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Executive summary
The devolution agenda lies at the heart of the political debate and since its election,
the Conservative government has outlined plans to build a ‘northern powerhouse’
and hand more powers to metropolitan and non-metropolitan areas through the
Cities and Local Government Devolution Bill. What we are seeing now is a
patchwork of progress across England rather than a blanket approach of fiscal
decentralisation to local authorities, where city, growth and devolution deals are
creating differential devolution that reflects differences in local ambitions, priorities
and capacity.
These deals are undoubtedly a considerable achievement. Not only are they handing
city-level stakeholders control over a range of policy areas but they have also
generated innovation in policy design, with a number featuring new financial
mechanisms that enable cities to share in the fiscal benefits associated with local
investment and growth. These new ‘earn-back’ and ‘gain-share’ mechanisms have
captured the interest of many, yet the use of financial incentives in the context of
local government funding is relatively new and untested.
This research aims to add to the evidence base on financial incentives; to consider
their potential as an innovative and pioneering approach within the current political
context, and the scope for incentives to be used to strengthen the link between
economic growth and poverty reduction in cities and city regions.

Financial incentives and the central–local relationship
As the devolution agenda gathers pace we are seeing greater powers and
responsibilities handed down to city-level stakeholders. This is being supported by a
shift in the financial framework for local government, offering greater flexibility in the
way funding is allocated, breaking down silos, strengthening incentives, and sharing
risk and reward.
Financial incentives are a part of this changing picture, increasingly seen as valuable
new mechanisms that enable government to specify intended outcomes but afford
city-level stakeholders the flexibility to develop solutions that best address local
complex issues, while also sharing an element of risk and reward with government.
In this way, they are argued to foster innovation, improve outcomes and increase
accountability.
Our review of financial incentive schemes suggests they generally fall into three
main categories:


Premiums – which tend to attach funding to individuals as opposed to
outcomes. They are designed to provide additional funding in response to the
enhanced need or risk associated with supporting certain groups.
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Payment by results (PbR) programmes – which attach funding to specific
outcomes. In this way, they transfer some degree of risk from government to
providers. Few programmes are ‘pure’ PbR and many feature upfront
payments for engaging individuals or delivering an element of the service.



Gain-share or earn-back mechanisms – which are a distinct sub-set of PbR,
where payments are explicitly tied to and scaled by the fiscal benefits of
specific outcomes. These have tended to focus on sharing some, or all, of the
additional tax revenue generated from growth between central and local
government.

This research has considered the evaluation evidence for four financial incentive
schemes introduced by government – the New Homes Bonus, pupil premium,
business rate retention and the Work Programme. Looking across the breadth of the
evidence for these schemes, it is clear that even where financial incentives might be
a valuable addition to the policy framework in principle, designing an effective
incentive mechanism can be difficult.
We find some signs of success, particularly in their ability to create a direct and
tangible link between target outcomes and fiscal benefits, the flexibility they afford
local providers in designing interventions that meet local needs, and their ability (in
some cases) to promote collaboration and the pooling of funding between local
stakeholders and across local authority boundaries.
The evaluation evidence also points to a number of challenges, particularly
associated with the trade-off between simplicity and refinement, the scale of
incentives and the degree to which they are driving real behavioural change, the risk
of creating spurious incentives and unintended consequences, and the indirect use
of the funds they generate. We identify a number of critical design considerations
that will ultimately influence the efficacy of any new financial incentive.

New incentives to link growth and poverty?
While much of the current debate focuses on sharing the additional tax revenue
generated from growth we consider the potential to use financial incentives – if
properly designed – to support, encourage and incentivise city-level stakeholders to
better connect economic growth and poverty reduction.
Our work has sought to review policy ideas concerning the practical use of incentives
emerging from key thinktanks and lobbyists and has found wide-ranging interest in
the scope for gain-share or earn-back mechanisms to be deployed in new policy
areas such as welfare, social housing and childcare. Our consultations also suggest
support for additional incentive payments, particularly as a means to increase the
funding to and influence of cities, reward efforts to reduce poverty and secure the
financial sustainability of innovative local projects or pilots.
Our analysis identifies four outline policy proposals which have the potential to fulfil
4

the requirements of a ‘Green Book’ style appraisal and for which outcome-based
payment mechanisms are likely to be appropriate:
 Enable local authorities to agree bespoke earn-back deals with government to
share the fiscal benefits of reduced welfare spending in their local areas.
 Commission a new wave of social impact bonds through a payment by
results-based fund for programmes targeting those with complex barriers.
 Establish a national gain-share scheme for local authorities securing social
value outcomes through their large works and services contracts.
 Enable local authorities to agree bespoke earn-back deals with government to
share the fiscal benefits of reducing housing benefit spending.
For these proposals we find rationale for further action and strategic fit with existing
government policy to promote social justice, tackle worklessness and reduce welfare
spend. Local stakeholders also benefit from a range of levers through which to
deliver target outcomes, including demand- and supply-side labour market initiatives
and housing market interventions that have the potential to be mutually reinforcing.
We believe that the viability of these four proposals warrants further exploration by
central government and local partners.

Conclusions
As the UK economy has returned to growth the question is no longer simply how we
grow, but rather how can we ensure everyone benefits from this growth? As more
devolution deals are forged there is an opportunity to widen the focus of the deals to
address inclusive growth and to include more ‘asks’ that will allow, support and
incentivise cities and city regions to connect growth and poverty in their areas.
New financial incentives – in the form of gain-share or earn-back mechanisms –
could comprise a key part of this picture. They offer the opportunity to correct some
of the failings of the current system, where most of the fiscal gains resulting from
improved social and economic outcomes are realised centrally. They have the
potential to return fiscal benefits to those cities that deliver them, stimulating
investment in the local regeneration infrastructure and promoting collaborative
working and cross-programme budget pooling to address complex local issues.
While full devolution and decentralisation of budgets may be preferred by some,
incentive schemes could act as a valuable alternative or stepping stone on this path.
Our research has, however, stressed the need to proceed with caution. It is clear
that financial incentives are not a policy panacea. In practice they are hard to get
right and each of the proposals we have considered carry with them inherent risks
and design challenges. It is likely that policy-makers will need to take a pragmatic
approach to overcoming the technical challenges of designing an effective incentive
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mechanism and that cities pioneering earn-back and gain-share models will provide
useful learning for those seeking to agree similar measures through their own
devolution deals.
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Introduction
Background and context
The devolution agenda lies at the heart of the political debate. In the wake of the
Scottish referendum on independence and the 2015 general election, it is difficult to
remember a time when such focus was given to the central–local relationship and
the balance of power, responsibility and resources between Whitehall, the devolved
administrations and local government.
Devolution offers the opportunity to better align local policy to local needs, improving
efficiency while also enhancing service delivery, supporting investment and
unlocking latent economic potential. There is now all-party consensus on the need to
hand down more powers and resources not just to Holyrood, Cardiff and Stormont
but to major cities and city regions.
Since its election, the Conservative government has positioned devolution at the
centre of its political mandate, outlining plans to build a ‘northern powerhouse’ and
paving the way for greater devolution of powers to metropolitan and nonmetropolitan areas through the Cities and Local Government Devolution Bill.
What we are seeing now is a patchwork of progress across England, rather than a
blanket approach of fiscal decentralisation to local authorities. City deals, growth
deals and devolution deals continue to be bespoke packages between central and
local government, leading to differential devolution that reflects differences in local
ambitions, priorities and capacity.
These deals are undoubtedly a considerable achievement, handing city-level
stakeholders control over a range of policy areas including economic development,
transport, skills and health. They have also generated innovation in policy design
and a number feature new financial mechanisms that enable cities to share in the
fiscal benefits associated with local investment and growth. These new ‘earn-back’
and ‘gain-share’ mechanisms have captured the interest of many as a potential
stepping stone on the path to the full devolution of budgets, yet the use of financial
incentives in the context of local government funding is relatively new and untested.

Aims of this research
This research aims to add to the evidence base on financial incentives, to consider
their potential as an innovative and pioneering approach within the current political
context, and the scope for incentives to be used to strengthen the link between
economic growth and poverty reduction.
The project comprises part of the Joseph Rowntree Foundation (JRF) Cities, Growth
and Poverty Programme, which seeks to address the question ‘How can economic
growth in cities benefit people in poverty?’ The programme aims to find out more
about the relationship between poverty and the economy at a city region level and
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make a practical case for how and why cities should link growth and poverty.
As part of this programme, JRF commissioned The Work Foundation to consider the
scope for new policy proposals to encourage, support and incentivise city-level
stakeholders to better integrate poverty reduction within local economic growth
strategies.
To achieve this aim, this research has investigated the following questions:
 How are financial incentives used by government today and what lessons can
we learn from existing incentives or outcome-based payment schemes?
 What scope is there to use financial incentives to drive city-level stakeholders
to better integrate poverty reduction with local economic growth strategies?
 How might such schemes work in practice? What value might they offer citylevel stakeholders and what are the key design considerations?

Methodology and report structure
This research followed a four-stage methodology:
1. Evaluation evidence – the first stage of the research entailed a review of
the practical use of incentives by government today. Here we draw on
evaluation evidence to consider the lessons we can learn from existing
incentives.
2. Grey literature – the next stage of the research considered emerging ideas
concerning the potential use of financial incentives to support city-level
stakeholders in tackling poverty, drawing on grey literature from key
thinktanks and lobbyists including organisations such as Policy Exchange,
IPPR, Localis, Respublica, Resolution Foundation, CLES, and the CBI.
3. Telephone consultations – the third stage of the research entailed a series
of consultations with stakeholders, including representatives from local
authorities and local enterprise partnerships (LEPs), thinktanks, policy
campaigners and government, to discuss work in cities to promote inclusive
growth and the potential role of financial incentives in supporting this
endeavour.
4. Options development – the final stage of the research sought to develop a
package of policy options. Policy proposals were then evaluated using the
government’s ‘five-case model’ and guidance from the National Audit Office
on the use of outcome-based payment schemes.
For each of these work streams we produced separate working papers, including full
and detailed analysis of the evidence.
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This final report for the research brings together our findings from each of the work
streams. It is structured as follows:
Section 2 considers the use of financial incentives by government today, and the
lessons we can draw from existing schemes; Section 3 presents emerging ideas,
examining the potential for financial incentives to be used as a funding mechanism;
and Section 4 discusses proposals for new financial incentives to strengthen the link
between growth and poverty.
Finally the report presents Conclusions, reflecting on the findings from each stage
of the research and considering their implications for the key questions posed by this
study.
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2 Financial incentives and the central-local
relationship
There is growing recognition of the need to develop local solutions to complex local
issues, devolving public service delivery in order to strengthen accountability,
promote innovation and improve efficiency. This section considers the practical use
of financial incentives by government and the successes and challenges of some of
the major flagship schemes. We find that:
 As the devolution agenda gathers pace we are seeing greater powers and
responsibilities handed down to city-level stakeholders and this is being
supported by a shift in the financial framework for local government, improving
flexibility in the way funding is spent, breaking down silos, strengthening
incentives, and sharing risk and reward.
 There is growing interest in and application of financial incentives and
outcome-based payment mechanisms by government. Such schemes offer
the potential for central government to specify intended outcomes while
allowing providers flexibility in how to deliver them. We consider three distinct
categories: premiums, payment by results (PbR) and gain-share/earn-back.
 Despite this resurgence, financial incentives remain largely in their infancy in
the context of local government funding and it is too soon to assess their full
impact. Our review of their progress paints a mixed picture of success but
points to some initial design considerations, as we look to the potential for
new schemes to incentivise the coupling of economic growth and poverty
reduction in cities.

Financial incentives in context
While much power still lies with central
government departments, city-level
stakeholders play an important, and
growing, role in driving economic growth
and reducing poverty in their local areas.
At the heart of the devolution agenda lies
the premise that complex local issues are
best addressed through local solutions. It is
argued that local stakeholders’ proximity to
local markets – residents, workers,
businesses – means they are better placed
to understand local need and opportunity
and build the local partnerships and referral
networks particularly important when
addressing complex issues.

