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UP FOR DEBATE

Pay-for-success contracts, also known as social impact bonds, have

been widely touted as a clever way to fill the funding gap plaguing social
programs by attracting a tranche of the trillions of dollars in private return-
seeking capital. Although that scenario is not likely, the pay-for-success model
will have a positive impact, just not in the way that many proponents think.
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s government funding for social welfare services
diminishes, considerable attention has been
focused on a new funding approach—social
impact bonds and pay-for-success contracts—
that holds out the promise of attracting private
investment capital to serve society’s critical so-
cial needs. Instead of government paying nonprofit organizations to
deliver services like job training, private investors provide the fund-
ing and are repaid later by the government (along with a potential
profit) if the service meets agreed-on performance benchmarks.

To understand how pay-for-success (PFS) and social impact bonds
(SIBs) work, consider the example of recidivism. In 2014 the state of
Massachusetts, the nonprofit Roca, the financial intermediary Third
Sector Capital Partners, and a group of investors entered into a con-
tract under which Roca was paid by investors to operate a program
to keep formerly incarcerated young people from ending up back in
jail. If Roca meets or exceeds the contract goals, the state will repay
the investors their principal and potentially even a profit. (If the pro-
gram fails, investors could lose some or all of their money because
the government would not have to pay.) Massachusetts is willing to
repay the loan with interest to investors because it saves even more
money by keeping young people out of prison. Investors are willing
to put their capital at risk because they believe that Roca’s program
works, and because philanthropic funding is mitigating that risk. And
Roca is eager to be a part of this complex scheme because it is a way
to scale up its work with at-risk youths and young adults.

The idea of using private “return-seeking” capital to rescue at-risk
youth, provide housing for the homeless, and educate pre-K children
has wide appeal, with PF'S proponents asserting that attracting private
capital in the service of society may be the perfect innovation to plug
the funding gaps in the government and nonprofit sectors. Some have
suggested that directing even a small percentage of the $43 trillion

of assets under management in the United States would unleash a
huge flow of return-seeking capital in the service of public good.> 23
Although PFS and SIBs are generating attention, especially in the
United States, after studying the initial contracts we believe that for
now the model is appropriate only for a narrow cohort of nonprofits
that meet two related criteria: they must be able to effectively deliver
and measure their social impact; and they must be able to translate that
impact into financial benefits or cost savings that are traceable to the
budgets of one or more institutions or government departments. (The
Massachusetts recidivism program is a good example of one that is well
suited to this model.) The application of the PFS model for programs
that fall outside of this set of criteria will be challenging and their suc-
cess will require significant adaptations in financing and measurement.
This is not to minimize the potential social benefits of PFS pro-
grams: they will undoubtedly make an important contribution. By
attempting to attract investments in the service of impact-driven
models, government agencies will learn to quantify the costs of social
issues and nonprofits will learn to quantify the benefit of their inter-
ventions, leading to a more effective partnership in serving society’s
needs. Moreover, the more recent PFS programs, both in the United
States and abroad, have targeted a broader array of social issues and
attempted to craft innovative funding and measurement models.
Nevertheless, we believe that despite all the hype, PFS’s ability to
attract pure return-seeking capital to social programs will be muted.
If anything, given the prominent role philanthropy has played in re-
cently launched PFS deals, PFS’s potential contribution will actually
be to unlock philanthropic and foundation assets in buffering the
risk for return-seeking capital or, in some cases, to entirely finance
certain PFS projects. Ultimately, impact-seeking rather than return-
seeking capital will spur the growth of PFS.
Although the potential social benefits of PFS appear to be real, one
cannot ignore the likelihood of unintended negative consequences. A


http://rocainc.org/
http://www.thirdsectorcap.org/
http://www.thirdsectorcap.org/
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few high-performing nonprofit organizations thus far have received
the bulk of the PFS funding, and rather than motivating the rest of the
pack to “lift” their game and demonstrate effectiveness, the inability
of these other organizations to raise PFS funding could hamper their
ability to deliver social services. Moreover, we fear that after the initial
round of savings have been effectively delivered in the first contract
period, political pressure may force the lowering of the success pay-
ments for subsequent PFS contracts, in line with the new efficiency
benchmarks. With little room for upside returns, we suspect private
capital will be tempted to flee existing PFS markets. Most important,
in the rush to quantify costs and benefits, we fear that there could be
aretraction from those social issues where the outcomes are hard to
pin down and successful interventions hard to identify, but which are
the very issues demanding society’s attention and resources.* 5678

PAY-FOR-SUCCESS IN THE UNITED STATES
The first PFS contract in the United States was launched by New York
Cityin 2012 to reduce juvenile recidivism, and six contracts have been
launched since then. The first contracts addressing recidivism fell
within the parameters of the type of programs that we believe can be
successful—ones that are measurable and result in clear and significant
cost savings. Subsequent contracts addressing other issues like K-12
education and homelessness have narrowed the scope of their service
deliveryand their target populations in order tofit the PF'S parameters.

Many of the 20 or more PFS contracts that are now under
development in the United States have stretched beyond the narrow
domains of the initial PFS contracts. These new contracts that at-
tempt to address social issues such as homelessness, mental health,
and child welfare, across broad populations, may find it challeng-
ing to construct a robust PFS model correlating social impact and
monetary savings. To attract private investment capital, they will
have to devise new and innovative financing and measurement.* 10

To better understand how PFS works, we will look closely at sev-
eral of the contracts and examine how they promise to deliver social
impact and generate aggregated cost savings.

Delivering social impact | PFS contracts

organization MDRC and the US Department of Health and Human
Services estimated that CEO reduced return-to-prison rates by 9 to
12 percent through its job training and employment opportunity pro-
grams, saving taxpayers $20,440 annually per person, in addition to an
imputed benefit of $10,585 per person on behalf of those who avoided
being victims of crime. For every day a person stayed out of prison,
the state’s savings plus society’s benefits were estimated to be $85.
The PFS contract charged CEO with reducing recidivism through job
training and placement by a minimum of 8 percent for 2,000 people,
the level at which outcome payments would begin.

