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Summary

This paper shares ideas on a long overdue revolution in public finance to
better meet the needs of the early 21% century.

| show the strengths and weaknesses of current models of public finance, that
are primarily concerned with managing money, and raising it, rather than
ensuring it achieves outcomes; | suggest some of the emerging priorities for
innovations in finance in relation to evidence, innovation and impact, as well
as public engagement; and | offer proposals on what a different landscape of
public finance could look like, building on practical work Nesta has been
involved in with governments around the world.

The UK is swinging from a decade of financial austerity to what looks set to be
a surge of public spending. Yet, while politicians are promising much more
spending of all kinds, there is little sign of interest in how the money should be
spent well. That risks not just waste, but also a wasted opportunity to
modernise how public finances are organised.

Here | address:

e What public money should be used for — aligning spending with public
value, both present and future

e How money should be used — the many methods for spending and
investment



e Who should get to decide and hold money to account — including new
options around transparency and public engagement

| show various projects that are demonstrating how money could be used
better, some quite mature and some at an early stage. Some of the
suggestions build on my experience working in governments, and some on
Nesta experience, including our practical work.

The paper also draws on some of our research, including our recent report on
public value which brought together detailed analyses from fields as diverse
as healthcare and the arts. The aim is to encourage more serious approaches
to reform so that money can achieve more.

Background — making money work harder

Any government should want its money to work harder. They should want
efficiency, value for money and transparency. But they are surprisingly
unimaginative in their uses of money, and although some periods have seen
energetic experiment and reform, innovation has slowed down in recent years.

Annex 1 describes some of the many ways governments can use money
(particularly  for innovation) with grants, investments, challenges,
procurements or partnerships. Yet most departments and agencies only use
a fraction of these methods, and generally just stick with the tools they've
used in the past.

At Nesta we have tried to use a wide range of tools — equity investment to
impact bonds, crowd-funding to challenge-based funding — partly to make our
limited resources go further.  They include:

e Budgets to back innovations that deliver cashable savings (Wales)

e Testing matched crowd-funding models (London)

e Running challenges — so that money is only paid out once specific goals
have been achieved (US, Canada, India and Europe)

e Investing in impact Bonds of various kinds and impact investment funds
(across the UK)

e Designing new forms of public-private partnership, whether around
urban development or skills

e Working with governments committed to significant investment in
innovation (UAE)



A very brief history of public finance

Public finance has been through many waves of reform ever since the very
first cities in Sumeria created largely state-run economies based around grain.
Here | just focus on two.

Integrity and control

One wave of reform — beginning in the 18" century, and still influencing
current practice — was primarily concerned with integrity. These measures
were essentially input based, using top down controls to ensure money went
to agreed and approved purposes.

They were — rightly — focused on preventing overspending and corruption.
Many were designed to strengthen parliaments in holding executives to
account. Against a backdrop of chronic public debt in many countries these
traditional aspects of public finance have not lost their relevance. It’s just that
they address only one part of what governments need to do.

Efficiency — late 20" century reforms

A generation ago another wave of reform focused on how to use finance to
drive up efficiency and reduce waste. This cluster of reforms was associated
with the ideas of ‘New Public Management’ and had great influence from the
1970s-2010s. They were substantially influenced by business, and
encouraged new ways of managing public services and policies: privatisation,
outsourcing, co-payments, fees and vouchers.

They fed into the already substantial body of theory and practice focused on
issues such as optimal tax collection or how to structure private finance and
partnerships.

Many tried to link budgets to quantitative targets, with performance
management methods to check whether targets were being achieved and
penalise failure. They favoured simple lines of accountability; clear
prescription to minimise the scope for fudge; and tough penalties and rewards
on each link in the chain to perform their task. They often tried to strengthen
executives and their power over others lower in the hierarchy.

These methods became popular in the 2000s, though they often had
unintended consequences, such as reinforcing silos that made governments



less able to cope with complex or cross-cutting issues. There is also now a
huge literature — and experience — of how they can encourage manipulation
on the part of lower tier managements, and generally achieve short-term gains
rather than sustained improvements. But these are still the topics dominating
public finance courses, and still being promoted by consultants. What counts
as the leading edge hasn’t changed much in two decades.

