovations such as child
sponsorship have helped to build transparency, connecting consumers to beneficiaries
and redefining development charities as intermediaries rather than simply transnational
NGOs.

But it is the public sector grant regimes that are in most urgent need of overhaul. Central
government has made steps to improve the consistency of the grant application process,
and more could be done to improve the stability and transparency of grant funds, and,
where appropriate, to shift grant-making from government to not for profit specialists. But
there are other, more fundamental ways in which a “Voluntary Finance Initiative” could
transform the way in which the public sector funds not for profit activity.

2. Towards a “Voluntary Finance Initiative”

In economic theory, private sector investment is allocated by capital markets and, where
the information gaps (or 'asymmetries') require it, by intermediaries such as banks. The
third sector 'capital market' operates in a more eccentric way, with capital formation and
allocation rationed through a wide range of intermediaries with varied concerns in terms
of social outcomes. In some ways, this is what you would want and expect. But there are
downsides. The insecurity and opacity of many local authority grant funds, from respite
care to youth work looks good, for example, to a committee juggling short-term budget
priorities but is grossly inefficient and wasting in economic terms.

A more far-reaching modernisation for certain activities would be to move from grants
paid in advance, rationed by the pot available, to 'social payments' (or 'mission
payments') made according to outcomes, with expenditure determined by performance.
This would not simply be a more efficient way of funding the activity of a voluntary
organisation, with improved 'incentive compatibility' between funding and performance.
It would build what the Cabinet Office calls 'public value' (aligning incentives with
outcomes, satisfaction and, potentially, trust). But also, if the outcomes associated with
such social payments generate net cost savings to government, it will quite simply be a
more efficient way of allocating public expenditure.

This would only operate for activities that were clearly bounded and quantifiable —
generating a clear ‘social return on investment’. Such returns might include keeping
young people from re-offending, enabling adults to stop smoking, providing support and
respite for carers that look after people in need, or achieving sustainable levels of
household recycling in a neighbourhood. For activities with multiple desired outcomes, or
where outcomes are shaped by a more complex set of interventions, outcome funding of
this kind will be harder to implement.



Social Return on Investment

The New Economics Foundation is developing work, supported by the
Hadley Trust, to look at whether a clearer understanding of ‘social
returns on investment’ could help to foster a more efficient capital
market for third sector and social enterprise activity. For example, there
is at present a swathe of closures of traditional day centres for people
experiencing enduring and cyclical mental health problems, including
severe learning difficulties. One response is the development of ‘social
firms’, enterprises providing employment for people with disabilities,
and covering some part of the costs through income generation.

lan Pepperdine of the Shaw Trust reports that to maintain somebody in
the community through a business has an estimated health saving to
the public purse of £1,200 to £1,400 per week — with additional savings
from reduced reliance on day hospital and community mental health
staff. However, without an accepted framework for assessing such
social returns, social firms that operate with a high degree of subsidy
are being excluded from consideration, even though numerous studies
demonstrate that all but a tiny minority of people with disabilities want
tfo work.

A system that replaced rationing with social payments (resource allocation based on
social return) would work in the following way. An accredited organisation achieving
social outcomes, such as reducing youth re-offending, would draw down a revenue

stream funded out of taxation, to cover their costs. Funding would be:

» at a ‘social market’ rate — that is set not at the input costs of achieving the ‘social
outcome’, but at the marginal cost of social benefit (for example including cost

savings, such as savings in court time, or improvements to a public good, such as a

sense of security).
» ‘unrestricted’ in terms of charity accounting as it relates to trading activities already
completed, and would contribute to the balance sheet of charities.
= probably offer a margin over costs, which creates an incentive for voluntary

organisations to innovate and to invest, drawing on loan or equity equivalent finance,

where appropriate in tackling the problem.

If youth offending falls through more organisations tackling, it, the ‘social market’ price
will also fall, as the public benefits of dealing with the remainder have decreased, so
that a balance of supply and demand can be found.

Approaches like this have been canvassed in relation to issues such as energy
efficiency and carbon trading. With energy efficiency, rather than paying for ‘watts’ of



energy, a market has been proposed for the production and trade of ‘negawatts’ of
energy savings. In carbon trading, initiatives for carbon sequestration are funded out of
the social market price received by companies or countries wishing to reduce their net
carbon emissions in line with sustainable levels. There have also been experiments in
the public sector in which prisons have been funded in part according to their success in
reducing recidivism, and employment zones are funded according to a sliding scale of
success in placing people in jobs.