In January 2014, Massachusetts finalized a contract with the
nonprofit service provider Roca to reduce young adult recidivism.
Historic data revealed that of the nearly 8oo young men released
from prison in the state annually, nearly 65 percent would return to
jail within five years of their release and serve an average sentence
of 2.4 years. A significant proportion of the 3,000 young men on
probation each year were also likely to violate their terms and enter
prison. The estimated incremental cost of housing each prisoner is
$12,500 annually (for food, uniforms, and prison programming), with
a fully loaded cost (including housing, prison administration, and
other overheads) of $47,500 annually, so the state would realize sig-
nificant savings from reducing recidivism. That task was entrusted
to Roca, a community-based nonprofit headquartered in Chelsea,
Mass. Roca focuses on helping very high-risk young men stay out of
prison, secure jobs, and stabilize their lives. Its intervention model
is highly data driven, built on nearly seven years of evaluating and
aligning its work with evidence-based practices and programs. Roca
had demonstrated that its intervention was capable of reducing re-
cidivism rates by 25 to 60 percent. 15

Similarly, in late October 2014, the Cuyahoga County government
finalized a contract with FrontLine to reduce time spent in foster care
for children of homeless mothers. FrontLine had devoted 26 years to
providing comprehensive services to mentally ill homeless people, with
the goal of transitioning its clients to permanent supportive housing.
FrontLine had also demonstrated that moving homeless mothers to

stable housing increased their chances of

in New York State, Massachusetts, and
Cuyahoga County, Ohio, demonstrate the
need to realize financial savings by deliv-
ering social impact.!! In December 2013,
New York announced a PFS contract to
improve employment and public safety.
Historic data revealed that of the roughly
24,000 people released from prisonin 2013,
nearly 41 percent were likely to return to
prison within five years to serve an aver-
age sentence of 460 days. The PFS contract
engaged the Center for Employment Op-
partunities (CEO), which ran a successful
employment re-entry program for former
prisoners. CEO had demonstrated the ef-
fectiveness of its programs through rigor-
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recovering and regaining custody of their
children from foster care. The county’s
data revealed that children of homeless
mothers spent considerably more time in
foster care than other children (724 days
compared to 440 days) at a daily cost of $75
per child. Keeping mothers in stable hous-
ing with their children therefore repre-
sented significant savings for the county.1¢
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Unlike many social service nonprofits, they
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continuously assess their interventions,
rigorously collecting data and tracking
outcomes for each client. These attributes,
along with the continuous adjustment of
their service delivery models, make all

ous and continuous program assessment
and reporting.1213
An in-depth study by the nonprofit
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three of these nonprofits ideally suited to
the PFS model.

In Chicago and Salt Lake County,
PFS projects are targeting early child-



http://ceoworks.org/
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hood education. Although the structure of these contracts, and
the social issues they address, differ from those in New York,
Massachusetts, and Ohio, all of these examples demonstrate targeted
interventions for which an implementing organization has devised a
highly structured and proven program. Independent studies of the
Child-Parent Center, the service provider for the Chicago contract,
reported that program recipients had a 29 percent higher graduation
rate from high school, a 41 percent reduction in special-education
enrollment, and significantly lower rates of juvenile arrest. Similarly,
United Way, which oversees the Utah High Quality Preschool Educa-
tion program in the Salt Lake contract, has reported that recipients
are half as likely to need special-education services as children with-
out preschool education.!”1819

Aggregating cost savings | In order to fit the PFS framework and
attract private capital, the service intervention needs to demon-
strate not just impact but also aggregated cost savings that can be
measured and traced to the budgets of clearly identified government
departments. In New York State, a 10 percent reduction in recidivism
by CEO is the break-even target, at which the federal, state, and local
government savings will total $13.172 million, and be paid to inves-
tors. The state’s payments to investors are calculated according to
prison savings, increased tax revenue from employment, and public
benefits from lower crime. CEO’s success will be evaluated through
a randomized control trial (RCT) to assess the number of reduced
“bed days” in jail for the target population and the days of increased
employment. With the performance payments capped at $21.544 mil-
lion, public-sector savings and benefits will exceed the payouts by $8
million at a 30 percent recidivism reduction, and $16 million at a 40
percent reduction.

With the Massachusetts juvenile justice PFS, the state will achieve
savings from reduced court costs and policing, as well as direct sav-
ings to the state Department of Corrections and the county Houses
of Correction. The break-even rate for the Massachusetts PFS is a
40 percent recidivism reduction, the level at which the program
savings and payouts will both equal $22 million. If Roca achieves
a 70 percent reduction in recidivism, the payout will be capped at
$27 million and the state will save an additional $18 million over
the contract period. At that level of impact, Roca will receive ad-
ditional payments up to $1 million, Goldman Sachs will be paid up
to an additional $1 million, and the Kresge Foundation and Living
Cities will each receive up to an additional $300,000.

In Cuyahoga County, while numerous government agencies will
likely realize savings from keeping children with their parents and
out of the foster care system, the PFS contract specifically benefits
the Department of Children and Family Services. If FrontLine re-
duces by 25 percent the number of days that children of homeless
mothers spend in foster care, the Cuyahoga County government will
return investors the entire savings in the form of success payments
of $4 million, plus a nominal interest payment. At a 50 percent re-
duction, success payments will be capped at $5.5 million with the
county saving an additional $3.5 million. Although the Cuyahoga
County contract addresses a very different social issue from the
Massachusetts and New York state projects, the RCT evaluation
model and framework for tying government payments to those
outcome measurements (and associated government savings) are
virtually analogous.2%2!