‘The cause of poor standards in the
public sector is an outdated
approach to organising public
services…Too many of our public
services are still run according to the
maxim ‘the man in Whitehall really
does know best’.
Decades of top-down prescription
and centralisation have put
bureaucratic imperatives above the
needs of service users…Public
services should be decentralised to
the lowest appropriate level.’
Open Public Services White Paper
(2011)
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Since the release of the 2011 Open Public Services White Paper, there has been
increased emphasis on the need to decentralise public services in order to
strengthen accountability, improve service delivery and cost efficiency and
encourage innovative solutions to complex social issues (HM Government, 2011).
Through the city and devolution deals we are seeing more powers and
responsibilities being handed down to cities and city regions; enabling them to
determine their own goals and priorities, and design and commission some local
services.
The financial framework for local government is shifting in recognition of this, as
illustrated by Figure 1.
Grants, which have traditionally acted as the main source of revenue to local
government, are increasingly provided without ringfencing to afford greater flexibility
in how funding is allocated and the deals have featured multi-year financial settlements
and more flexible borrowing arrangements (including new tax increment financing
schemes) to support local investment in critical infrastructure needed to support growth.
Schemes that aim to break down departmental silos – such as whole-place
community budgets which enable local public service providers to pool budgets and the
troubled families programme underpinned by funding from six Whitehall departments –
show early signs of promise, delivering better outcomes and substantial financial
benefits.
In recent years we have also seen efforts to strengthen incentives for local
government to deliver nationally desirable outcomes (such as economic growth or
poverty reduction) while at the same time meeting local needs and maximising value for
money for the taxpayer. This has included a growing use of competitive bidding as a
means to provide top-up funding to local areas, with the Local Growth Fund for
example enabling city-level stakeholders to compete for additional resources to deliver
projects that they expect to be good for their local areas, while also demonstrating
innovation and efficiency and leveraging private sector investment alongside public
spending.
In the absence of fiscal decentralisation, we have also seen growing interest in new
financial models that better share risk and reward between central and local
government. The previous government introduced a number of new financial
incentives and outcome-based funding schemes in order to redress the spurious
incentives created by the UK’s highly centralised political system and return the fiscal
benefits of growth to those local areas that deliver them.
Similarly, the city and devolution deals have also featured a number of bespoke
‘earn-back’ or ‘gain-share’ models that allow cities to retain some of the proceeds of
growth delivered through local investment, along with payment by results
programmes that offer additional funding but with cities sharing in the risk of
underperformance.
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Figure 1 The changing financial framework for local government
Breakdown silos

Improve flexibility

Pooling of local budgets

Remove ringfencing

Cross-departmental programmes

Agree multi-year settlements
Flexible borrowing

Improved outcomes

Better meet local need

Financial savings

Facilitate long-term investment
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Local government
financial framework

Strengthen incentives
Competitive bidding
Outcome-based payment schemes
Devolved budgets

Promote innovation
Share risk & reward

In the context of the changing role of city-level stakeholders and the financial
framework that underpins this, financial incentives therefore are increasingly being
seen as valuable new mechanisms that:
 promote local autonomy and innovation, enabling government to specify
intended outcomes but affording city-level stakeholders the flexibility to
develop solutions that best address local complex issues, fostering innovation
and improving outcomes;
 increase accountability, allowing city-level stakeholders to share an element
of risk and reward with government, improving efficiency in service delivery
and correcting perverse incentives associated with the UK’s highly centralised
political system.
In the absence of genuine and widespread fiscal decentralisation, there is growing
interest in potential for ‘earn-back’ and gain-share’ mechanisms to act as a stepping
stone on the path to the full devolution of budgets (RSA, 2014).
‘Leading metros should be free to explore new and emerging models of retaining a share
of the upside of growth (and take on commensurate downside risk).
‘Some metros that currently have an earn-back model may wish to move forward for
devolved status, and other metros may then come to the fore, demonstrating economic
potential and competence in governance to take on and negotiate earn-back-type
models without full devolution.
‘Although not suitable for all, the City Growth Commission nevertheless recommends
that earn-back and gain-share models be available for metros when negotiating the
extent of their decentralisation reform package.’
RSA (2014) for the City Growth Commission
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Despite the growing interest in financial incentives, they remain relatively new in the
context of funding to local government. Below we look in more detail at financial
incentives and their use by government, and seeks to assess the successes and
challenges faced by some of the major schemes.

The use of financial incentives by government
Payment by results (PbR) mechanisms, while far from new, have experienced a
resurgence in recent years following the 2011 Open Public Services White Paper.
The previous government introduced a number of financial incentive schemes,
including the Work Programme, New Homes Bonus, pupil premium and business
rate retention scheme. Similarly, the previous section highlighted that many of the
city and devolution deals incorporate innovative ‘earn-back’ or ‘gain-share’
mechanisms that enable cities to share in the rewards of delivering economic
growth.
Recent speeches and policy documents emerging from the Conservative
government suggest that the use of outcome-based payment mechanisms and
financial incentive schemes may continue, with for example local authorities able to
retain 100 per cent of the growth in business rate revenue, ongoing commitment to
the pupil premium and early years pupil premium and an extension of devolution
deals to pass down more powers to local and combined authorities and to extend the
deals to areas outside of major cities.
Our review of financial incentives schemes suggests they generally fall into three
main categories: premiums, PbR and gain-share or earn-back mechanisms (see
Figure 2). These schemes share common features, particularly in specifying
intended outcomes while allowing providers flexibility in how to deliver them.
However, they are distinct from one another in a number of ways:
 Premiums tend to be tied to individuals as opposed to outcomes. In this way,
they are not strictly outcome-based payment mechanisms. Rather they are
designed to provide additional funding in response to the enhanced need or
risk associated with supporting certain cohorts. This additional funding may in
itself incentivise providers to engage such individuals, for example the pupil
premium may incentivise good schools to admit pupils from deprived
backgrounds.
 PbR programmes attach funding to specific outcomes. In this way, they
transfer some degree of risk from government to providers. Few programmes
are ‘pure’ PbR and many feature upfront payments for engaging individuals or
delivering an element of the service. Programmes can pay out on a number of
outcomes, sometimes using a payment tariff which can include proxy
outcomes indicative of future behaviour. The DWP Innovation Fund, for
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example, pays out on a number of proxy measures for young people gaining
and sustaining future employment such as re-engaging with education,
addressing behavioural issues and truancy, and gaining qualifications.
 Gain-share or earn-back mechanisms are a distinct sub-set of PbR, where
payments are explicitly tied to and scaled by the fiscal benefits of specific
outcomes. These have tended to focus on additional tax revenue generated
from growth, for example the new homes bonus returns the additional council
tax revenue generated by new homes to local authorities. Such schemes can
share all or some of the fiscal gains between central and local government,
reflecting the degree to which outcomes are attributable to local action or the
provision of any upfront grant funding to stimulate and underpin initial
investment. The terms gain-share and earn-back are generally used
interchangeably, although the latter arguably puts greater emphasis on fiscal
benefits that are directly cashable while the former potentially allows for
outcomes that are known to generate fiscal benefits but are harder to directly
quantify.
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Figure 2 Outcome-based payment and financial incentive schemes used by government
Premiums

PbR programmes

Gain-share/earn-back

Additional funding tied to individuals/cohorts, in
order to reflect enhanced need or risk

Funding tied to specific outcomes, transferring
some degree of risk from government to providers

Local authorities earn back a share of the fiscal
benefits attached to delivering specific outcomes

Features

 Premiums offer financial incentives and
additional funding for those working with
individuals who have enhanced needs, may
require intensive and prolonged support, or
carry with them high inherent risk of
programme failure
 They can offer a simple flat rate
enhancement payment or different
payments for different cohorts

 PbR programmes are schemes where part
or all of the payments for service provision
are tied to the delivery of specific outcomes
 Payments can be attached to outcomes for
individual participants, cohorts or overall
performance levels
 Many schemes include an upfront payment
for engaging users (attachment fee) or
delivery of specific elements of the service
(‘fee for service’)

 A distinct subset of PbR, which explicitly ties
and scales payments by the fiscal benefits
of specific outcomes.
 Such schemes have tended to focus on
returning increased tax revenue to the local
areas that deliver them
 City and devolution deals have since paved
the way for ad hoc gain-share agreements
between central and local government

Examples

 Additional allocations/ ‘uplifts’ included in
skills and education funding for learners
from disadvantaged areas or lacking good
GCSEs in maths and English
 Enhanced payments for Work Programme
providers supporting claimant groups
furthest from the labour market
 Pupil premium provides an additional grant
to schools for deprived children, children
that are looked after and children whose
parents are service personnel

 The Work Programme pays providers for
successful job outcomes followed by
sustainment payments while the participant
remains in work. Total rewards vary
depending on the type of benefits claimed
by the participant
 The DWP Innovation Fund pays social
investors based on a payment tariff
including a range of outcomes e.g. reengaging young people in education,
addressing behavioural issues, gaining
qualifications or entering employment

 Business rate retention enables local
authorities to retain the income raised by
growth in business rate revenue above an
agreed baseline
 The New Homes Bonus is allocated to
local authorities based on the increase in
the effective housing stock, scaled by the
additional council tax revenue generated
 Greater Cambridge gain-share will enable
the combined authority to earn back up to
£400 billion over 10-15 years of additional
tax revenue resulting from the economic
impact of local investment

Description
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Successes, challenges and initial design considerations

Financial incentives remain largely in their infancy in the context of local government
funding. This research has sought to consider evaluation evidence for four of the
major financial incentives schemes introduced by government:
 the New Homes Bonus – which provides a fiscal incentive for local authorities
to facilitate housing growth through ambitious local plans, bringing forward
land for development, building strong links with the private sector and working
with their communities to ensure plans reflect their views;
 The pupil premium – which creates an incentive for good schools to take
pupils from disadvantaged backgrounds and provides additional funding to
support schools in closing the attainment gap between disadvantaged pupils
and their peers;
 business rate retention – introduced to incentivise local authorities to support
commercial development; increasing the supply of business premises,
reducing costs for businesses, leading to business expansion or creation and
ultimately growth of local economies;
 the Work Programme – which through its ‘payment-for-results’ mechanism
incentivises welfare-to-work providers to deliver sustained job outcomes for
those at risk of long-term unemployment.
For each of these schemes, we considered their purpose and scale, the way in
which they are delivered, key considerations influencing their design, and emerging
successes and challenges.
It is important to note that most of these schemes have been in place for only three
to four years and focus on long-term endeavours such as increasing housing supply
or closing the gap in educational achievement that take many more years to come to
fruition. The evaluation evidence that exists provides insight into their progress but
cannot assess their full impact. Our review of their progress paints a mixed picture of
success, as illustrated by Figure 3.
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Figure 3 Successes and challenges of key financial incentive schemes

Purpose

Incentive
mechanism

New Homes Bonus

The pupil premium

Incentivise local authorities to facilitate housing growth,
including building new homes and bringing empty homes
back into use

Incentivise good schools to take pupils from disadvantaged
backgrounds and provide additional funding to close the
attainment gap

 Bonus linked to the increase in the effective housing
stock and associated additional Council Tax revenue
generated
 Scale of the bonus linked to the national Council Tax
band averages and paid for the following six years
 Enhancement rate payable for additional affordable
homes and traveller pitches
 Bonus payments are not ringfenced and in two tier
areas (outside of London) the bonus is split with lower
tier local authorities receiving 80% of the grant and the
upper tier 20%

 Flat rate premium for three groups of eligible children deprived (free school meals); looked after; service
personnel
 Allocated as a separate grant to ensure additional
funding is clearly identifiable and easily targeted at the
relevant pupils
 The premium is not ringfenced, there is no top-down
guidance on how the additional funds should be used,
and schools can pool funds to widen the support
available