Social payments would be made to the not for profit sector under stable 'social
performance contracts' that tie funding to results, in the form of outputs or outcomes
actually delivered to target beneficiaries. Traditional contract approaches for third sector
activity typically have static and indirect links between funding and results on the ground.
This can lead to disappointing results. Incentives for efficiency and innovation are weak.
Accountability for performance is poor. And opportunities for leveraging public
resources through private financing are limited. Social payments, agreed in social
performance contracts, address these weaknesses by applying the following six criteria:

» Target development outcomes: reflected in the approach to defining eligible
recipients and the specification of output or outcome-related performance measures.

» Results-focus: performance contracts link payments to actual outputs or outcomes.

= Opportunities for innovation: service providers may be contracted on a competitive
basis and the approach can create powerful incentives for innovation and
experimentation.

= Building accountability: where the results of organisations under the contract can be
verified and compared by funders and consumers more widely.

* Providing incentives for efficiency and high-performance: if payments are made
promptly but withheld where satisfactory delivery of services has not been achieved.

» Mobilizing private finance: can help not for profits attract private financing by
contributing to a secure business model, clearly demonstrating the social return on
investment.



Case Study: Princes' Trust

Prince's Trust is a charitable social enterprise with a history of supporting
disadvantaged young people through self-employment. The Trust, with
a strong reputation and influential networks, has been a pioneer in
testing a stable social performance contract approach.

Prince's Trust operates a social performance contract with the Department of
Work and Pensions (DWP) to help young people find employment. Targets
for the numbers of young people to be helped into employment are set
annually, based on agreement between DWP and Prince’s Trust. Prince’s
Trust provides business support, mentoring and start-up financial awards —
primarily business loans — to eligible young people as part of their normal
program activities. Lump sum ‘outcome’ payments are made by DWP to
Prince’s Trust on a quarterly basis for each young person provided with an
award. The DWP’s aim is to assist people find long-term employment.
Hence, an additional ‘survival’ payment is made to Prince’s Trust for every
individual that is still employed or trading after 12 months. This provides an
added incentive for Prince’s Trust to provide high quality support.

For Prince’s Trust, funding from the performance contract with DWP
represents a secure and stable source of revenue. The social
performance contract represents 40% of business programme revenue
and 12% of overall Prince’s Trust revenue. It is also a flexible source of
financing, much welcomed in an arena where funding can be highly
restricted. For DWP, the social performance contract provides an
effective means for them to deliver services to young unemployed
people. It delivers both results and ultimately the best use of scarce
public funds.

As Henrietta Moore and | argued in the New Economics Foundation
pocketbook, The Mutual State, 'with social performance contracts,
government is able to harness the innovation, flexibility and client focus
of a third sector body without drawing it into often destructive and
bureaucratic contracting or bidding regimes."'




3. Conclusion

The premise of the Voluntary Finance Initiative is that government is well-placed to
provide more stable funding for not for profit organisations for services in the public
interest and to structure finance in ways that promote better outcomes and lever finance
from other sources. Rather than raise finance in a novel way but disburse it in traditional
ways that suffer from all the weaknesses of bureaucratic grant regimes, the model of
social payments, at least where clear outcomes can be identified, offers a modern way
to fund and incentivise third sector activity. It clearly needs testing, and a pilot would
need to be sensitive to issues such as phasing, risk and the timing of payments.

Social payments, however, are not simply about a new role for the third sector. They
symbolise a new approach for the state, recognising the comparative strength it has in
terms of raising finance (through taxation or levering private finance at scale), but also
promoting what Keynes called a 'social investment' model for public expenditure, in
which preventative expenditure is justified by the savings or returns made down the line.
This, in economic terms, is the great hidden asset of the third sector: that in promoting
activities of public value, it is cutting the costs of poverty and other scourges to society
more widely. Without its activities, from carers to neighbourhood watch, the fiscal price
tag would be far higher. The great rationale for a significant, intelligent increase in
resources for third sector activity through social payments funded through the Voluntary
Finance Initiative is that it will be cost-saving.