For social challenges that cannot easily identify and aggregate
societal benefits and correlate them to cost savings, the PFS model’s
effectiveness is more difficult to demonstrate and has to be struc-
tured differently. The Chicago and Salt Lake County pre-K educa-
tion programs base the cost savings on each child who avoids the
need for special-education services as a result of the intervention
($9,100 a year for Chicago and $2,470 a year for Salt Lake County).
The Chicago contract’s payout structure also rewards the benefits de-
livered, paying $2,900 for each student who is “kindergarten ready”
after attending the program. Both programs lack rigorous RCTSs to
assess success and correlate social welfare interventions to Depart-
ment of Education savings, instead relying on standardized testing to
measure educational achievement and special-education placement.
Chicago chose to use a quasi-experimental comparison group of chil-
dren who did not attend a preschool program and Salt Lake County
relied solely on evidence-based secondary research documenting the
positive effects of a preschool program. It is little wonder that, given
the tenuous correlation between government savings and education
intervention, the Chicago and Salt Lake contracts have come under
criticism regarding the trigger points for paying back private capital.??

UNINTENDED CONSEQUENCES

While the PFS model’s focus on impact measurement is an impor-
tant step in improving program effectiveness, it also poses a chal-
lenge for many nonprofits, few of which are as well equipped as
Roca, FrontLine, or CEO to rigorously measure impact. After all,
evaluating any nonprofit’s impact is both expensive and necessar-
ily complex, ranging from its outputs (How many high-risk young
men stayed out of jail?), to broader outcomes (Are those same young
men placed in stable jobs and are they better off financially?), to
long-term social impacts (Is the result greater economic and social
equality?). Correlating those impact measures to monetary returns
is even more difficult, and many social interventions simply defy
the kind of impact measurement and linkage to financial savings
the PFS structure demands. Such measurement will likely prove
difficult for nonprofits already struggling to fund services, let alone
finance the human and technical resources to support sophisticated
measurement and tracking systems.??

The Massachusetts contract to address homelessness illustrates
why the focus on linking impact measurement to cost savings poses
challenges for social issues where that alignment is difficult. The
state has a homeless population of nearly 16,000, with Boston alone
having on any given night 7,000 people living in shelters, hospitals,
and emergency medical facilities, or on the street. The contract’s
Home and Healthy for Good model, created by the Massachusetts
Housing Shelter Alliance, provides housing first, choosing to ad-
dress issues of medical and mental health and substance addiction,
after the move. To demonstrate rigorous cost savings, the PFS was
focused on a narrow segment of 800 chronically homeless people,
leaving open the question of how society could address the needs
of the remaining thousands of homeless people.

Given the PFS model’s focus on measurable societal impact
translating to financial savings, and the need to provide financial
returns to private-sector investors, the “best in class” and most well-
established nonprofit organizations will likely get the bulk of PFS
funding. In Massachusetts, two nonprofits, Roca and Youth Options


http://cps.edu/Schools/EarlyChildhood/Pages/Childparentcenter.aspx
http://www.mhsa.net/HHG
http://www.youboston.org/
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US Pay-for-Success Contracts

Contract Total

Program Cost

Senior Lender
Tranche

Maximum
Success
Payment

Success
Payment at
Target

Issue How Many Target Reduction

or Change

People

NEW YORKCITY | Young adult 3,000 adoles- | 10% reduction in recidivism $9.6 M $9.6 M SIL7M =$9.6 M Goldman Sachs: senior loan
(August 2012) recidivism cent males over 4 years
SALT LAKE Early childhood | 2,600 children | No threshold S7.0M 95% of avoided | N/A = $4.6 M Goldman Sachs: senior loan
fﬁlr]l:gi;TAH education {ellgltr)]le for free Payment for each child avoiding (cjost;' perstu-]
unch program special-education services ent peryear
NEW YORK Adult recidivism | 2,000 recently | 8% reduction in recidivism $13.5M $17.5M $21.5M = $13.2 M Bank of America-Merrill
(December 2013) | andjob training | incarcerated 5% increase in employment over 4 years !_ynch: placement agent forimpact
for therecently | adults investors
incarcerated

MASSACHUSETTS | Young adult 929 young male | 40% reduction in recidivism $21.3M $22.0M $27.0M =$9.0 M Goldman Sachs Social
(January 2014) recidivism adults over 7 years Impact Fund: senior loan
CHICAGO Early childhood | 2,618 children 50% increase in kindgergarten S16.9M $25.8M $34.0M = $7.5 M Goldman Sachs: senior loan
(October 2014) education readiness over 4 years over 17 years »$5.5 M Northern Trust: senior loan

50% increase in third grade literacy

44,5% decrease in special educa-

tion usage
CUYAHOGA Foster careand | 135 families 25% reduction in foster caredays | $2.7M $4.1M (gross) | $5.0M = $1.575 M The Reinvestment Fund:
COUNTY, OHIO homelessness | with average of over 5 years CDFl senior loan
(October 2014) two children per

family

MASSACHUSETTS | Homelessness | 530 units hous- | 85% occupancy of units $6.0M $3.5M $6.0M = $1.25 M Santander Bank: seniorloan
(December 2014) ing 800 adults over 6 years

NOTE: These are the first seven pay-for-success contracts awarded in the United States. As of January 15, 2015, there were approximately 20 contracts in various stages of development in Minnesota (homelessness), Connecticut (child welfare,
maternal health), Illinois (at-risk youth), Colorado (homelessness), Michigan (criminal justice), South Carolina (maternal health), Washington, D.C. (teen pregnancy and education), California (mental health, homeless, healthcare, workforce

development, asthma), and Massachusetts (adult education), among others.

Unlimited, were originally selected by the state to bid on providing
services for the recidivism contract. By the time the PFS contract
was finalized, however, Roca had secured the entire agreement and
the resulting funding. Although the premise of the PFS model is to
motivate whole segments of nonprofits to “up their game,” it is also
possible that the “also-rans,” like Youth Options, could be further
handicapped in funding their operations, resulting in even poorer
social service delivery to populations that need them most.