 Simple and predictable, with a flat rate for the three
groups of children eligible

Successes

 Simple and predictable, with a clear link between house
building, additional Council Tax revenue generated and
the Bonus payment

 Premium being used effectively by schools to provide
additional services or staff to support disadvantaged
children

 Limited additional administrative burden as bonus
allocations are calculated using existing Council Tax
base forms and are made alongside the local
government finance schedule

 Early signs of positive impact on attainment and
reduction in the achievement gap
 Ability to pool funds encouraging collaboration between
schools, local authorities and external providers
 Ofsted inspection framework provides useful monitoring
system while limiting additional administrative burden

Challenges

 Scale of the incentive found to be inadequate to drive
desired behaviours
 Potentially driving more individualistic decisions by local
authorities in two tier areas, rather than improving
collaboration between county and local councils
 Bonus payments largely ‘top-sliced’ from the formula
grant, redistributing funds to prosperous London and the
South East

 Difficult to attribute outcomes as pupil premium often
pooled with other funds and schools already targeting
support at disadvantaged pupils prior to the introduction
of the premium

 Rewarding local authorities for projects that would have
commenced anyway (deadweight)
 Funds raised not being used to support communities
directly impacted by development
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Business rate retention

Work Programme

Incentivise local authorities to permit development, increasing
the supply of business premises, reducing costs for
businesses and growing local economies

Payment for results mechanism incentivises providers to
deliver sustained job outcomes for people at risk of long-term
unemployment

 Local authorities retain the income raised through growth
in local business rates via a system of ‘top ups’ and ‘tariffs’
to maintain a degree of redistribution of rates set at the
baseline year
 Includes a safety net and growth levy to limit the
decrease/increase experienced by local authorities,
offering a degree of certainty over local budgets
 Reset periods included to reflect changes in relative need
and avoid long-run and growing disparities in the
resources of local authorities
 In two-tier areas business rates are shared (with local
authorities receiving 80%, and upper-tier receiving 20%)
and local authorities are able to voluntarily pool rates

 Providers receive a job outcome payment once the
participant has been in a job for an agreed duration and
then sustainment payments every four weeks the
participant remains in employment beyond that point, for a
set amount of time.

Purpose

Incentive
mechanism

 Participants divided into one of nine payment groups and
rewards are higher for those furthest from the labour
market, aiming to incentivise providers to support the
hardest to help
 Market share shift mechanism introduced to encourage
competition, shifting 5% of market share from the worst to
the best performers

Successes

 Ability to pool funds found to be encouraging collaboration
across local authorities, while mitigating volatility in rate
income

 Complexity of the scheme makes it hard for local
authorities to understand and predict funding levels and
volatility in business rate revenue increases risk
 Early evaluations of the scheme found the scale of the
incentive (when the local share retained was 50%) was
inadequate to drive desired behaviours and local
authorities will now retain all growth in business rate
revenue
 Reset period is argued to create a perverse incentive to
approve development early in each period and delay
agreeing to projects at the end of the period
 Need for previously uncollected information creates
additional administrative burden

 Innovative scheme design, designed to address
weaknesses in previous welfare-to-work programmes,
particularly the flexibility it affords providers in determining
appropriate interventions, outcome measurement, and
payment by results mechanism
 Delivering improved value for money in some respects,
where for example the DWP is paying less for low
performance

 Scale of the incentive for most disadvantaged cohorts
found to be inadequate to reduce ‘parking’ of hardest to
help, with no evidence of improved outcomes and a lack of
support for those with complex barriers

Challenges

 Failure of performance management framework to control
minimum standards and incentivise good and exceptional
performance
 Challenging outcome validation leading to over-payment
on invalid claims/under-reporting of valid outcomes
 Market share shift mechanism found to have little
noticeable impact on performance, largely given the
amount of new referrals shifted is relatively small when set
against the backdrop of falling referrals
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Looking across the breadth of the evaluation evidence for these schemes, it is clear
that even where financial incentives might be a valuable addition to the policy
framework in principle, designing an effective incentive mechanism can be difficult.
The financial incentives schemes we reviewed demonstrated some degree of
success, particularly in their ability to create a direct and tangible link between target
outcomes and fiscal benefits, the flexibility they afford local providers in designing
interventions that meet local needs, and their ability (in some cases) to promote
collaboration and the pooling of funding between local stakeholders and across local
authority boundaries.
However, the evaluation evidence also points to a number of challenges, including:
 Simplicity vs refinement trade-off – where schemes that aim to be simple and
predictable for local authorities are at heightened risk of deadweight and
spurious incentives, while those that aim to be more refined (for example, by
tying payments to additional outcomes above an agreed baseline) can be
complex, making it difficult for local authorities to understand and predict
funding levels.
 Scale – where the potential rewards on offer play a critical part in driving
changes in attitudes and behaviours. The New Homes Bonus, business rate
retention scheme (when the local share was set at 50 per cent) and Work
Programme have been heavily criticised for failing to create a powerful
enough incentive to bring about intended behavioural change (NAO, 2013;
LGA, 2013; DWP, 2014a).
 Spurious incentives – where despite a rigorous design process, new schemes
can have unintended consequences. The use of ‘reset periods’ in business
rate retention, for example, has been argued to create an incentive for local
authorities to approve development early in each period and delay agreeing to
projects at the end of the period (IFS, 2014). Similarly, the New Homes Bonus
has been found to be potentially driving more individualistic behaviours in twotier areas rather than enhancing communication and strategic co-ordination
between district and county councils (NAO, 2013).
 Indirect use of funds – where rewards paid through the incentive schemes
that are not ringfenced are not directly used to support target groups. The
DCLG evaluation of the New Homes Bonus, for example, found receipts were
largely being used to support local authorities’ general fund, rather than
providing additional services for those communities directly impacted by
development (DCLG, 2015a).
Our review of the successes and challenges of these schemes therefore points to
some important initial design considerations, outlined in Box 1.
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Box 1 Initial design considerations
1.

Be clear on the target.
Poverty reduction is complex. Designing a singular incentive based on a composite
measure of poverty risks being removed from the actual activity undertaken. It may
be more appropriate to consider incentives focused on specific facets of poverty
reduction (e.g. tackling worklessness or reducing the cost of living) or particular
groups (e.g. young people at risk of disadvantage or those with health issues).

2.

Focus on behavioural change.
An incentive needs to be founded on a clear logic model – flowing back from
impacts, outcomes and outputs to activities and inputs. Incentives are about
influencing and encouraging behaviours while allowing local stakeholders the
flexibility to innovate and apply policy aims to local conditions. This makes it
important to consider behavioural change. In particular, any incentive will need to
be clear on how it will influence attitudes and change the behaviours of delivery
agents and their partners in a way that will deliver the desired outcome.

3.

Offer flexibility in delivery, but consider conditions on expenditure.
Flexibilities to decide the best ways of alleviating poverty should be an element of
any new local incentive. However, ringfencing grants paid in reward for delivering
positive outcomes for further activity would help create ‘revolving funds’,
maximising impact and ensuring the financial sustainability of programmes.
Conversely, attaching conditions to incentive payments may diminish the power of
the incentive and government has increasingly moved away from ringfencing to
enable local authorities flexibility to fulfil their statutory duties despite funding cuts.

4.

Choose a lead delivery agent, but incentivise a partnership approach.
It must be clear which partner/agency is being incentivised and that this must offer
both (i) the best understanding of local needs and (ii) have influence over the
factors that would deliver the necessary outcomes, either through direct service
delivery or control mechanisms. But poverty reduction is complex and there are
multiple relevant partners. This adds weight to a partnership approach and
incentives for multiple agents to work together.

5.

Make the incentive transparent, powerful and permanent.
It is important to ensure that any new local incentive has a payout directly linked to
and scaled by the fiscal rewards associated with reducing poverty. This will vary
depending on the target outcome and the differing circumstances. Schemes will
probably need to feature upfront payments, in order to help providers balance risk
and reflect constraints on working capital experienced by small and medium
enterprises and the voluntary, community and social enterprise sector. In an
environment where programmes change, it is essential that any new incentive
scheme is a relatively permanent fixture. This is essential given paying for results
may have a time lag between the intervention and the receipt of payment for
delivering desired outcomes.
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With these lessons in mind, the next section of this research considers new policy
proposals for financial incentives for city-level stakeholders to better integrate
poverty reduction within local growth strategies.
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3 New financial incentives to link growth and
poverty
In the absence of fiscal decentralisation, financial incentives offer the potential to act
as valuable mechanisms that allow city-level stakeholders to develop innovative
solutions to address complex local issues, while sharing an element of risk and
reward with government. In this section we look in particular at the scope to use
financial incentives to better link growth and poverty, reviewing policy ideas
emerging from key thinktanks and considering how such mechanisms might work in
practice. We find:
 While city-level stakeholders have a number of levers to connect growth and
poverty locally, there are concerns they lack both the resources and financial
incentives to promote inclusive growth. As more devolution deals are forged
there is scope for them to include more ‘asks’ that will allow, support and
incentivise cities and city regions to connect growth and poverty. Financial
incentives – if designed correctly – have the potential to be a valuable part of
this picture.
 A number of key thinktanks and many of those consulted as part of this
research suggest the use of financial incentive mechanisms need not be
limited to sharing the fiscal benefits of economic growth and scope for new
schemes that incentivise inclusive growth, particularly new earn-back
mechanisms similar in principle to that agreed in Greater Manchester.
 Our review of existing financial incentives, however, suggests they are difficult
to get right and when assessing the appropriateness of policy ideas we must
consider both whether they would pass a Green Book style appraisal and
display the features suited to outcome-based payment mechanisms. Through
this process we identify four potential policy options for new incentives to
strengthen the link between growth and poverty.

Incentivising inclusive growth
City-level stakeholders have an important role to play in promoting inclusive growth,
particularly in the delivery of back-to-work programmes where they are able to draw
on their economic and political leadership, localised knowledge and networks, and
expertise in delivering skills and employment programmes (Green et al., 2015; Rolfe
et al., 2015).
Cities also have a number of levers through which to connect growth with poverty
and disadvantage in their local areas. Recent research has stressed the need for
levers that ensure the local population are able to take up new employment
opportunities (such as skills, employability and intermediate labour market (ILM)
schemes), and efforts to influence ‘place-based factors’ that help disadvantaged
groups to access jobs through childcare or supported transport for example (Lee et
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al., 2014). Other work points to the importance of interventions at each stage of the
‘employment pathway’ – helping move people towards being work-ready and enter,
stay and progress in work, as outlined in Figure 3.1 (Green et al., 2015).
Figure 4 Local levers to connect growth and poverty

Pre-employment

• Intensive and personalised case-worker engagement, coaching & mentoring
• Circumstance-specific/holistic support e.g. CBT, mental and physical health services, housing, care
support, basic skills and ESOL training
• Vocational training and apprenticeships specifically targeted at those at risk of disadvantage
• Volunteering, work experience and ILMs (potentially linked to growth sectors)

Entering
employment

• Employer support to promote inclusive recruitment and selection practices and in-work training
• Programmes to link disadvantaged residents with employment opportunities, particilarly created by
new developments/public sector contracts
• Utilising the planning system to influence the location of jobs and affordable homes and
infrastructure development to improve access to work
• Local public service provision, such as childcare or supported transport for those that face specific
barriers

Sustaining
employment

Progressing in
employment

• Personal mentor networks, offering ongoing support for disadvantaged individuals once in work
• Advice and coaching for employer's on how to promote inclusive employment practices and
support disadvantaged individuals in the workplace

• Work with young people that are under-employed to support moves to more suitable/better paid
work
• Career ladder schemes which develop structured pathways of opportunity that are often lacking in
low skill/low pay sectors
• Employment skills plans and mentoring to support upskilling and wage progression
• Subsidised apprenticeships/traineeships
• Promotion of the living wage

But while city-level stakeholders might have the right tools to connect growth and
poverty locally, there are concerns they lack both the resources and financial
incentives to promote inclusive growth. Research by the Centre for Economic and
Social Inclusion (CESI), for example, highlights how the fiscal benefits of economic
growth or tackling welfare dependency delivered locally often accrue nationally
(Bivand and Simmonds, 2014). There is also growing evidence that cuts to local
government budgets are beginning to undermine organisational capacity and impact
on frontline services, particularly those that carry inherent risk, take some time to
payback, or where fiscal benefits are realised elsewhere and many of the levers to
link growth and poverty are likely to fall in this category (Hastings et al., 2015).
The devolution agenda offers the opportunity for local government to do more to
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actively connect growth and poverty, even in the face of severe and ongoing cuts to
the sector. However, assessments of the early deals highlight their clear focus on the
levers required to drive economic growth, with particular emphasis given to capital
funding for investment in critical infrastructure, alongside programmes to support
local businesses, stimulate investment and innovation, create jobs and better align
skills to the needs of employers.
This focus is reflective of the terms of reference for the deals and the backdrop
against which they conceived, at a time when the hunt for growth was paramount.
But as the UK economy has returned to growth the question is no longer simply how
we grow, but rather how we can ensure everyone benefits from this growth.
As more devolution deals are forged there is the opportunity to widen the focus of
the deals to inclusive growth and to include more ‘asks’ that will allow, support and
incentivise cities and city regions to connect growth and poverty in their areas.
Financial incentives could comprise a valuable part of this picture, and below we
consider emerging ideas for the use of such mechanisms to promote inclusive
growth.