Impact: fields for innovation in finance

In the next sections | set out areas of future reform that are needed to help
governments make better use of money, prioritising impact alongside the older
goals of efficiency and integrity. These aim to be:

More realistic in measuring assets as well as flows

More suited to complex systems

More transparent

More effective in aligning with the interests and incentives of business
and individuals

More long-term

More suited to innovation

More accountable

Better understanding of financial dynamics

Better decisions depend on better understanding of inputs, outputs and
outcomes and how they connect. How does health spending lead to
improvements in health? How does police spending contribute to cutting
crimes or making the public feel safer?

There are some very sophisticated analyses of costs and outcomes achieved
within public services - for example looking at schools, police forces or
hospitals, and showing very wide variations in performance. But there has
been surprisingly little progress in achieving detailed, and widely shared,
understanding of the nature of costs in the public sector, including the
relationship between average, marginal and variable costs, despite the
pressures of austerity. It's a rare public service which can see in real time
how its finances are being managed (which is one reason why so many lurch
into occasional crisis); or how cuts to one service might raise costs for



another; or what the true pattern of economies of scale or scope might be in
different services.'

Yet this is territory where better use of data to tag inputs, outputs and
outcomes should generate many new insights. In principle it is becoming
easier to tag many items of spending — by geography, by beneficiary group or
topic area &c. It’s not hard to imagine a much more standardised set of data
headers for finance, making it easier to automate analyses of how funds are
being used, and to connect management information systems that make it
feasible to dig down through layers of accounting information, with what is
available to the public.

Transparency

The moves to make public finance more transparent to the public (like
France’s OpenFisca) could help in improving understanding. The more data is
open, machine readable and amenable to analysis the better, since there is
less need to rely on the data skills of finance ministries.

Everything you can do with OpenFisca

For @ For public Q‘ For developers
economists €7 administrations 2D
OpenfFisca allows you to use OpenfFisca allows you to stop building your OpenFisca allows you to easily create web
survey data to simulate the micro-simulation software and tax & benefit applications based on your simulation results,
impact of a reform on a given calculators on your own. Instead, contribute to thanks to the web API. You can build a great
government’s budget and on a OpenFisca, collaborate with other variety of other services by coding formulas,
population’s standard of living. administrations and reduce the bill for the hosting your own instance or building your own
taxpayer. extensions.

See showcase

But so far there has been only faltering progress, despite some brave
attempts. It should become much easier for the public to play with data,
working out the implications of different budget choices, and for these to
become a normal part of election debates. Instead in some countries the

1| wrote a paper a few years ago setting out some of the theoretical approaches needed, including a more
detailed understanding of what | called the ‘12 economies’, including economies of scale, scope, penetration
&c. | found these were very useful for public service managers needing to cut budgets, but none of these ideas
have been incorporated into the practice of public finance. A few years before | commissioned detailed
research within the UK government on economies of scale in key public services. We found very little evidence
of such economies — and that units of delivery could be efficient at multiple scales (the same applies to
national governments). Yet most finance ministries still operate with an assumption of economies of scale that
is not born out by the evidence.


https://openfisca.org/en/

reverse has happened. Indeed, in the UK, government has become a lot less
transparent in recent years. Yet this is space where leaders of finance
ministries should be embarking on 5-10 year programmes of reform, helped by
peers, to make openness the norm.

Measuring the right things — aligning spending with public value

The old Oscar Wilde comment about knowing the price of everything and the
value of nothing has been quoted in writings on public finance for as long as |
can remember. It is clearly particularly important that governments attend to
the things that matter and that money allocations are aligned to public value.

Standardised methods like CBA/BCA are widely used (and President Macron
has required them for all spending over 20m Euro in France). But they can
embed big imbalances in what is valued — they favour the physical over the
intangible; the familiar over the new; past over future. Things like happiness;
isolation; the quality of relationships; and potential are usually not valued and
therefore at risk of being underfunded.

Public Value

How can it be measured,
managed and grown?

Geoff Mulgan, Jonathan Breckon, Mariola Tarrega,
Hasan Bakhshi, John Davies, Halima Khan, Annie Finnis

May 2019

Our recent survey on public value provided a series of detailed examples of
how a broader approach could be taken, covering everything from the arts to
health. Public value at root means what the public values, but that includes
many different things — the direct value of services (like healthcare); the less
direct value of outcomes (like the security that comes from defense or
reductions in extreme poverty); the value of good processes (like justice);


https://www.nesta.org.uk/report/public-value/

existence values (our willingness to pay for things like museums even if we
don’t use them); and long-term values (like mitigating climate change or
investing in children’s future employability).