In New York City, the government’s contract with the Osborne
Association to assist recently incarcerated young adults effectively
shut off government funding for similar nonprofits, including the
Center for Community Alternatives, increasing the pressure on these
organizations to focus on fundraising rather than on creating sophis-
ticated measurement systems and better programs. PFS projects in
Chicago and Salt Lake City were awarded to education providers
holding existing government contracts, without an open bidding
process. This creates little incentive for other providers to innovate
and operate more effectively in the hope of landing a contract.?%25

In a perverse twist, the very success of the initial PFS projects may
make it more difficult to do follow-on projects. After contracted non-
profits deliver the first round of government savings, political pres-
sure will inevitably demand ratcheting down the success payments
for subsequent contracts in line with the recently achieved efficiency
benchmarks. Given the higher target and thus higher chances of

falling short, private capital may flee existing PFS markets, and po-
tential service providers may find it impossible to deliver critical ser-
vices at ever-higher efficiency without compromising the well-being
of the people they serve. Conversely, the model’s initial success may
undermine the very premise of PFS and encourage governments to
eliminate the PFS intermediary (and associated costs), and contract
directly with providers. For example, in the United Kingdom the Peter-
borough Prison project was on track to achieve the target recidivism
reduction of 7.5 percent over two cohorts, but failed to reach the
average 10 percent reduction target for the first cohort to trigger
initial payments. Subsequently, the UK government announced an
early phase-out of the project and began constructing interventions
building on lessons from the Peterborough program using its own
direct funding without the need for intermediaries or investors.2¢

Another challenge is the seemingly high transaction cost of the
initial PFS contracts, much of which has been funded by philanthropic
contributions. In some cases the transaction costs can be ashigh as 7
to 10 percent (Chicago and New York State), but many of these costs,
such as auditing and legal fees, would have been incurred regardless
of the form of contracting. The one clearly additional cost, evaluation,
is at the heart of the PFS structure and does not exceed 2 percent of
the project costs in any case. The most contentious of the transaction
costs is “intermediary and fiscal agent services,” with some arguing
that the additional management oversight is superfluous.


http://www.youboston.org/
http://www.osborneny.org/
http://www.osborneny.org/
http://www.communityalternatives.org/
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Junior Lender

Tranche

Grant or Credit
Enhancement

Audit and
Legal Fees

Evaluation
Costs

Intermediary,
Fiscal Agent,
and Project
Management
Payments

Total
Transaction
Costs

Total
Program Cost

N/A = $7.2 M Bloomberg Philanthropies: loan N/A N/A N/A All costs funded | $9.6 M
guarantee by Bloomberg | over 4 years
Philanthropies
u$2.4 M J B. Pritzker: junior loan N/A N/A Undertakenby | N/A Not available S7.0M
the Board of publicly over 8 years
Education
= $1.32 M Rockefeller Foundation: first-loss | N/A $200K $1.45M $275K $1.925M $13.5M
guarantee (US Department| over 4 years
of Labor grant)
= $1.5 M Living Cities: junior loan =$3.7M Laura and John Amold Foundation: grant | $450 K $595K $744K $1.789 M $21.3M
= $1.5 M Kresge Foundation: junior loan = $2.0 M New Profit: grant over7 years
= $300 K Boston Foundation: grant
u $4.0 M Pritzker Family Foundation: junior N/A $595K $319K $670K $1.584M $16.9M
loan over 4 years
= $325 K Nonprofit Finance Fund: CDFljunior loan | =$200 K Sisters of Charity Foundation of $60K $425K ST12K? S1197M $2.7M
= $1.0 M George Gund Foundation: junior loan Cleveland: junior loan over Syears
= $750 K Cleveland Foundation: junior loan =3150K Sl%ters of Charity Foundation of
Cleveland: grant
= $1.75 K United Way of Massachussets Bay: | N/A Rolled over $250K $1.65M3 $1.85M $6.0M
junior loan into intermedi- over 6 years
= $500 K Corporation for Supportive Hous- ary a?? fiscal
ing: junior loan agentiee

" Avoided costs for school years K-6 estimated to be $2,470 in first year. After full payment of principal and interest, the payment would reduce to $1,040 per child per year.
2 FrontLine, the contract intermediary, provides the “case management” services and oversight that lead to the appropriate placement and release of the children in treatment.
3 MHSA, the contract intermediary, provides the appropriate counseling and connections to service providers serving the needs of the homeless population.

THE ROLE OF PHILANTHROPIC FUNDING

Although PFS contracts are typically characterized as employing
private capital-market funding to solve social problems, a closer look
at all of the US PFS projects reveals the critical and enabling role
of philanthropic and mission-led capital. (See “US Pay-for-Success
Contracts” above.) To better understand the role of such capital in
the PFS funding structure we have divided funders into three cat-
egories: senior lenders, junior lenders, and venture philanthropists.

Consider the first US PFS, the New York City Rikers Island con-
tract. In that deal, Goldman Sachs, the senior lender, provided a $9.6
million loan to fund the four-year program to reduce recidivism,
with Bloomberg Philanthropies granting MDRC a $7.2 million loan
guarantee to hold until 2016. A little more than two-thirds of Gold-
man Sach’s investment was protected by philanthropy.

The senior lenders in the Massachusetts PFS have shown more
appetite for risk, but $6 million of the $18 million initial commitment
is still philanthropic. Goldman Sachs represents the profit-seeking
senior lender, while the Kresge Foundation and Living Cities repre-
sent the junior lenders carrying a higher share of the risk. Goldman
Sachs, which is financing $9 million through its Social Impact Fund,
will be the first investor to receive its capital if Roca meets its targets,
plus a potential bonus. The Kresge Foundation and Living Cities,
which are providing program-related investment (PRI) loans, will be
the second-in-line investors to be paid back, along with a potential

upside. The role of these junior lenders cannot be minimized. The
primary motivations for their investments are the project’s align-
ment with their mission and its potential for impact. Philanthropic
investors will be the last to see their principal repaid. The Laura and
John Arnold Foundation will use any returns it receives to support
future PFS initiatives, while New Profit and The Boston Foundation
will reinvest their returns back into Roca to scale up its work.2% 2829

The New York State contract is unique because of the private-
placement nature of the investment, where 44 entities (individuals
as well as foundations) have bought into an asset class with Bank
of America-Merrill Lynch. The Rockefeller Foundation provided a
first-loss guarantee to cushion the risk for the investors. While the
bulk of the financing has come from impact investors, philanthropic
funders are absorbing the initial risk, as in the Massachusetts deal.