Emerging policy ideas
Despite the design challenges associated with outcome-based payment
mechanisms, there is a growing interest in the use of financial incentives in the
context of local government funding. We are clearly at a time of rapid policy
innovation catalysed by the city, growth and devolution deals and in the absence of
fiscal decentralisation, financial incentives offer the potential to act as valuable
mechanisms to share risk and reward between central and local government.
While much of the current debate focuses on sharing the additional tax revenue
generated from growth (including new homes, new/expanded commercial premises
and economic growth) our research suggests there is also potential to use financial
incentives – if properly designed – to support, encourage and incentivise city-level
stakeholders to better connect economic growth and poverty reduction in local
strategies.
Our work has also sought to review policy ideas concerning the practical use of
incentives emerging from key thinktanks and lobbyists (see Figure 5). We find
support for the use of incentives in a number of areas and that the earn-back
mechanism for transport infrastructure included within Greater Manchester’s city deal
appears to have captured the interest of many thinktanks (see Box 2).
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Box 2 Greater Manchester earn-back
As part of its city deal Greater Manchester Combined Authority agreed an earnback mechanism with government, where it retained a share of the additional gross
value added (GVA) growth above an agreed baseline delivered through £1.2 billion
in local infrastructure investment.
The scheme is designed to incentivise the authority to prioritise schemes based on
its net GVA impact at the Greater Manchester level. If successful in driving
economic growth, Manchester will retain a larger share of the resultant tax increase
than it would have done under business rate retention (BRR). The incentive is
payable for 30 years, with payment by government once investment has generated
value above the agreed baseline, from 2015/16 onwards. Total payments are
capped at £30 million a year or £150 million for each five-year period and earned
back resources are to be used for similar investment, creating a revolving fund.
While it was originally intended that the model use a complex formula linked to
changes in rateable values and GVA, difficulties in finding robust data have since
meant the model will follow a simpler arrangement where funding is based on an
independent panel’s appraisal of the economic impact of investment, similar to the
gain-share mechanisms agreed in Greater Cambridge, Glasgow and Leeds.
HM Treasury/GMCA (2014)
While it is impossible to anticipate how successfully Greater Manchester’s earn-back
will work in practice, its overall argument for a city authority to retain a greater share
of the additional tax revenue attached to enhanced economic growth has triggered
wider interest in such mechanisms as a stepping stone to wider devolution and with
applications in areas such as transport, housing, and childcare:
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Figure 5 Emerging policy ideas from key thinktanks and lobbyists
Extend earn-back to welfare and introduce new
community deals where local community
organisations act as budget holders for welfare
spending

‘Double-dividend’ strategy focusing on
social outcomes as well as economic
growth

Incentivise Work Programme providers to
progress claimants into better paid jobs, with
enhanced payments commensurate of the
associated in-work benefit savings and
additional tax receipts

Extend earn-back to transport and childcare, as
part of a wider ’right to earn-back’

‘New Start’ scheme to support people with
work-limiting health issues and their
employers, with bonus payments for LAs
where ESA claimants are able to stay off
benefits

Introduce living wage city deals where LAs are
returned the fiscal benefits of them paying a
living wage, to then support private sector
businesses to do the same.

Financial
incentives
linking growth
and poverty
‘Benefits to Bricks’ where LAs take a share of the
proceeds attached to reducing housing benefit in
their area

Housing deals where LEPs are able to retain
stamp duty receipts for new homes sold for under
£500,000 in their area
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Our consultations with stakeholders also suggest support for new financial
incentives, particularly as a means to increase the funding to and influence of cities,
and to reward efforts to reduce poverty and secure the financial sustainability of local
projects or pilots. Indeed a number of the programmes discussed as part of this
research were looking to evidence the fiscal benefits of the outcomes they deliver
and some were trying to negotiate some element of gain-share with government.
There was, however, a recognition that incentive schemes need to be both
significant enough to have impact and well designed enough not to have unintended
negative consequences on motivation, finances, and on the disadvantaged groups
they are ultimately meant to help. Some consultees expressed uncertainty around
how the management and practicalities of such incentives would work, while others
suggest they bear the risk of simply rewarding existing behaviour. A number of
consultees argued that full devolution and decentralisation of budgets may be
preferable to the introduction of new incentives, but recognised they could potentially
act as a valuable stepping stone on this path.
We developed a longlist of policy options – summarised in Figure 6. These proposals
build on the findings from our research, emerging lessons from the 2010-2015
government’s incentive programmes, the review of relevant policy suggestions from
influential thinktanks, and our interviews and engagement with a series of
stakeholders, along with discussions within The Work Foundation, colleagues at
Lancaster University and JRF.
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Figure 6 Potential options for financial incentives
1. Benefits take-up

5. Housing Benefit earn-back

Incentivise local authorities to increase benefits take-up
among those entitled but not claiming.

Incentivise local authorities to address housing need among
disadvantaged groups and increase the supply of affordable
homes.

LAs are able to directly provide or fund local advice services,
outreach activities in the community and campaigns
concerning benefit entitlement and debt, exploiting existing
relationships with CAB and other local VCSE organisations.
LAs would receive payments for registering people on to the
correct benefits, scaled by the value of benefits claimed and
drawing on DWP administrative data on claimants.

LAs are able to negotiate better deals with private landlords
reducing rents and bring forward and develop more sites
leveraging their planning powers, public land and role as a
large-scale purchaser of tenancies.
LAs would retain a share of any reduction in housing benefit
relative to forecasted costs.

2. City living wages

6. Longer term tenancies

Incentivise local authorities to offer a city living wage to their
low-paid employees and require suppliers bidding for their
procurement contracts to do the same.

Incentivise landlords in the private rented sector to offer
longer term tenancies for those in receipt of housing benefit.

LAs are substantial employers and purchasers within their
local areas and there is scope for them to better capitalise
upon their role as anchor institutions.

Short-term tenancies create uncertainty for families on how
long they can remain in their home and the financial risk of
future rent rises, and can lead to children having to move
schools, disrupting their education.

LAs would receive an estimated share of savings to in-work
benefits and increased tax revenue, with payments
ringfenced for further activity to promote a city living wage.

Landlords would in return receive favourable rates of
taxation on rental income, along with enhanced allowances
for property maintenance.

3. Welfare earn-back

7. Social value

Incentivise local authorities to bring down the benefits bill in
their areas and to offer support to help move people off
benefits and into work or better-paid work.

Incentivise local authorities to include community benefits or
social value within their large works and services contracts.

LAs could exploit their knowledge and relationships with
specialist local providers of IAG, employment support, health
and skills, along with networks of local employers.
LAs would receive a share of the savings in total benefits
expenditure within their local area, relative to a baseline
forecast.

LAs could better leverage their role as large-scale
purchasers to require contractors to deliver specific and
measurable social value outcomes.
LAs would receive payments using a tariff that reflects the
fiscal benefits realised by central government when social
outcomes are achieved

4. Social impact bonds
Incentivise social investors and local authorities to generate
a new wave of social impact bonds (SIBs) to help those with
complex barriers into employment.
These SIBs would deliver highly personalised support for
those that fail to secure sustainable employment through the
Work Programme.
LAs and social investors would receive payments by results,
based on a tariff that featured a broad array of hard and soft
outcomes.
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Assessing the appropriateness of financial incentives
Our review of the evaluation evidence on existing financial incentive schemes
suggests they are difficult to get right; something reiterated in the recent NAO report
on outcome-based payment measures (NAO, 2015).
With this in mind, this research has assessed these emerging policy ideas to
consider both, i) whether they have the potential to pass a Green Book style policy
appraisal, and ii) whether the use of an outcome-based payment mechanism is likely
to be appropriate and feasible, given the technical challenges of using PbR, building
on recent guidance from the NAO on the circumstances to which PbR is best suited
(NAO, 2015) (see Box 2).
Box 2 The five case model
1.

Strategic. There must be a rationale for the public sector to address the
results of market failure (providing a public good for social benefit) or
addressing the causes of market failure (addressing transactions costs
around information and coordination); or addressing institutional failure where
existing government interventions are not effective. This must also fit with the
current policy context.

2.

Economic. Whether an intervention represents public value. It must consider
the outcomes that would have happened anyway (deadweight), perverse
effects (displacement); and how unintended groups may take gains (leakage).
This is not a detailed cost-benefit-analysis but will highlight economic risks.

3.

Commercial. The effect of the intervention in a market place; for example, if
the intervention is commercially feasible and would not fall down on
procurement and contractual issues.

4.

Financial. If the proposed spending is affordable, and what the impacts and
risks are for income and expenditure.

5.

Management. If the intervention is deliverable, and what kind of delivery
details and milestones matter.

HM Treasury (2013)
This provides scrutiny not only of the interventions proposed, but the use of
outcome-based payment as a mechanism to underpin them and imposes substantial
but sensible constraints on what options could and should be considered.
Finally, in shaping these options we have worked within the context of JRF’s
objectives to address both worklessness and in-work poverty with policy priorities
around pre-employment and employment interventions, as well as post-employment,
retention and progression (Figure 7).
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Figure 7 Shortlisting policy options

Based on this combined approach, we consider there to be scope for additional
financial incentives in the following areas:
1. Enable local authorities to agree bespoke earn-back deals with government to
share the fiscal benefits of reducing welfare spending.
2. Commission a new wave of social impact bonds through a payment by results
based fund for programmes targeting those with complex barriers.
3. Establish a national gain-share scheme for local authorities securing social
value outcomes through their large works and services contracts.
4. Enable local authorities to agree bespoke earn-back deals with government to
share the fiscal benefits of reducing housing benefit spending.
The following section discusses in more detail what these policy options might look
like in practice, and considers the rationale for such intervention, potential workings
of the outcome-based payment mechanism, local policy levers to deliver target
outcomes and crucial issues that will need to be considered when working up
detailed scheme designs and business cases.
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4 Developing proposals for new financial incentives
While financial incentives offer the potential to support, encourage and incentivise
city-level stakeholders to better connect growth and poverty, our research has
highlighted that in practice these are challenging to get right.
This section looks in more detail at the four shortlisted policy options. We find:


there is rationale for further action and strategic fit with existing government
policy to promote social justice, tackle worklessness and reduce welfare
spend;



it is challenging but feasible to design an effective incentive scheme, making
use of payment-by-result or earn-back/gain-share mechanisms while learning
from existing approaches;



local stakeholders benefit from a range of levers through which to deliver
target outcomes, including demand- and supply-side labour market initiatives
and housing market interventions that have the potential to be mutually
reinforcing;



for each policy proposal there exists both risks and challenges that would
need to be overcome as part of the detailed design process.