Government will never be able to stand in for the free and voluntary association of
people, coming together for a cause. But it can do far more to modernise the funding
infrastructure for the third sector to flourish, as an investment by society in its own
freedom and future.



Case studies

St Andrew’s Group of Hospitals

St Andrew’s Group of Hospitals has been in existence since 1838 as a trading charity within the
independent and voluntary sector providing specialist mental health, learning disability and
acquired brain injury services. St Andrew’s has led the way in service innovation particularly in
adolescent psychiatry and brain injury identifying national needs and providing service solutions
to meet the needs. During the last 55 years St Andrew’s has witnessed the birth, growth, and
many changes within the NHS. It is the NHS that now represents St Andrew’s most significant
customer funding the maijority of the patients treated in the 600 beds at its sites in Northampton,
Basildon and Harrow.

St Andrew’s forms part of the ‘independent healthcare sector’ which itself represents
approximately one third of the specialist mental health and learning disabilities secure in-patient
beds in the UK. Patients placed at St Andrew’s are generally those that the NHS is unable to
place within its own services due to lack of a bed or because the patient requires a specialist
service. St Andrew’s purpose is to work in partnership with the NHS to provide complementary
and supplementary services to those provided in the NHS.

Despite the NHS reliance on independent sector beds for the treatment of these patient groups,
generally the independent sector has been regarded as a ‘necessary evil’ which should be
dispensed with as soon as the NHS can become ‘self sufficient’. This attitude has hampered
effective long term ‘joined up’ planning between the independent and statutory sectors in the
provision of many important services. Instead of promoting partnership working, seeking
innovative and specialist solutions and developing long term contracts for these services, ‘spot
purchasing arrangements’ have been the norm.

This has meant that charitable organisations like St Andrew’s have had to operate entirely at their
own risk. St Andrew’s has invested significantly in new buildings and services to improve the
quality of its services. However this substantial capital investment has had to be made without
firm commitment from the NHS to use these services. Indeed, at the same time the NHS has
been planning to invest in their own services.

In the last few years the picture has begun to change and progress made towards improved
planning as the Government has acknowledged that the independent sector has a role to play in
the provision of these specialist services. St Andrew’s has been invited by the NHS to join
strategic planning groups and in another case a ‘partnership forum’ has been established to bring
together NHS commissioners and independent sector providers to facilitate improved joint
working. St Andrew’s has also recently agreed a 3 year contract for services with one of its local
commissioners which represents a positive shift away from the ‘spot purchasing’ environment.

A change in attitude towards the independent sector has been perceived in recent years.
However, the NHS remains both a commissioner and provider of services and, there is still a long
way to go before St Andrew’s and other similar organisations are regarded as part of the family of
healthcare service providers and embraced in planning at all levels. The Government’s
Foundation Hospitals concept could provide the opportunity for charities such as St Andrew’s to
be truly embraced within long term NHS strategy. Foundation Hospitals will be independent, not-
for-profit self governing trusts which is precisely what St Andrew’s Hospital has been for the last
170 years.

John Brigstocke (July 2003)



Tomorrow’s People Trust: Getting London Working

Who are Tomorrow’s People?

Tomorrow’s People is a specialist charitable trust, with 19 years’ experience in helping
unemployed people from welfare to work. We facilitate between Government, business and
individuals, and assist on average 7,000 people a year, and over the lifetime of the trust have
helped over 365,000 people.

Getting London Working

Getting London Working (GLW) is a successful community regeneration initiative, launched in
October 1999 by a 14-strong partnership brought together by Tomorrow’s People. GLW targets
chronic unemployment in deprived areas of Lambeth, Southwark, Islington and Camden. In
2002, a GLW project was established in East London, covering Hackney, Tower Hamlets and
Newham. From 2001 -2003 the King’s Fund financed an additional specialist health adviser to
work with clients in Southwark with physical and mental health issues, disability or dependence
on alcohol or drugs.

Getting London Working is an expert labour market intermediary which:

1. Provides support to unemployed people, helps them secure skills, and assists with all
aspects of job search and preparation to move into employment

2. Helps employers fill their recruitment needs with skilled, job-ready candidates from the pool of
local people without work, through targeted job-matching

3. Contributes to local economic regeneration by matching supply and demand sides of the
labour market to improve business productivity and reduce unemployment

How and why does Getting London Working work?