In Cuyahoga County the contract is being financed entirely by
philanthropic dollars. The majority of the funding, $1.575 million,
comes from The Reinvestment Fund, a community development fi-
nancial institution (CDFI), another $325,000 of the junior lending
from Nonprofit Finance Fund is also a CDFI loan, and the remaining
$2.1 million is spread among the George Gund Foundation, the Cleve-
land Foundation, and the Sisters of Charity Foundation of Cleveland.
The project is effectively the first instance of a PFS financing with-
out private investment capital, where the funders are overwhelm-
ingly focused on social impact rather than financial returns. The
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Massachusetts Home and Healthy for Good
PFS contracts are also heavily funded by mis-
sion-driven investors. The Chicago and Salt
Lake County PFS contracts are unusual in be-
ing totally funded by return-seeking first-level
lenders.3°

Even the United Kingdom’s so-called Social Impact Bond,
launched in 2010 and widely considered the first large-scale im-
plementation of social innovation financing, was funded largely
by philanthropy. In a public-private-nonprofit partnership, the
UK Ministry of Justice contracted with One Service to reduce re-
cidivism among prisoners released from Peterborough Prison and
engaged Social Finance to raise £5 million to finance the up-front
program delivery costs. The vast majority of the 17 “investors” were
charitable trusts and foundations, with the payback coming from
the UK Big Lottery Fund and the Ministry of Justice. Hailed as a
groundbreaking financial innovation to solve social problems, the
UK SIB was the first in a series of deals in which philanthropic and
private capital joined forces to fund socially innovative approaches
to society’s critical challenges, with philanthropists in most cases
buffering the risk for private investors.3!

When one looks at the seven initial US PFS contracts it is clear that
of the three investment levels, only the first layer is structured to at-
tract potential market-return-seeking investors. Much of the project
risk is absorbed by the second and third layers, whose interests and
motivations differ from those of the profit-seeking investors. At best,
these funders may receive their principal with a lower than market
return or, in the case of philanthropic investors, their principal de-
preciated by the amount of lost interest, to recycle into another social
investment. That is not the case for the profit-seeking PFS investors,
who have the first claim to the promised rewards. Without the risk

US Funding for Pay-for-Success

Visit ssireview.org to join in the conversation
about pay-for-success.
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reduction provided by impact investors and phi-
lanthropists, we believe that market capital will
not rush to fund PFS deals.32 33
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THE FUTURE OF PAY-FOR-SUCCESS
All of the new PFS contracts being negotiated
from Connecticut to California will require service providers to
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demonstrate rigorous data collection and impact reporting. These
projects targeting juvenile and adult incarceration, homelessness,
health care access, education, and other social challenges not only
will raise the bar for nonprofits to demonstrate robust indicators of
their outcomes but also, we believe, will fundamentally change the
way governments procure and deliver social services. (See “US Fund-
ing for Pay-for-Success” below.)

By using PFS contracts, and importantly philanthropic dollars,
to construct a new impact-driven model for meeting social needs,
governments and nonprofits will learn to operate more effectively.
PFS is an important step toward making governments and nonprofits
accountable and more effective in serving society’s neediest citizens,
and to the extent that PFS employs private capital to serve this end,
the money is well spent. The motivations of social impact investors
in PFS projects, and investors’ prioritization of social impact over fi-
nancial returns, could make the critical difference in how the sector
develops. Market capital will have a role to play, but return-seeking
investors will participate when the financing structure minimizes
their risk, as recent contracts have done.3435

Globally, active PFS contracts total roughly $200 million. The
United Kingdom is the epicenter of PFS and SIB activity, with almost
£55 million committed to 15 projects focusing on recidivism, youth em-
ployment, and foster care avoidance. The European Commission has
expanded its Social Business Initiative to foster social entrepreneur-
ship and investments in social innovation
throughout Europe, where PFS projects to
address adult and youth unemployment
have been launched in the Netherlands,

nits fiscal year 2014 budget, the Obama
administration proposed nearly $500 mil-
lion to fund its Pay for Success program,
including $300 million for the US Treasury
Department’s Incentive Fund to enable cities,
states, and nonprofits to support outcome-
based public-private partnerships. The ad-
ministration proposed an additional $195 mil-
lion to support pay-for-success programming

through the US Departments of Labor, Justice,

and Education. Although only $7.5 million was
ultimately approved by the US Congress, an
additional $70 million was appropriated for a
Social Innovation Fund (SIF) through the
Corporation for National Community Service,
of which 20 percent was earmarked for PFS
programs. From that allocation, by late 2014
the SIF had issued grants totaling $11.2 million.
Congress approved a continuing appro-
priations bill to fund PFS and SIF funding at

2014 levels through the 2015 fiscal year. At
roughly $20 million a year, it is a far cry from
the initial $695 million proposed, though a
small but definitive endorsement of the con-
cept. The interest from state, county, and city
governments has been markedly more en-
thusiastic. A flurry of activity in 2014 brought
to conclusion a total of seven PFS contracts
totaling just over $77 million in the United
States, along with another 20 projects in vari-
ous stages of preparation. The vast majority
of the executed and pending contracts are
being constructed by Third Sector Capital
Partners or Social Finance US, which act as
financial intermediaries, secure financing,
and oversee the contracts’ social service
implementation and evaluation. When all
these projects come to fruition, almost $300
million worth of private and philanthropic
capital will be in play.

Germany, and Belgium.

Farther afield, Australia (where the
model is known as a social benefit bond, or
SBB) and South Korea have embraced the
model to target foster care, family support,
and child welfare issues. Some of these
are characterized by innovative financ-
ing structures. For example, in New South
Wales, Australia, the service provider (The
Benevolent Society) has combined with
two leading banks to offer a three-tiered
capital structure for a $10 million (Austra-
lian) SBB. In the first level, the investor’s
capital is fully protected and a low interest
is paid over the life of the bond regardless
of the program’s performance, very much
like a conventional bond. Such an innova-
tion in the financial structure could open
the doors for pension funds and other in-
stitutional investors seeking to diversify
their investment portfolios.
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Similarly, in Rajasthan, India, Children’s Investment Fund Foun-
dation will pay out the initial $238,000 in funding for a development
impact bond, financed by UBS Optimus Foundation, to deliver edu-
cation programs to 10,000 underserved Indian girls through the
nonprofit Educate Girls. Philanthropy stepped in to fill a void where
a cash-strapped government did not have the budgetary savings to
backfill private investors (in this case, impact investors).