Figure 8 provides an overview of each of the policy proposals.
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Figure 8 Summary of policy proposals


Description

Incentive
mechanism

1. Welfare earn back

2. Social impact bonds PbR

Enable local authorities to agree bespoke Earn-back deals
with Government to share the fiscal benefits of reducing
welfare spend in their local areas

Commission a new wave of social impact bonds through a
payment by results based fund for programmes targeting
those with complex barriers

 Medium-term forecast of local expenditure across a
range of benefits to act as a baseline, reflecting current
spend and forecast changes in external drivers of
welfare spend (building on national OBR forecasting
methodology)
 Local authorities would retain a share of savings in
benefits expenditure, where the share retained reflects
the desired risk/reward balance between central and
local government
 Scheme would span five years, with allocations
ringfenced to create a revolving local welfare fund
 Initial piloting of the scheme with local/combined
authorities that have agreed city/devolution deals

 Local authorities would develop the SIBs and act as
main contracting bodies, exploiting their local
knowledge and networks and potentially sharing some
of the risk and reward
 DWP would act as the commissioning body, responsible
for determining target outcomes and groups, the
payment tariff and the total scale of the fund
 Social investors would provide up-front capital to fund
provision
 DWP would pay local authorities for outcomes delivered
based on the payment tariff, who in turn would offer a
ROI to investors

E.g. Policy
levers
 Working in partnership with local providers, local
authorities have a range of levers to help the most
disadvantaged to move into, stay and progress in work
and a strong track record in commissioning local
welfare-to-work programmes
 Local authorities would ultimately be free to decide
where to focus local efforts, reflecting local need and
the make-up of the local welfare bill

E.g. Design
considerations

 Share of fiscal savings to be ‘earned-back’ by local
authorities would need to be sufficient to drive
behavioural change
 Difficult to accurately forecast benefits expenditure,
where welfare spend is heavily impacted by policy
changes and trends in local labour and housing markets
 Challenging to attribute changes to additional
programmes over mainstream national schemes and
existing local initiatives
 If earn-back includes all benefits, risk of continued
‘parking’ of the hardest to help. Scope therefore to
target specific benefit types or groups, or to employ a
‘case worker-led’ approach

 Social investors and local authorities would be able to
determine target outcomes, cohorts and eligibility
criteria, and commission services based on local need
e.g. poor skills, ill-health, deprived neighbourhoods
 Providers could offer intensive case worker
engagement, a personalised package of support aimed
at overcoming barriers, transitional employment
opportunities and in-work mentoring

 The return on investment would need to be sufficient to
attract investors and mitigate the risk associated with
programmes targeting those with complex barriers.
 Multiple rounds of commissioning might be required in
order to reflect differing states of readiness of social
investment partnerships
 The payment tariff for the fund would need to include
measures of distance travelled in order to deter the
‘parking’ of the very hardest to help, but it is challenging
to measure and quantify soft outcomes
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3. SOCIAL VALUE GAIN SHARE

4. HOUSING BENEFIT EARN BACK

Establish a national gain-share scheme for local authorities
securing social value outcomes through their large works and
services contracts

Enable local authorities to agree bespoke earn-back deals
with government to share the fiscal benefits of reducing
housing benefit spending

 Government could establish a national payment tariff for
targeted recruitment and training outcomes delivered by
local authorities’ major development projects
 Local authorities would be required to invest in robust
systems capable of evidencing community benefits and
would receive payments for aggregate social outcomes
delivered according to the tariff
 Payments would be ringfenced to build capacity of local
authorities in securing social value and invest in local
wraparound services
 Scope to subsequently extend the scheme to other types
of contracts and other types of community benefits.

 Local authorities would retain a share of savings in
housing benefit expenditure, where the share retained
reflects the desired risk/reward balance between central
and local government
 Scheme to span no less than three years, with scope to
‘roll-over’ investment expected to impact in subsequent
period. Allocations to be ringfenced for investment in local
housing

 Accelerate affordable housing, with local authorities
bringing forward or directly developing more land

 These would largely focus on demand side interventions;
creating opportunities for those in poverty, where
contractors recruit from and offer transitional employment
and training opportunities to target cohorts

 Local authorities could also negotiate better deals with
private landlords and reduce the cost of temporary
accommodation by increasing provision of properties
designed for this purpose

 Local authorities would explicitly state the community
benefits sought, including them as part of the subject of
the contract, considering these outcomes in the award of
the contract and holding contractors accountable for
delivery

 There is also scope for local authorities to support local
residents into work, leveraging the relationship of between
LA housing teams and workless tenants

 Payment tariff would need to reflect role of Local
Authorities versus that of local employment and support
agencies in delivering social value outcomes
 Improper use of social value clauses in contracts could
increase bureaucracy in public sector procurement;
deterring suppliers and increasing costs
 Collating management information across the full breadth
of procurement contracts is likely to be challenging and
there may currently lack robust systems in place to do this,
requiring initial upfront investment by local authorities

Incentive
mechanism

 Medium-term forecast of housing benefit expenditure in
each local area to act as a baseline, reflecting current
spend and forecast changes in external drivers of spend
(building on national OBR forecasting methodology)

 Local authorities would be free to determine which
community benefits to seek through their contracts based
on local social value priorities and the subject matter of the
contract

 Despite a growing body of evidence, there are few
rigorous evaluations that seek to measure social value
outcomes

Description

E.g. Policy
levers

E.g. Design
considerations

 Share of fiscal savings to be ‘earned-back’ by local
authorities would need to be sufficient to drive behavioural
change
 Difficult to accurately forecast housing benefit expenditure,
where spend is heavily impacted by policy changes and
trends in local labour and housing markets
 Housing Benefit earn-back could incentivise Local
Authorities to employ gate-keeping practices, reduce
support to promote benefit take-up or displace residents to
other boroughs
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Enable local authorities to agree bespoke earn-back deals with
government to share the fiscal benefits of reducing welfare
spending
Overview
 Medium-term forecast of local expenditure across a range of benefits to act as a
baseline, reflecting current spend and forecast changes in external drivers of
welfare spend (building on national OBR forecasting methodology)

Incentive
mechanism

 Local authorities would retain a share of savings in benefits expenditure, where
the share retained reflects the desired risk/reward balance between central and
local government
 Scheme would span five years, with allocations ring-fenced to create a
revolving local welfare fund
 Initial piloting of the scheme with local/combined authorities that have agreed
city/devolution deals

 Working in partnership with local providers, local authorities have a range of
levers to help the most disadvantaged to move into, stay and progress in work
and a strong track record in commissioning local welfare-to-work programmes
. Policy levers

 Local authorities would ultimately be free to decide where to focus local efforts,
reflecting local need and the make-up of the local welfare bill

 Share of fiscal savings to be ‘earned-back’ by local authorities would need to be
sufficient to drive behavioural change

. Design
considerations

 Difficult to accurately forecast benefits expenditure, where welfare spend is
heavily impacted by policy changes and trends in local labour and housing
markets
 Challenging to attribute changes to additional programmes over mainstream
national schemes and existing local initiatives
 If Earn-back includes all benefits, risk of ‘creaming’ of those easier to move off
benefits and ‘parking’ of the hardest to help. Scope therefore to target specific
benefit types or cohorts.

Rationale
The Conservative government has pledged to cut welfare spending by £12 billion a
year through a package of measures including a cut to the benefits cap, a freeze in
working-age benefits, cuts to Employment Support Allowance and scrapping
Housing Benefit for young people (HM Government, 2015).
As we argue in Section 3, their proximity to local markets means city-level
stakeholders are well placed to understand local need, benefit from local
partnerships and referral networks and identify and fill gaps in national provision.
Despite this, funding cuts to local government are beginning to impact frontline
services (Hastings et al., 2015).

In light of these issues, we recommend government explore the potential for local
authorities to agree bespoke welfare earn-back deals that allow them to share in the
fiscal benefits of reducing welfare spending in their local areas.

Earn-back mechanism
Such an earn-back deal would return a share of the fiscal saving attached to a
reduction in the benefits bill to local authorities. This could, for example, include
aggregate expenditure on Jobseeker’s Allowance, Employment Support Allowance,
Incapacity Benefit and Severe Disability Allowance, Income Support, Housing
Benefit and tax credits or spend on specific benefits or target group. Initially the
scheme could be made available to those local or combined authorities that have
agreed city or devolution deals with government.
The earn-back mechanism would be underpinned by a forecast of benefits
expenditure constructed by DWP and agreed with local authorities. This baseline
would reflect current benefits expenditure within the local area, local trend-based
projections and forecast changes in the primary drivers of welfare spending (labour
market trends, inflation and earnings growth, reforms to the welfare system for
example), building on national medium-term forecasts included in the OBR’s annual
Welfare Trends Report.
Local authorities would seek to agree with government the share of welfare savings
(over and above the baseline forecast) that they would ‘earn back’, reflecting the
desired risk/reward balance between central and local government.
Given employment and other support programmes often take a number of years to
impact actual benefits spending, the earn-back scheme would need to span a
minimum of five years. Payments would be made annually in order to minimise the
time lag between interventions, outcomes and rewards, and would be ringfenced in
order to create a revolving local welfare fund to underpin investment in local
wraparound services.
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Figure 9 How the welfare earn-back could work

Local/combined
authorities

DWP returns share of
fiscal savings as a
ringfenced grant

Department for Work and
Pensions

LAs
commission
employment
support
services to
meet local need

Providers

Calculates fiscal savings to be
returned to LA where:

Providers deliver
employment outcomes
that reduce welfare
spend

Earn-back = Share * (forecast
annual expenditure in LA - actual
annual expenditure in LA)

Policy levers
Local authorities have a range of levers to better link growth and poverty and to help
move the most disadvantaged into work, as illustrated by Figure 4 and the case
study below, which provides an example of local action to support local residents into
work.
While the earn-back mechanism would provide the incentive to reduce welfare spend
in their area, local authorities would be free to decide how best to deliver these
savings, where to focus local efforts and which types of local programmes would
best meet local needs. In areas where the economy is growing rapidly for example,
the focus may be on linking disadvantaged residents to jobs, while in areas where
spend on in-work benefits is high, interventions targeting in-work progression and
promotion of the living wage may be more appropriate (Lee et al., 2014).
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Case study: Thames Valley Berkshire ‘Elevate’ Programme
The ‘Elevate’ programme, launched in April 2014, is predicated on the idea that
employment is the best route out of poverty and is designed in response to the need
to bring together the fragmented nature of support available for young people across
Berkshire (with 100+ different providers).
It is focused on improving outcomes by simplifying pathways, promoting better
engagement and support while also improving efficiency by eliminating overlap in
services and capitalising on economies of scale in service delivery.
It is targeted at hard to reach young people, such as those that are NEET or
underemployed, lone parents, young people with a disability and children in care.
The programme encapsulates a wide range of support, including for example:





co-located hubs in each local authority – acting as one stop shops for young
people, in visible locations like empty shops on the high street;
working with young people that are underemployed – to help them move into
more suitable/better paid employment;
working with employers – helping them to improve their accessibility to young
people with disabilities and subsidising traineeships and apprenticeships;
employment skills plans and using procurement to secure social value – for
example, explicitly writing into tenders for major developments the need for
targeted recruitment, apprenticeships and work placements.

Rather than being a short-term employment support project, it is intended to deliver a
long-term programme of cultural and systems change in the way employment support
services are delivered – realigning provision and simplifying the pathway for young
people. The programme is underpinned by funding from the Cabinet Office (£2.
5million) and ESIF (£2.5 million), along with £300,000 of support from the Cabinet
Office’s Behavioural Insight Team’s in programme design.