There’s a lot of vague rhetoric around public value, but this isn't much use if it
can’t be operationalised. We now have plenty of examples of how this can be
done. The diagram below for example summarises work on capturing the true
value around peer support and self-management in healthcare, part of an
ambitious programme to better map the areas of health that were generally

ignored and undervalued:

Estimated annual net savings from implementing targeted peer support and self-

management education

Wider social savings are based on offering: Peer support to
individuals with HIV, and self-management education interventions
to people with cancer.

Savings to the health system are based on providing:
Peer support to people with mental health issues

and coronary heart disease; and self

management education to people

with cardiovascular disease

and asthma.

__—4

Savings per person Savings for one CCG
Potgntiol \lovider __£20,800 —£22m
social savings
Estimated savings _£2100 —£52m

to the health system

If these interventions were
provided at CCG level, we
estimate that CCGs could save
around £5.2m per year.

This would require the
intervention to be targeted
carefully, at those people who
might see the most benefit, and
implemented well.

Balance sheets

A related point is the very limited use of balance sheets, or analysis of rates of
return on assets held by governments (which requires national registers of

National savings

—£4.5b

—£950m

It is harder to make robust
estimates at a national level
- e.g. We don't know what
has already been
implemented.

The model suggests that, if
implemented well and at
scale across England, there
may be potential for savings
of up to £250m per year from
targeted per support and
self-management education
to people with specific
conditions who are expected
to see the most benefit.



assets, preferably as open as possible). Even less use is made of intangible
measures in the public sector.”

At a minimum governments should measure the value of physical assets —
land and buildings - and pension liabilities. A more sophisticated approach
also looks at long-term effects on things like human capital and natural capital
too (though no countries do this yet). The IMF has been encouraging
governments to take basic balance sheets more seriously, like this one:

Table 1. Finland: Public Sector Balance Sheet, Dec 31, 2016
General Government Public Corporations Public Sector
Central Social Security Local covEsldatGh  TTatsl Non: Ridhasl Central  Consolidation Total
Government Funds Government financial Bank 1/

Assets 52.8 909 623 -2.8 2034 179 20.2 36.9 -233 255.1
Nonfinancial 24.4 0.7 49.8 0.0 74.9 9.6 0.0 0.1 0.0 846
Financial 283 90.0 124 -2.8 1279 83 20.2 36.9 -233 170.5

Liabilities 59.7 304.9 143 -2.8 3761 11.9 19.8 337 -23.3 418.2
Financial 2/ 59,7 38 143 -2.8 75.0 11,9 19.8 337 -233 117.1
Pension liabilities 3/ 3011 3011 3011

To public employees 1033 1033 1033
To private employees 197.8 197.8 197.8

Net Worth -6.9 -214.0 480 -172.7 6.0 04 32 -163.1

Net Worth, excl. all pensions liabilities -6.9 87.1 48.0 1284 6.0 04 32 138.0

Net Financial Worth -313 -2147 -18 -247.6 -3.6 04 31 -241.7

Wellbeing

Then there is the better measurement of what matters in the present. Some
governments are starting to take wellbeing seriously, and New Zealand
announced a wellbeing budget in 2018. Their big challenge — which | wrote
about in the OUP Handbook on Happiness — is that while much is known
about how wellbeing correlates with broad societal conditions, and a fair
amount is known about specific programmes (eg in mental health), very little
progress has been made in understanding how different policy approaches
affect wellbeing.

2 Nesta has been one of the pioneers of analysis of intangible investment in the economy through the
Innovation index; but we’ve made little progress in applying comparable measures to the public sector.
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Wellbeing Budget Process

Cabinet agrees Wellbeing

ﬁ Budget priorities ﬂ
through an evidence-

based and collaborative

Ministers and
process that anchors

Impact analysis and agencies develop

evaluation of policies Budget2019 initiatives targeting
inform evidence-based intergenerational
priorities in future wellbeing outcomes
Budgets and present expected
wellbeing impacts
4+ v
Assessment of
Budget documents initiatives includes
present the impact of consideration of their
Budget decisions for impacts for the Living
improving the wellbeing Standards Framework
of New Zealanders Cabinet agrees a wellbeing domains
Budget package that and capitals

best supports wellbeing
; outcomes, as advised _’

by Cabinet Committees

Ecological value

Another important area of work is to treat the natural environment seriously. A
lot of work has been done on measuring natural capital and the value of
ecosystem services. In the early 2000s | commissioned a study on resource
productivity and low carbon strategies, in a joint project of the Cabinet Office
and Treasury, that we hoped would become a more normal way of looking at
things. Its insights are now coming to seem more relevant than ever in the