The pivotal role of philanthropy in these projects mirrors the evo-
lution of PFS that we see in the United States. The contract in process
in Santa Clara County, Calif., is the most recent indication of this ap-
proach, where the government’s anticipated launch of a PFS project
to address homelessness is a direct indication of its commitment to
care for its neediest citizens. Although financing for this contract
has not been finalized, the prioritization of social welfare above cost
savings suggests a mature evolution of PFS contracting with philan-
thropy and impact-seeking investments gaining center stage.3%3%38 39

The early termination of the New York City, Rikers Island, PFS in
July 2015, after failing to meet its recidivism goals, and Goldman Sachs
resulting $1.2 million loss in outcome payments, illustrate why return-
seeking investors are unlikely to invest in PFS projects without the
cushion of philanthropic risk absorption. Bloomberg Philanthropies
is taking the biggest loss, after all, paying out $6 million to Goldman
Sachs’ without receiving any success payments from the city. It also
provides valuable lessons for governments about how to vet service
providers for PFS contracting. Similar to the Peterborough project, the
New York City government too will hopefully apply the lessons learned
from its PFS “experiment” to structure its own recidivism programs.

Considering the fundamental role philanthropic and mission-
led investors are playing in PFS and SIB projects around the globe,
the future of PFS lies in aligning with impact-seeking investors, not
return-seeking investors. Despite early projections for PFS and SIB
instruments to enlist private capital to solve social ills, we are encour-
aged by its potential to stimulate more foundation investments in the
sector, potentially sidelining profit-seeking investors. US foundations,
with assets of nearly $700 billion and average annual grantmaking
of $40 billion in the past 10 years, have long been criticized for their
relatively low levels of program-related investments, only about $500
million a year on average. Among the country’s largest private foun-
dations, impact-related investing constitutes only about 2 percent
of endowment spending and roughly one-half of 1 percent of grant
spending. The emergence of foundations as leading players in recently
launched contracts is indeed encouraging, and we see this—not the
engagement of private market capital—as the potential major fund-
ing source for the PFS model. This development, along with improved
efficiency and effectiveness of both government and nonprofit social
welfare provisioning, will be the real and measurable benefit of the
PFS model for society’s neediest citizens.*%#
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George Overholser

n their article “The Payoff of Pay-for-Success,” V. Kasturi
Rangan and Lisa Chase assert that the future of pay-for-success lies
in philanthropy. Their main point is this: the crucial up-front risk
capital needed for pay-for-success (PFS) deals to work in the long
run will not come from profit-seeking investors; instead, it will be phil-
anthropic dollars that will finance these deals. Philanthropy, according
to Rangan and Chase, is the future of PFS. I do not share their view.

In the long run, it is not philanthropy that will keep the fires of
PFS burning. Nor will it be return-seeking investors, who play such
avital role in today’s pioneering efforts. If PFS is to be widely em-
braced by the mainstream, then it must be government itself that
will make it happen—with little or even potentially no private risk
capital needed. Before I explain how this is possible, let’s start with
a quick review of the PFS model.

The great promise of PFS is not to “unleash a huge flow of return-
seeking capital” that will “plug the funding gaps.” This point of view
perpetuates the notion that PFS is largely about the up-front funding
mechanism, most notably social impact bonds (SIBs). Certainly, the
funding mechanism is a critical component of PFS, but over time it
represents mere catalytic pennies on the dollar when compared to
the magnitude of government dollars that PFS can unleash.

As PFS evolves and as we learn more about how to forge success-
ful PFS projects, a comparatively small amount of private capital
will be needed to drive large redeployments of government funds
toward the social innovations that work best for America’s most vul-
nerable communities. It’s a point that Rangan and Chase eventually
make at the end of their article: “These [PFS] projects ... not only
will raise the bar for nonprofits to demonstrate robust indicators of
their outcomes but also, we believe, will fundamentally change the
way governments procure and deliver social services.”

In the PFS approach, private financing is decidedly not intended
to pay for social programs. Rather, its role is to provide temporary
loans that are needed to bridge the timing delays that are a natural
consequence of any measure-then-pay system. If and when the pro-
gram hits its impact targets, then government (not private funders)
pays for the program. This allows the private loan capital to be fully
replenished and—this is critical—it becomes available to be recycled.

This recycling phenomenon is what makes it possible for a small
amount of private loan capital to catalyze large amounts of govern-
ment PFS payments. For example, our nonprofit firm, Third Sector

Capital Partners, is currently working on PFS transactions that will
require a total of approximately $92 million of up-front private SIB
financing to mobilize about $176 million of success-contingent gov-
ernment payments. If and when the projects are repeated, the same
$92 million could be redeployed to mobilize additional projects with
$176 million of success-contingent government payments, and so
on, over and over again.

But that is just for starters. Through the use of a “partial PFS”
approach, the future recycling of the $92 million could be lever-
aged to affect far more than just $176 million per project. For ex-
ample, we are already blueprinting projects where only 20 percent
of government payments will be paid in the delayed PFS manner;
the remaining 8o percent of government payments will be made
under a traditional immediate reimbursement model. This partial
PFS approach retains the vital performance-oriented outcome mea-
surements that are essential to PFS contracting, while multiplying
the amount of government resources mobilized by a factor of five.
Thus, in principle, every time the $92 million of up-front private
loan capital is recycled, another $880 million of government dol-
lars will be placed into a PFS mode. Over, and over, and over again.

Indeed, in some cases, the need for up-front private financing can
be removed altogether. For example, on one of our projects, we expect
that the nonprofit social service provider will use its own financial re-
sources to fund the up-front work and thus bridge the timing delays
inherent in PFS. In this case, the power of reallocating government
resources in an evidence-driven way will be fully retained, but there
will be no need to tap into additional private capital markets.