Key design considerations
There are a number of considerations that would need to feature as part of the
design and business planning process of any Welfare earn-back scheme:
 The share of fiscal savings to be ‘earned-back’ would need to be sufficient in
scale to influence local government behaviour at a time when budgets are
being cut and spending decisions are heavily scrutinised. However, the
benefits attached to moving someone claiming out-of-work benefits into a job
or increasing the earnings of someone in-work to the living wage are
substantial. Figure 10 provides an illustration of the potential financial gain of
welfare earn-back to local authorities.
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Figure 10 What would local authorities stand to gain?1
The latest OBR medium term forecasts suggest overall welfare spending will rise in cash
terms by 9.6 per cent between 2014/15 and 2019/20, with core in and out-of-work benefits
rising by 6.7 per cent over the same period.
If the core cities were able to halve this rate of growth in the benefits bill in their respective
areas, this would deliver around £220 million in savings to central government. A welfare
earn-back mechanism that allowed the core cities to retain just 50 per cent of this saving,
for example, would create a combined welfare fund in excess of £110 million.

1 Figures are for illustration purposes only. We have not sought to construct detailed forecasts of local benefits spending as
part of this research. Figures include JSA, IB and SDA, IS, ESA, HB and Tax Credits. Sources: DWP Tabulation Tool, DWP
Stat-Xplore, HMRC Tax Credit statistics, OBR Welfare Trends Report 2015

Cities would be free to decide how best to deliver these savings. For example
Nottingham, which has the second highest claimant count rate of unemployment, could
look to significantly cut the number of people claiming JSA, alongside reductions in HB
and ESA caseload. In contrast, Birmingham could focus on skills and wage progression
programmes that would cut tax credits, which account for a much larger share of the city’s
welfare bill. Similarly Liverpool, which has among the highest welfare spend on ESA
claimants (in relative terms), could focus programmes on those further from the labour
market that have physical and mental health
issues.
Ultimately, welfare earn-back even of a modest
scale could deliver a sizeable budget to
underpin future programmes, with the potential
scale of earn-back even greater if we look
beyond city boundaries to city-regions and
LEPs.
Despite this, these fiscal benefits represent a
small fraction of the total gains realised by
central government. Research quantifying the
fiscal benefits of tackling worklessness and low
pay suggest benefit savings account for less
than half of the annual per capita gains from in
and out of work claimants receiving the living wage
(Bivand and Simmonds, 2014).
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 The rewards must be reflective of the impact of additional local interventions
on benefit expenditure, over and above mainstream national schemes such as
the Work Programme and existing local initiatives. The use of a baseline
forecast of local benefits expenditure would help to assess additionality, but it
is challenging to construct robust forecasts where welfare spending is heavily
influenced by policy changes and a number of external factors that are, in
themselves, difficult to predict. It will be important therefore to take a
pragmatic approach in order to overcome these challenges and it may be
necessary to turn to evaluation evidence and an independent panel to agree
the net additional impact of programmes and the scale of fiscal savings to be
‘earned-back’.
 Finally, if the welfare earn-back includes all of the major in and out-of-work
benefits there exists the risk of ‘creaming’ of those closer to the labour market
and ‘parking’ of those harder to move off benefits. It may, therefore, be more
appropriate to consider a subset of benefits e.g. ESA claimants; to employ a
‘cohort’ based approach using a classification system that assesses the
intensity of employment support a person may require or duration of time
spent on a programme; or to consider the likely cost of the individual to the
Exchequer based on their unique characteristics as determined by their key
worker – an approach considered by recent research undertaken by IPPR for
JRF (IPPR, forthcoming).
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Commission a new wave of social impact bonds through a payment
by results based fund for programmes targeting those with
complex barriers
Overview
 Local authorities would develop the SIBs and act as main contracting bodies,
exploiting their local knowledge and networks and potentially sharing some of
the risk and reward
Incentive
mechanism

 DWP would act as the commissioning body, responsible for determining target
outcomes and cohorts, the payment tariff and the total scale of the fund
 Social investors would provide up-front capital to fund provision
 DWP would pay local authorities for outcomes delivered based on the payment
tariff, who in turn would offer a ROI to investors

 Social Investors and local authorities would be able to determine target
outcomes, cohorts and eligibility criteria, and commission services based on
local need e.g. poor skills, ill-health, deprived neighbourhoods
Policy Levers

 Providers could offer intensive case worker engagement, a personalised
package of support aimed at overcoming barriers, transitional employment
opportunities and in-work mentoring to aid sustainment and progression

 The return on investment would need to be sufficient to attract investors and
mitigate the risk associated with programmes targeting those with complex
barriers.
Design
Considerations

 Multiple rounds of commissioning might be required in order to reflect differing
states of readiness of social investment partnerships
 The payment tariff for the fund would need to include measures of distance
travelled in order to deter the ‘parking’ of the very hardest to help, but it is
challenging to measure and quantify soft outcomes

Rationale
The issue of ‘creaming’ and ‘parking’ has been found to be a primary failing of the
Work Programme, where despite the increased payments for successfully placing
more disadvantaged payment groups into employment, the low probability of a
successful outcome has meant contractors are spending around half of what they
originally intended on these payment groups (NAO, 2014) and that participants
report a lack of support for those with complex barriers (DWP, 2014a).
Alongside reforms to the Work Programme, there is clear need to look to new
approaches to supporting those with complex barriers. This could include extending
the use of social impact bonds, which offer an alternative approach to financing
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projects that deliver social outcomes through the involvement of an external social
investor. Such an approach is particularly useful where the barrier is ensuring upfront
investment either because providers are
‘We will double down on our reforms to
unwilling to take on the initial risk or lack the
remove perverse incentives in the
working capital to do so.
system…

The take-up of SIBs to date is modest in the
context of overall public spending and the
challenges of poverty. However according to
the DWP, the Innovation Fund (which
includes ten separate SIBs) has supported
over 5,000 disadvantaged young people and
achieved over 1,500 successful outcomes to
date (DWP, 2014b).

‘l want us to continue pioneering worldleading social interventions – like our
social impact bonds – so that private
and voluntary sector organisations
which succeed in helping the hardest
to reach get into work, can be
rewarded with some of the savings
they deliver to the taxpayer.’

Prime Minister’s speech on opportunity
Moreover, the Prime Minister recently pointed
(June 2015)
to the scope to use social impact bonds as a
mechanism to support the hardest-to-help get in to work.

We therefore suggest the government assesses the feasibility of a new wave of
social impact bonds specifically targeting those with complex barriers.

SIB PbR mechanism
SIBs are in essence a form of payment by results, where commissioning
organisations incentivise both social investors and providers by paying them for
achieving pre-defined, measurable outcomes (Cabinet Office Knowledge Box,
https://data.gov.uk/sib_knowledge_box/knowledge-box).
Given their local knowledge and networks, we recommend that local authorities act
as the main contracting bodies, potentially sharing in some of the risk, but also some
of the rewards associated with moving those with complex barriers into work. In this
role, local authorities would develop the SIB and hold contracts with:
 the commissioner – who in this case would probably be the DWP given it
stands to realise the largest share of fiscal gains. The DWP would be
responsible for determining the target cohort/eligibility criteria and the
payment mechanism underpinning the SIB
 social investors – who would provide the upfront investment required to
deliver services, but with scope for realising an acceptable return on their
investment in the event of successful programme delivery
 service providers – which could in themselves feature PbR mechanisms
incentivising providers to deliver positive outcomes for target cohorts, but with
attachment fees in order to reflect the risk associated with working with those
with complex barriers.
43

Figure 11 How the SIB could work
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Local authority(ies)
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delivered
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providers

Department for Work and Pensions

payment tariff

 Total scale of fund available

Providers evidence
outcomes delivered

Provider(s)

Given programmes targeting those with complex needs can often take years to
deliver hard employment outcomes and carry high risk of programme failure it may
be valuable for the SIB to be founded on a payment tariff, rather than offering local
authorities and investors a return based on the achievement of pre-agreed
performance levels.
Payment tariffs are increasingly used by government to reward contractors for a wide
range of outcomes, recognising that those with complex needs often have different
barriers to overcome and hence ‘success’ for one individual might look different to
that for another. Moreover, these tariffs often include interim measures of distance
travelled and proxy measures of future performance, recognising the time taken to
secure sustainable employment for those with complex barriers. Figure 12 provides
an overview of the payment tariffs underpinning the DWP Innovation Fund and
troubled families programme.
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Figure 12 Example payment tariffs

Purpose

Target
cohorts

Outcome
measures
and
payments

DWP Innovation Fund (round 2)

Troubled families (expanded)

Improve employment prospects for young
people aged 14 and over

Turn around the lives of 120,000 families, with
the programme since expanded to a further
400,000 families from 2015/16

17,000 of the most disadvantaged young
people (14 years and over) that have low
attainment, truancy, exclusion, teenage
parenthood or learning difficulties or a disability

Troubled families with multiple high cost
problems. Each family must have at least two
of six problems: 1) crime or anti-social
behaviour, 2) poor school attendance 3)
children in need of help 4) adults or young
people at risk of exclusion 5) domestic
violence or abuse 6) health problems

 Improve attitude to school - £700
 Improved attendance at school - £1,400
 Improved behaviour at school - £1,300
 QCF accredited entry level qualifications
(below GCSE) - £900
 Improved attitude to school/education - £700
 Basic skills - £900
 Level 1 NQF or equivalent - £1,100
 Level 2 NQF or equivalent - £3,300
 Level 3 NQF or equivalent - £5,100
 Entry into first employment - £5,500
£11,700 cap per participant

Attachment fee paid up-front for engagement
with an agreed number of families - £1,000 per
family
Results-based payment (up to £800 per family)
based on either:
1) Significant and sustained progress against
locally-defined success measures, relative to
what the provider aimed to achieve with each
family
OR
2) Adult in the family has moved off benefits
and into continuous employment

Policy levers
DWP as the commissioning body would be responsible for determining the target
outcomes and cohorts and the payment mechanism for the scheme, and hence
would provide a degree of steer on the focus for the interventions funded through the
SIB.
Local authorities would be free to determine eligibility criteria for the programme,
allowing them to prioritise key challenges within their local area. They could, for
example, employ an approach similar to that used for the DWP Innovation Fund
where eligibility is determined based on individuals displaying two or more barriers to
employment such as: lack of basic skills, sustained duration on out-of-work benefits,
care responsibilities, mental or physical health problems or disability,
homelessness/temporary accommodation, ex-prisoners or service leavers, those at
risk of financial exclusion.
Local authorities would then be free to decide the services they want to commission
in order to best respond to these issues. When working with individuals with complex
barriers, there will be no one-size-fits-all solution. However, previous research points
to the importance of intensive case-worker engagement, coaching and mentoring; a
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personalised programme of support aimed at overcoming specific barriers to
employment, and volunteering, work placement and intermediate labour market
(ILM) programmes to gain experience and in-work mentoring to support the transition
into work (Green et al., 2015).
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Case study: Solent Jobs Pilot
The Solent Jobs Pilot, part of Southampton and Portsmouth City Deal, is an innovative pilot
programme offering personalised, intensive support for long-term unemployed people who have
a health problem and have completed two years on the Work Programme without a positive
employment outcome.
There are three stages to the support:





holistic assessment – where caseworkers undertake an in-depth review of barriers to
employment including mental and physical health, housing, debt, skill needs, and family
circumstances and care responsibilities, which culminates in an individual action plan.
cognitive behavioural therapy – where participants receive up to 10 days of therapy with
a vocational focus, looking to improve motivation and confidence
appropriate support – which is tailored to the individual but could include counselling,
physiotherapy, occupational health, skills and employability support.