One-to-one client support

GLW gives clients individual attention and continuous support throughout the job search process.
We deliver a variety of services such as confidence-building, job search, CV-writing and interview
technique, and once a client is in work, GLW provides aftercare to help keep them in their job. We
offer debt and financial advice through the Moneywise service, and refer clients for specialist help
and/or training to our many partner agencies.

GLW emphasises soft outcomes such as confidence-building, basic or personal skills, punctuality
and communication. This is particularly important for clients who have a history of offending or
substance misuse.

Our service works because:

= Clients trust us because as an intermediary, our service is not related to payment of benefits;

= We spend as long as necessary to really understand their barriers to employment and build
trusting relationships;

= Staff are totally committed to clients and have a ‘can-do’ mentality.

Continuity and time with advisers creates successful outcomes, yet in contrast our clients report
anecdotally that appointments at Jobcentre Plus take about 15 minutes.

Where we operate




Since 2000, GLW has worked in partnership with a network of more than 100 local community-
based organisations to access and support clients near their homes. Outreaches include
community centres, health centres, libraries, neighbourhood housing offices, colleges, mosques
and churches. Permanent resource centres in Lambeth and Islington offer free phones, faxes
and newspapers for job search; career guidance software and internet access.

Effective Employer Partnerships

The GLW Employer Team works with employers to understand the specific requirements of the
job on offer, and their expectations of the recruit. Precise job-matching ensures the “right” clients
are sent to the most appropriate employer, thus saving time and money, and increasing the
likelihood of job retention. Feedback indicates this approach is greatly preferable to that of
Jobcentre Plus who ‘swamp’ employers with candidates who are not job ready. Employer and
employee receive aftercare, to resolve teething problems swiftly, and ensure employment is
sustained.

Seeing a need, GLW developed Workmate, a handbook of essential information about
employment law, specifically written for small and medium enterprises. Additionally, GLW ran
customised pre-recruitment training for the Tate Gallery of Modern Art: 60% of successful
applicants were GLW graduates, in competition against candidates from the normal national
advertising and recruitment process.

Funding

In order to provide a full range of services to clients, GLW sources funds from a cocktail of 8
different funding streams. This places heavy demands on management time, but reducing the
number of funders would mean cutting a section of the service.

Matters are complicated further because each funder:

= Has their own rules, e.g. specification of clients, postcodes or what the money can be spent
on;

= Has individual requirements for financial and beneficiary monitoring and audit;

= Has a different timetable: With the exception of SRB (6 years), the remaining funders operate
on 12-24 month basis, leading to discontinuity and instability. Not all funders work to a
financial year, so budget planning is particularly difficult. Frequently, programmes end
before the funder has indicated whether further monies will be available to continue the
service, and GLW carries a significant risk in deciding to continue the service rather than stop
it. The latter reduces quality of service to clients because of staff redundancies, lower morale
and interruption to the client intervention.

This funding quagmire is also extremely costly: Tomorrow’s People has to subsidise the full cost
of managing the process, because funders do not meet any costs incurred in the securing of
funds.

The social and economic case for expanding Getting London Working is clear:

i) For the unemployed person who enters work, a wage is earned, and their self-
esteem lifts. Employers fill a vacancy, save money on recruitment and reduce staff
turnover. The State also benefits: the estimated annual cost in Government benefits of
one person remaining unemployed is in the region of £9,000. Furthermore, each person
entering work contributes to revenue through NIC and taxes, ultimately helping the
taxpayer, since funds can be re-prioritised.



ii) GLW is extremely cost effective, with an average cost per job of £3,532. In
comparison, the National Audit Office (The New Deal for Young People, February 2002)
found that “the average annual cost per additional person of any age in employment lies
within the range of £5,000-£8,000".

iiil) GLW focuses on the hardest to help groups like the long-term unemployed (20% of
GLW clients have been unemployed for over three years) and black and minority ethnic
(BME) clients (66% of GLW total). Often, clients are caught in the benefits trap, and face
other barriers to employment such as lack of basic skills or qualifications, low confidence,
low motivation, physical or menta