Thus, although there are no doubt many limitations to PFS (it
is not meant to be a panacea), we are more optimistic than Rangan
and Chase that the growth of PFS will not be severely constrained
by a lack of private loan capital. Loans will be recycled, partial PFS
arrangements will multiply the power of loans to redirect govern-
ment allocations, and ultimately, some providers will use their own
balance sheets (not SIB loans) to finance their PFS contracts.

Rangan and Chase correctly assert that philanthropy has an es-
sential role to play in the evolution of PFS. But I would suggest that
philanthropy’s role is actually most crucial at this very moment,
nurturing the development of PFS during its earliest manifestations
in cities and states across the United States. Because PFS is new and
unproven, it is currently a relatively scary place for mainstream lend-
ers to make loans. Philanthropy can be used to test the waters so that
projects can establish the track records needed to prove to commercial
lenders that PFS projects are indeed debt-worthy (albeit not risk-free).
Philanthropic subsidies are also needed to compensate for the reality
that first-time projects are far more expensive to put together (be-
cause of the additional administrative and learning costs required)
than replicated projects will be, and thus currently have less money
left over to offer as financial compensation to mainstream SIB lenders.

Luckily, the current giving-pledge era augurs well for seekers of phil-
anthropic loan capital. Moreover, the PFS philanthropic funding model
offers a comparatively spectacular proposition to philanthropists. To
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understand why, imagine a funder who likes a certain program so
much that she writes a $1 million check. Traditionally, her check might
pay for 1,000 individuals to be served by the program, after which the
money would be gone. Now consider the same funder under a typical
PFS construct. She writes the $1 million check, but this time it is imme-
diately doubled by private loans, which allows 2,000 individuals to be
served by the program she likes. Then, as an extraordinary kicker, she
is informed at the end of the project that because of the government’s
success payments, her $1 million gift has been replenished and is now
poised to be recycled, resulting in changed lives for many thousands of
vulnerable people. (Of course, the PFS arrangement could also reveal
that the project failed to work, in which case there would be no replen-
ishment. But in this case the PFS model would fare no worse than the
traditional write-the-check-and-it’s-gone giving model.)

With billions of dollars now flowing from the coffers of sophis-
ticated giving-pledge philanthropists, we are bullish that the PFS
model will attract the philanthropic capital it needs to catch on
and become a mainstay of how government spends its money on
programs and strategies that work best for our most vulnerable
communities and families.
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s V. Kasturi Rangan and Lisa Chase point out in their

article “The Payoff of Pay-for-Success,” pay-for-success

is an innovative financial tool “generating more than a

moderate amount of attention.” In part, this is because
pay-for-success (PFS) sits at the intersection of three powerful move-
ments that are reshaping the social sector: “moneyball for government”
(driving public resources to evidence-based programs), “transforma-
tive scale” (achieving impact at scale to solve social challenges), and
“impact investing” (using capital productively to create both social
and financial returns).!

Enthusiasm, as is often the case in new markets, belies the pace
of progress. Today, there are only seven PFS deals that have reached
the market in the United States.? Rangan and Chase, in their article,
review these and offer predictions for the sector’s future.

Their research into these seven transactions is thoughtful and
detailed. Their predictions for the future, however—from our per-
spective as practitioners—are based on three flawed assertions: first,
that governments care about PFS solely to drive monetary savings;
second, that linking nonprofit funding to measured outcomes will
negatively affect the social sector; and third, that private investors in

PFS are seeking either profit or impact—but not both. These assump-
tions lead Rangan and Chase to conclusions with which we disagree.

PLAYING MONEYBALL

Rangan and Chase begin their analysis with the assertion that gov-
ernments care about PFS solely to save money. Investor payments
are defined by a limited set of primary metrics, most of which link
directly to expected government savings.3

It is misleading, however, to conflate the metrics in the PFS con-
tract with the model’s primary objective. Governments pay—and,
indeed, exist—to achieve policy objectives. Most of those objectives
are not about saving money; they are about improving lives. The
governments we work with care most about seeing fewer young men
return to prison, creating better outcomes for mothers and their
babies, and improving educational outcomes. These are persistent
challenges that have defied decades of efforts. When a PFS program
promises to reduce recidivism, the value of safer communities and
successful re-entry for these individuals goes beyond the monetary
savings of reduced prison bed-days. That may be the metric in the
contract, but the value generated for society goes far beyond it.

PFS is indeed a financing mechanism built on rigorous metrics.
Success in PFS, however, runs deeper than finance. Success is about
changing the way governments think about contracting for services.
Today, governments typically buy services or outputs. PFS allows
government to instead buy outcomes—and to know through rigorous
measurement exactly what they are getting. The book Moneyball for
Government famously noted that less than 1 percent of government
spending is backed by evidence of its effectiveness. PFS helps govern-
ments to make decisions based on evidence and to pay only for results.

If a PFS project fails to deliver results, that provides meaning-
ful information and the program would naturally sunset (unlike
most government programs). This is a success in itself, and a win
for taxpayers and society. On the other hand, if a PFS project suc-
ceeds, government would gain the necessary information to further
improve and double down on the program.

We envision a future in which cities, counties, and states rou-
tinely perform detailed cost-effectiveness analyses, rigorously review
service provider evidence, fund programs based on their evaluated
outcomes, and support those programs with ongoing measurement
and performance management—with or without PFS. Until then,
we see PFS as a useful tool to ensure that programs that work get
the resources to have a positive impact on as many lives as possible.

BUILDING THE BRIDGE TO SCALE
Rangan and Chase rightly ask hard questions about unintended con-
sequences of PFS. These are questions we wrestle with daily. In their
analysis, interestingly, they view the model’s emphasis on outcomes
and accountability as both a positive and a negative. They worry
that PFS programs will bring in only “high-performing nonprofit
organizations” to the detriment of weaker ones. They assert that
less-capable organizations will not be able to “lift their game.” This
could, the authors fear, handicap their ability to obtain funding for
their operations, “resulting in even poorer social service delivery to
populations that need them most.”