After this, participants progress onto a transitional employment programme, which provides a
fully funded work placement with a local employer along with ongoing caseworker support. The
city deal partners are looking to align these opportunities with identified growth sectors, such as
hospitality, retail, logistics and marine.
The pilot is underpinned by £2.9 million funding from central government, matching funds from
local budgets and European Structural and Investment Funds (ESIF).
While the programme ultimately seeks to secure successful employment outcomes, its design
recognises the time taken to achieve this for this cohort of individuals and hence is looking to
include measures of distance travelled and social outcomes, similar to those used by the
Troubled Families Programme. Providers are contracted on a PbR method, with payments for:





attachment;
two of more interventions with the individual;
progression onto the transitional employment programme;
job outcome payment.

The programme recognises the need for a significant up-front payment (currently around 25 per
cent for the pilot but with potential to increase to 50 per cent for the full programme), in order to
balance the risk and low levels of success attached to working with this group.
Over the long term, the city deal partners are looking to potentially develop the pilot into a social
impact bond in order to provide financial sustainability of the programme, but would struggle to
offer the required return on social investment given most of the fiscal benefits of target outcomes
accrue to the Treasury.

Key design considerations
In addition to the challenges highlighted above, there are a number of other issues to
consider as part of the design process for SIBs targeting those with complex
barriers.
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Establish a national gain-share scheme for local authorities
securing social value outcomes through their large works and
services contracts
Overview
 Government could establish a national payment tariff for targeted recruitment
and training outcomes delivered by local authorities’ major development
projects

Incentive
mechanism

 Local authorities would be required to invest in robust systems capable of
evidencing community benefits delivered across their contracts and would
receive payments for aggregate outcomes delivered according to the tariff
 Payments would be ringfenced to build capacity of local authorities in securing
social value and invest in local wraparound services
 Scope to subsequently extend the scheme to other types of contracts and other
types of community benefits.
 Local authorities would be free to determine which community benefits to seek
through their contracts based on local social value priorities and the subject
matter of the contract

Policy levers

 These would largely focus on demand-side interventions, creating opportunities
for those in poverty where contractors recruit from and offer transitional
employment and training opportunities to target cohorts
 Supply-side pre-employment and in-work support may also be required to help
disadvantaged residents secure and sustain opportunities.
 Local authorities would explicitly state the community benefits sought, including
them as part of the subject of the contract, considering these outcomes in the
award of the contract and holding contractors accountable for delivery
 Despite a growing body of evidence, there are few rigorous evaluations that
seek to measure social value outcomes
 Payment tariff would need to reflect role of local authorities versus that of local
employment and support agencies in delivering social value outcomes

Design
considerations

 Improper use of social value in contracts could increase bureaucracy in public
sector procurement; deterring suppliers and increasing costs
 Collating management information across the full breadth of procurement
contracts is likely to be challenging and there may currently lack robust systems
in place to do this, requiring initial upfront investment by local authorities

Rationale
Local authorities spend an estimated £45 billion – over a quarter of their annual
expenditure – on buying goods and services from third parties and a key objective of
government is to better use this spending to deliver social and community benefits.
Government has had the power to include social value outcomes in public sector
contracts for some time and the Public Services (Social Value) Act 2012 aimed to act
as further impetus to exploit this potential. However the scope of the Act is modest
and the Lord Young Review found the actual take-up by local authorities varies
(Cabinet Office, 2015).
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David Cameron recently announced plans to use public sector procurement as a
means to support the government’s pledge to provide three million more
apprenticeships over the next five years (Public Finance, 2015). But there is the
opportunity to extend this further given that including community benefits within the
core requirements of public sector contracts is one of the most tangible ways in
which to link growth with poverty. Large-scale developments, for example, have the
potential to create a pool of employment or training opportunities for those
disadvantaged in the labour market, complementing the supply-side initiatives
discussed in previously which focus on helping those in poverty overcome barriers
and become ‘work-ready’ (Macfarlane and ACS, 2014).
However, research has found a lack of local regeneration infrastructure could be
limiting the potential and ambition of local authorities to apply the Social Value Act
within procurement contracts and the scaling back of funding for area-based
initiatives may make it difficult to resource the supply-side support individuals need
(While, in press). This and other research also suggests local authorities and
contractors lack robust monitoring systems to adequately capture the social value
outcomes delivered by contracts (Macfarlane and ACS 2014).
The Young Review called for the government to investigate ways to incentivise the
take-up of social value (Cabinet Office, 2015) and we therefore recommend
government explore the feasibility of a national gain-share scheme that incentivises
and supports local authorities to secure community benefits through their large works
and services contracts.

Gain share mechanism
We recommend in the first instance that the gain-share mechanism focus on
targeted recruitment and training outcomes delivered by major development projects.
Not only is the evidence base better developed in this area, but such projects have
been found to be particularly valuable in tackling poverty given their long lead times
(which can be used for pre-employment support), the large numbers of entry-level
roles and in-work training and transition opportunities they create, the scope for local
authorities to leverage planning powers and procurement, and the strong track
record of employer engagement in these areas (While, in press).
While we consider this to be a sensible starting point, we highlight the scope to
subsequently extend the scheme to other types of contracts (such as health and
social care, environmental services, catering and hospitality for example) and other
types of community benefits (including subcontracting to local SMEs, investment in
neighbourhood improvement, etc).
The incentive itself could be based on a national payment tariff covering a range of
skills and employment outcomes for different groups. This could include, for
example, jobs for new entrants or long-term unemployed people, trainee or
apprentice person weeks, positive training outcomes or work placement
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opportunities. The tariff would reflect a share of the fiscal benefits realised by central
government when these outcomes are achieved, building on the current use of
payment tariffs in schemes such as troubled families and the DWP Innovation Fund
(see Figure 12).
The gain-share mechanism would both be underpinned by and incentivise
investment in robust systems to monitor the outputs and outcomes delivered through
each contract. Local authorities would make annual submissions to Government
evidencing the community benefits delivered across the breadth of their contracts,
aggregated from individual contract management information.
Payments would be made on an annual basis and would be ringfenced for further
activity of the same nature creating ‘revolving funds’ to underpin investment in local
monitoring systems and local programmes. This would help strengthen the capacity
of local authorities to secure social value outcomes and support investment in local
wraparound services, safeguarding and rebuilding local regeneration infrastructure.
Figure 13 How the gain-share scheme could work
DWP pays LAs based on
payment tariff
Local authorities

LAs evidence aggregate
SV outcomes delivered

Department for Work and Pensions
LAs award
contracts based
on price, value
and social value

LAs establish robust
monitoring systems
and providers
evidence SV
outcomes delivered

Determines national payment tariff
including a range of skills and
employment outcomes for different
cohorts

Providers deliver fiscal
savings associated with
SV outcomes
Providers

Policy levers
Despite generally poor levels of take-up of the Social Value Act, over the past
decade there have been a number of examples of where public procurement has
been used to leverage community benefits. Large works contracts have proved
particularly valuable in creating employment and training opportunities for those in
poverty. Such levers include:
 Targeted recruitment – ensuring a certain share of the employment
opportunities created by public sector contracts are secured by residents
living in deprived parts of cities or cohorts of individuals that suffer
disadvantage in the labour market, including new entrants, the long-term
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unemployed, lone parents, young people that are NEET, care-leavers or exoffenders. Key outcome measures include number of full time equivalent
(FTE) jobs or number of person-weeks of paid employment secured by target
cohorts or residents of priority areas.
 Transitional employment opportunities – including through the provision of
work experience or work placements or by acting as employer sponsors for
local intermediate labour market schemes, providing disadvantaged residents
with temporary paid employment coupled with training and other employability
support. Key outcome measures include number of work experience
opportunities, work placements or intermediate labour market placements.
 Targeted training and employability support – requiring a certain number of
additional trainees, apprenticeships, jobs with training be offered to target
groups. Commonly used outcome measures include number of
apprenticeships, number of trainee person weeks, number of training
enrolments or outcomes or number of jobs with training, for example.
Demand-side initiatives would need to be supported by the supply-side support of
community-based agencies that offer job matching and training and employability
services within the target community, helping disadvantaged residents to complete
applications for opportunities and working with employers to support them in
developing inclusive recruitment practices. This would complement mainstream
employment support such as the Work Programme and apprenticeships for example.
Local authorities would be free to determine which community benefits to seek
through their procurement contracts depending on local needs and the subject
matter of the contract. The social value outcomes sought in each contract would be
made explicit and included as a part of the subject of the contract to ensure they are
considered in the award of the contract and contractors would be held accountable
for delivery.

Key design considerations
There are a number of considerations when designing a mechanism to share the
fiscal benefits of social value outcomes delivered through local authority
procurement contracts.


As with other financial incentives, one of the key challenges will be quantifying
the fiscal benefits associated with different social value outcomes. While there
is a growing body of evidence on the quantification of social value offered
through unit cost databases, the social value portal and inspiring impact hub,
in practice there are few rigorous evaluations that seek to measure social
value outputs, outcomes and impacts of major developments (While, in
press).
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It may also be challenging to attribute community benefits to the work of local
authorities and their contractors, particularly where social value outcomes are
achieved with the support of local employment and support agencies who may
hold their own (potentially PbR) contracts with government. This will need to
be considered when designing the payment tariff to guard against duplicate
payments for the same outcomes.



Improper use of the Social Value Act in contracts risks increasing bureaucracy
in public sector contracting, deterring suppliers (particularly SMEs/VCSE) and
increasing costs (Cabinet Office, 2015). Despite government guidance on the
ways in which social clauses may be inserted into tender specifications and
contractual agreements, the Young Review found there is continued
uncertainty on how to legally apply the Social Value Act in procurement
processes.



Finally project monitoring and reporting will be crucial in assessing the social
value delivered by contracts, but can be costly for the contractor to collate,
particularly where there is a lack of robust systems to do this. Local authorities
may also find it challenging to collate management information across the full
breadth of procurement contracts and in practice the pursuit of social value
outcomes may only be suitable in the case of larger works and services
contracts and it may be appropriate to pilot any new incentive with those local
authorities able to commit upfront investment in robust monitoring systems
(Macfarlane and ACS, 2014).
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Enable local authorities to agree bespoke earn-back deals with
government to share the fiscal benefits of reducing housing benefit
spending
Overview
 Medium-term forecast of housing benefit expenditure in each local area to act
as a baseline, reflecting current spend and forecast changes in external drivers
of spend (building on national OBR forecasting methodology)
Incentive
mechanism

 Local authorities would retain a share of savings in housing benefit expenditure,
where the share retained reflects the desired risk/reward balance between
central and local government
 Scheme to span no less than three years, with scope to ‘roll over’ investment
expected to impact in subsequent period. Allocations to be ringfenced for
investment in local housing

 Accelerate affordable housing, with local authorities bringing forward or directly
developing more land
Policy levers

 Local authorities could also negotiate better deals with private landlords and
reduce the cost of temporary accommodation by increasing provision of
properties designed for this purpose
 There is also scope for local authorities to support local residents into work,
leveraging the relationship between LA housing teams and workless tenants

 Share of fiscal savings to be ‘earned back’ by local authorities would need to be
sufficient to drive behavioural change
Design
considerations

 Difficult to accurately forecast housing benefit expenditure, where spend is
heavily impacted by policy changes and trends in local labour and housing
markets
 Housing Benefit earn-back could incentivise local authorities to employ
gatekeeping practices, reduce support to promote benefit take-up or displace
residents to other boroughs

Rationale
Tackling the housing crisis is a key priority of the government, with a commitment to
build 200,000 new homes over the course of this parliament. However the New
Homes Bonus, originally introduced to increase the supply of new homes, has done
little to change the behaviour of local authorities towards housing development
(NAO, 2013; DCLG 2015a). And while our review of the city deals found clear
ambitions for increasing housing supply, these measures will be far from sufficient to
redress the under-investment in new homes seen over the past few decades. There
are also concerns that plans to remove the planning requirement to build affordable
homes to rent and extending Right to Buy may reduce the stock of socially rented
homes.
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This under-investment in housing, and particularly social housing, is putting
substantial strain on the public purse. The most recent OBR Welfare Trends Report
suggests that the UK spends more on subsidising housing costs than any other
country in the OECD, with Housing Benefit equivalent to 1.5 per cent of GDP – more
than three times the OECD average (Office for Budget Responsibility, 2015).
In the Summer Budget 2015, the Chancellor outlined plans that will require housing
associations and local authorities to reduce rents in social housing by 1 per cent a
year for four years (HM Treasury, 2015b). However, the savings associated with
reduced Housing Benefit payments will accrue to central government and cuts to
local budgets could potentially undermine future investment in the sector.
As part of a package of policy measures, IPPR’s report Benefits to Bricks calls for
the Government to introduce an earn-back deal to share the proceeds of local action
to reduce Housing Benefit spending (Cooke and Davies, 2014). We support the
IPPR’s proposal and recommend government explore the scope for such a
mechanism to strengthen the incentives and support for local authorities reduce the
Housing Benefit bill.

Earn-back mechanism
As for our proposals for welfare earn-back, the IPPR’s earn-back mechanism would
be underpinned by a forecast of local Housing Benefit expenditure constructed by
DWP and agreed with local authorities. This baseline would reflect current benefits
expenditure within the local area, local trend-based projections, and forecast
changes in the primary drivers of Housing Benefit spend, and could again build on
national medium-term forecasts included in the OBR’s annual Welfare Trends
Report.
Local authorities would seek to agree with the Treasury a share of any savings on
Housing Benefit expenditure relative to this baseline to be retained locally for a set
number of years. As for welfare earn-back, the share of savings to be earned-back
would reflect the desired balance of risk and reward between central and local
government.
Given the time taken to realise genuine Housing Benefit savings, the IPPR
recommends the earn-back span no less than three years, with scope for ‘roll over’
elements where investment in housing in one period is agreed to count against
trends in Housing Benefit expenditure in the next. Payments would be made at the
end of each period and would be ringfenced for investment in local housing.

54

Figure 14 How the Housing Benefit earn-back could work
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Policy levers
Local authorities have a number of levers through which to reduce Housing Benefit
spending in their local area. IPPR points to four main areas:


accelerate affordable housing – where local authorities leverage their planning
powers to bring forward or directly develop more land as well as placing
greater requirement for affordable housing when granting permission for
development (including through S106);



negotiating better deals with private landlords – better leveraging their position
as large-scale purchasers of tenancies (particularly in areas of lower demand)
to agree reduced rent in exchange for offering services such as tenant
matching, property management and maintenance, or underwriting the risk of
voids and arrears;



reducing the costs of temporary accommodation – by minimising the use of
high-cost accommodation in the private rented sector, instead increasing
provision of properties specifically design to meet temporary accommodation
needs (at lower cost and often higher quality) and affordable housing which
would reduce rent subsidy;



supporting local residents into work – leveraging the relationship between
local authority housing departments and workless tenants (where often
contact is more regular than with Jobcentre Plus) in order to increase referrals
to local employment support services, increasing employment and earnings
and reducing rent subsidy.
55

Key design considerations


The share of housing benefit savings local authorities will be able to retain will
heavily influence the impact that earn-back has on behaviour. The New
Homes Bonus has been heavily criticised for failing to create a powerful
enough incentive to bring about intended behavioural change. However,
Housing Benefit comprises a substantial share of local benefits expenditure –
equal to the cost of ESA/IB, IS and JSA combined – so the scale of the
potential reward could be significant.

Figure 15 What would local authorities stand to gain? 1
The latest OBR medium term forecasts suggest Housing Benefit expenditure (in and out of
work) will increase in cash terms by 6.7 per cent between 2014/15 and 2019/20.
If the core cities were able to halve this rate of growth in the Housing Benefit bill in their
respective areas, this would deliver nearly £70 million in savings to central government by
2019/20. A Housing Benefit earn-back mechanism that allowed the core cities to retain 50 per
cent of this saving would return nearly £35 million to the cities for investment in local housing.

If local authorities were to be more ambitious, for example if the core cities were able to commit
to reducing Housing Benefit expenditure in their area by 2 per cent a year, this would generate
fiscal savings of £330 million by 2019/20 (relative to the OBR based projections). If local
authorities were granted a greater share of the savings, say 75 per cent, this would amount to
an earn-back fund worth nearly £250 million – equivalent to over 10 per cent of their combined
Local government financial settlement in 2015/16.
1 Figures are for illustration purposes only. We have not sought to construct detailed forecasts of LA benefits spending as part of
this research. Sources: DWP Stat-Xplore, OBR Welfare Trends Report 2015



As for welfare earn-back there will be technical challenges to developing
robust formula for calculating net additional savings attributable to the efforts
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of local authorities. These will begin with the accuracy of the baseline forecast
for local Housing Benefit expenditure. The recent OBR Welfare Trends
Report, for example, highlighted the uncertainty attached to forecasts for
Housing Benefit (even nationally) where caseload and average claim are
heavily influenced by economic drivers and housing market trends.


To help mitigate this challenge the IPPR recommends the use of a
counterfactual, where the additional impact of local action is based on the
difference between forecast and actual expenditure, but adjusted for the
impact of certain external factors such as population change or economic
performance (Cooke and Davies, 2014). It will also be important to reflect the
impact of policy changes, and particularly the benefits cap, on Housing
Benefit expenditure in local areas. Further reductions in the cap, for example,
could lead to corresponding falls in Housing Benefit expenditure in the
absence of additional local interventions. Conversely, local efforts to reduce
rents may not necessarily translate into Housing Benefit savings for those
affected by the cap, where savings reduce the ‘top-up’ made either by families
themselves or by local authority Discretionary Housing Allowance payments.



Finally, allowing local authorities to retain a share of Housing Benefit savings
could create the spurious incentive to reduce support offered to local
residents in accessing the benefits to which they are entitled or to displace
residents from their boroughs, which would only be partially mitigated by
retaining national control of eligibility criteria and levels of entitlement. There
are reports, for example, that the localisation of Council Tax Benefit has in
some areas led to councils imposing more stringent ‘local connection’ tests
allowing them to deny claims for support (The Guardian, 2014). Similarly, the
London Borough of Southwark has been accused of ‘gatekeeping’ practices in
order to decline or delay their duty to rehouse and has been subject to judicial
review for its policies and practices in dealing with homeless applications
(Inside Housing, 2015). It will be crucial to develop appropriate controls to
guard against such practices and to mitigate the risk of any new financial
incentives creating unintended consequences.
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5 Conclusions
City deals, growth deals and most recently devolution deals are changing the
balance of power and resources between central and local government. The deals
agreed so far are undoubtedly a considerable achievement, handing local/combined
authorities and LEPs control over a wide range of policy areas – from economic
development and transport to skills and health – and allowing cities and city regions
to determine their own goals and priorities and design and commission some local
services.
The financial framework for local government is shifting in support of this. We have
seen a move away from ringfenced grants towards new approaches that afford local
government greater flexibility in determining how funding is allocated, break down
silos, improve accountability and promote innovation and long-term investment.
Financial incentives comprise part of this changing picture, with a number of
premiums, payment by results and gain-share schemes introduced by government
and calls for earn-back mechanisms to be an option for all cities and city regions on
the path to fiscal decentralisation.
In theory, financial incentives have the potential to act as valuable mechanisms that
afford city-level stakeholders the flexibility to develop innovative solutions to address
complex local issues while sharing an element of risk and reward with government.
In this way, they can promote local autonomy, foster innovation and strengthen
accountability in the absence of full devolution of budgets.

Financial incentives in practice
Despite a growing interest, financial incentives remain largely in their infancy and it is
too soon to fully assess their efficacy in the context of local government funding. This
in itself suggests the need to proceed with caution until we have full evaluation
evidence on their impact.
Our review of their progress paints a mixed picture of success. At their best, they
have provided useful mechanisms for devolving additional funding to city-level
stakeholders, helping to deliver national priorities while allowing for local issues and
innovation and in some cases promoting collaboration and the pooling of funding
across local partners.
But they have also been plagued by a number of challenges concerning the scale
and nature of their impact, their complexity and their additionality. In some cases,
they have failed to create a strong enough incentive to drive real behavioural
change, while in others they have reportedly created spurious incentives, which have
the potential to distort priorities.
Our review of the evaluation evidence therefore strengthens the call for caution and
has highlighted a number of critical design considerations that will ultimately impact
the efficacy of any new financial incentive.
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New financial incentives for linking growth and poverty
While much of the current debate focuses on sharing the additional tax revenue
generated from growth (including new homes, new/expanded commercial premises
and economic growth) our research suggests there is also potential to use financial
incentives – if properly designed – to support, encourage and incentivise city-level
stakeholders to better connect economic growth and poverty reduction in local
strategies.
The most compelling arguments for new incentives for inclusive growth centre
around:


The need to reduce welfare spending and role of city-level stakeholders in
supporting this endeavour. New financial incentives would enable local
authorities to exploit their understanding of local need and their strong local
networks in order to fill gaps in national provision and bring down the
benefits bill in their local areas.



The diminishing resources and lack of incentives for city-level stakeholders
to use the policy levers they have to connect growth and poverty locally,
particularly where such interventions often carry high risk of failure, can take
some time to deliver positive outcomes, and where the fiscal benefits are
realised elsewhere. New incentives would return fiscal benefits to those that
deliver them, stimulating investment and helping to rebuild the local
regeneration infrastructure.



The success of schemes that have sought to break down silos – such as
whole place community budgets and troubled families – in delivering
improved outcomes alongside substantial financial savings. New financial
incentives that reflect the wide-ranging fiscal benefits associated with
tackling poverty (including savings to welfare, health and criminal justice for
example) could promote further collaborative working and cross-programme
budget pooling.



The changing backdrop for the deals and the opportunity for these landmark
agreements to look beyond the question of ‘how we grow’ to consider ‘who
benefits from this growth’. New financial incentives would help to widen their
scope and encourage, support and incentivise cities and city regions to
promote inclusive growth in their local areas.

Our review of emerging policy ideas suggest that there are a number of areas where
incentives might have value and highlight a wide and growing interest in particular in
the potential for new earn-back mechanisms in areas such as welfare, housing and
childcare. We found clear rationale for further interventions to support disadvantaged
groups and a large degree of strategic fit with current policies designed to promote
social justice, tackle worklessness via a ‘work first’ approach or bring down the
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benefits bill.
Our analysis identifies four outline policy proposals that have the potential to fulfil the
requirements of a ‘Green Book’ style appraisal and for which outcome-based
payment mechanisms are likely to be appropriate:


enable local authorities to agree bespoke earn-back deals with government
to share the fiscal benefits of reducing welfare spending in their local areas;



commission a new wave of social impact bonds through a payment by
results based fund for programmes targeting those with complex barriers;



enable local authorities to agree bespoke earn-back deals with government
to share the fiscal benefits of reducing housing benefit spending;



establish a national gain-share scheme for local authorities securing social
value outcomes through their large works and services contracts.

Ultimately, this research has highlighted that financial incentives are not a policy
panacea. In practice they are hard to get right and each of the proposals we have
considered carry with them inherent risks and design challenges. It is likely that
policy-makers will need to take a pragmatic approach to overcoming the technical
challenges of designing an effective incentive mechanism and that cities pioneering
earn-back and gain-share models will provide useful learning for those seeking to
agree similar measures through their own devolution deals.
What financial incentives could offer, however, is the opportunity to correct some of
the failings of the current system, particularly in light of evidence that local
government has inadequate incentives to deliver nationally desirable goals such as
economic growth, reduction in welfare costs or efficiency savings in some areas of
service delivery, because most of the fiscal gains resulting from these outcomes are
realised centrally. Therefore while some may prefer full devolution and
decentralisation of budgets to the introduction of new incentives, such schemes
could offer the potential to act as a valuable alternative or stepping stone on this
path.
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