Yet our real-world experience suggests the opposite. High-quality
nonprofits are deeply focused on improvement. They use data to
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sharpen their measurement skills and enhance their services. With
PFS as a funding option, we have seen more nonprofits inspired to
lift their games. We have multiple advisory projects under way with
service providers that, although not yet ready for PFS, are investing
more deeply in performance measurement and evaluation.
Moreover, it is unclear why steering resources to the most effec-
tive groups is not in the best interest of society. Addressing com-
plex social challenges at scale will require organizations that can
absorb significant new capital and grow with fidelity. In 2008, re-
search by the Bridgespan Group found that only 144 out of the more
than 200,000 nonprofits created
since 1970 had reached $50 mil-
lion in annual revenue. Despite

Success in PFS
runs deeper than
finance. Success
is about changing

tremendous social challenges,
nonprofits—including those
with the strongest evidence—
have not achieved the scale to

meet the demands of society in the way govern-
a meaningful way. ments think
Funding for social challenges 3 hout contractin g
is limited; there will be winners .
for services.

and losers. In the past, these
have been decided by any num-
ber of factors—relationships, charismatic leaders, cost to serve —but
rarely by nonprofits’ ability to measurably improve their clients’ lives

with concrete outcomes. For those that can do so, PFS offers a new
path to access growth capital.

Moreover, nonprofits have long been “squeezed” in the chal-
lenge to raise funds. PFS lets nonprofits steer away from unhelp-
ful overhead rules, allowing them to fund whatever activities are
necessary to achieve outcomes—including technology, data sys-
tems, staff training, and strong management. It provides flexible,
multiyear, stable funding, tied directly to their mission, allowing
organizations to spend less time securing funds and more time let-
ting results speak for themselves.

The authors also worry about a future in which governments—
who can use PFS to more accurately put a price on outcomes—drive
to lower cost, inadvertently pushing nonprofits away from serving
those most at risk. It is worth noting that this is true in the sector
today: nonprofits constantly struggle to maintain mission against
ever-shrinking budgets. Well-designed PFS contracts, in contrast,
help to counter this challenge, not reinforce it. In PFS, evidence-based
programs typically perform best when beneficiaries are most at-risk,
not least, since the highest-risk individuals drive the most cost and
have the poorest outcomes under the status quo. In PFS contract de-
velopment, we have found that government, investors, and nonprofits
benefit most by serving the most vulnerable.

INVESTING FOR IMPACT
Rangan and Chase see a future in which “PFS’s ability to attract pure
return-seeking capital to social programs will be muted.” They believe
growth in the sector will come from “impact-seeking” rather than “re-
turn-seeking” capital. This trend, in their view, limits the field’s potential.
If the ultimate goal of PFS is to change how government allocates
resources, then its success is not predicated on an ability to draw in
one kind of investor or another. Nevertheless, adequate investment

capital—and the returns necessary to access that capital—is an im-
portant means to achieving that goal.

We agree with the authors that philanthropic capital has and will
continue to play a catalytic role in advancing the field. Philanthropy
has acted as guarantor, though this has been less common as the
field evolves; it has taken junior investment positions in “blended”
capital structures; and in some cases philanthropy has funded deals
in their entirety. Philanthropy has also spurred the field in less vis-
ible ways, providing grants to support nonprofits, evaluators, and
intermediaries. Indeed, the very interventions and evidence on
which PFS is built have been funded by philanthropy.

But philanthropy is not alone. Impact investors have played a
strong role in PFS. Impact investing has, like PFS, drawn signifi-
cant attention lately.* The bifurcation of investment into “impact-
seeking” and “return-seeking” is, in the face of a growing impact
investment movement, overly simplistic. All seven deals to date have
blended different kinds of impact capital. Through program-related
investments, foundations can and do make investments to further
their missions, and expect the ability to recycle their money; high-
net-worth individuals, such as those who made up the majority of
our project in New York State, invest and want tangible social im-
pact along with the possibility of financial returns.

This is particularly true for the next generation of investors.
According to a survey conducted in 2014 by US Trust, interest in
social investing strategies is growing: 40 percent of high-net-worth
investors—including nearly half of women, and two-thirds of mil-
lennials—agree that investing is a way to express their values, as
well as to produce returns.’ Investors are further attracted to the
uncorrelated investment returns that PFS generates. To ignore this
complexity is to misunderstand PFS investors.

LOOKING TO THE FUTURE
Rangan and Chase provide a valuable overview of the seven PFS
transactions launched to date in the United States but prematurely
make predictions about the model’s future based on assertions that
we, as practitioners, do not experience as the reality of the field.
Pay-for-success is a cross-sector collaboration that weaves to-
gether three important social-sector movements: government ac-
countability, scaling effective nonprofits, and impact investing. We
are still in the early stages of PFS development. The potential for
pay-for-success is exciting, yet its potential remains that of a tool.
It is no panacea; it serves as a means to an end. The end is about
achieving measurable and meaningful progress against our great-
est societal challenges.

NOTES

1 Jim Nussle and Peter Orszag, eds., Moneyball for Government, Disruption Books,
2014; Jeffrey Bradach and Abe Grindle, “Transformative Scale: The Future of
Growing What Works,” Stanford Social Innovation Review, February 19, 2014; Paula
Goldman and Lauren Booker, “Parsing Impact Investing’s Big Tent,” Stanford Social
Innovation Review, June 10, 2015.

2 There are now more than 45 active PFS/social impact bond projects globally. We
work closely with our sister organization in the United Kingdom, where there are 31
active projects, to apply the lessons of a more developed market to our own work.

3 Anotable exception to this rule is the PFS contract in Chicago, in which two met-
rics—kindergarten readiness and third-grade literacy—are less directly linked to
monetary savings, though they clearly fulfill important social objectives.

4 See, for example, Goldman and Booker, “Parsing Impact Investing’s Big Tent.”

5 2014 US Trust Insights on Wealth and Worth, US Trust.
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