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Ithough Pay for Success (PFS) contracts have received widespread attention in

the United States and abroad, there is nothing fundamentally new about govern-

ments paying for outcomes. Performance clauses in construction contracts are

common, and the Department of Defense has procured services using perfor-
mance-based contracting for years. Many state and local governments now use performance
clauses in their procurement of human services, for example by providing bonuses to contrac-
tors administering job training programs based upon the number of clients who obtain and/
or retain jobs.

What makes recent PES initiatives distinctive is that they are focused not simply on
creating additional financial incentives for contractors to produce better outcomes, but
more broadly on overcoming the wide set of barriers that are hindering the pace of social
innovation. For sure, these barriers include a lack of performance focus and outcome
measurement, but they also include political constraints that prevent government from
investing in prevention, the inability of nonprofits to access the capital needed to expand
operations, and insufficient capacity to develop rapid and rigorous evidence about what
works. In some of these new models, the amount of performance risk shifted from taxpayers
to those on the hook for producing the outcomes is much greater than under traditional
performance contracts, requiring the participation of socially-minded investors to make the
projects feasible.

The social impact bond (SIB) is one of the new approaches to financing social innova-
tion. Under the most common SIB model, the government contracts with a private-sector
intermediary to obtain social services. The government pays the intermediary entirely or
almost entirely based upon achievement of performance targets. Performance is rigorously
measured by comparing the outcomes of individuals referred to the service provider rela-
tive to the outcomes of a comparison or control group. If the intermediary fails to achieve
the minimum performance target, the government does not pay. Payments typically rise for
performance that exceeds the minimum target, up to an agreed-upon maximum payment
level. Payments are funded at least partially by the cost savings to government achieved
through the improvement in outcomes.

The intermediary obtains operating funds by raising capital from independent commer-
cial or philanthropic investors who provide up-front capital in exchange for a share of the
government payments that become available if the performance targets are met. The inter-
mediary uses these operating funds to contract with service providers to deliver the inter-
ventions necessary to meet the performance targets.
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For the past two years, the Harvard Kennedy School’s Social Impact Bond Technical Assis-
tance Lab (SIB Lab)! has provided pro bono technical assistance to several state and local
governments as they have developed SIB initiatives. This hands-on involvement informs
our research on how governments can foster social innovation and improve the results they
obtain with their social spending.

This article describes some of the lessons we have learned about SIBs from our work,
focusing in particular on topics where our thinking has changed since our initial analysis of
the model.? It also describes what we see as the key unanswered questions about the future
of the SIB model.

Social Impact Bonds Are Spreading Faster Than Expected,
Both in the United States and Abroad

Following the announcement of the world’s first SIB in the United Kingdom in 2010,
countries as varied as Australia,* Canada,” Columbia,’® India,” Ireland,® and Israel’ have
started exploring SIBs. Proposed projects target social problems ranging from recidivism to
19 unemployment,'! youth outcomes,'? and early childhood education.'®
In the United States, interest in SIBs continues to spread rapidly. Funding for PFS

contracts was proposed in President Obama’s February 2011'* and 2012 budgets,'® and a

homelessness,
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grant solicitation is currently in progress from the US Department of Labor that would fund
up to $20 million of PFS contracts to improve employment and training outcomes.'®

New York City established the first SIB in the United States.!” The initiative provides
services to 16- to 18-year-olds who are jailed at Rikers Island and aims to reduce recidivism
and its related budgetary and social costs. Services are being delivered to approximately
3,000 adolescent men per year from September 2012 to August 2015. MDRC, a prominent
nonprofit research organization, serves as the intermediary, overseeing day-to-day implemen-
tation of the project and managing the two nonprofit service providers who are delivering
the intervention. Goldman Sachs is funding the project’s operations through a $9.6 million
loan to MDRC. The city will make payments that range from $4.8 million if recidivism is
reduced by 8.5 percent to $11.7 million if recidivism is reduced by 20 percent. Bloomberg
Philanthropies is guaranteeing the first $7.2 million of loan repayment.

Meanwhile, Massachusetts and New York State are working to become the first state
governments to enter into PES contracts using SIBs. In January 2012, Massachusetts
launched procurement processes to obtain intermediaries and providers for two SIB proj-
ects, and it announced the selection of those partners in August 2012. The first project
will serve 900 youth over three years who are aging out of the juvenile justice system and
expects to produce budget savings from reduced incarceration costs. The second project
aims to house 400 chronically homeless individuals over a three-year period and expects
to produce budget savings from reduced Medicaid spending. In July 2012, New York State
began the procurement process to seek an intermediary to help set up a PES project that
would offer transitional employment services to adults released from state prisons.

Recently, the Harvard Kennedy School SIB Lab requested applications for additional US
jurisdictions to assist. Twenty-eight state and local governments applied.

Why are so many governments interested in SIBs? SIBs offer an answer to a question
all policy makers are facing in these difficult fiscal times: How do we keep innovating and
investing in promising new solutions when we can’t even afford to pay for everything we
are currently doing? SIBs also align well with the spread of data-driven leadership practices
focused on improving government performance and with government efforts to collabo-
rate with nonprofit and for-profit partners in solving community-based problems.

Several Different Model Variations Are Starting to Emerge

The SIB model requires specific tasks to be completed by the government’s private-
sector partners. These include raising capital to fund operating costs and absorb risk, assem-
bling a team of service providers, and managing the team to achieve performance objec-
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tives. In the original Peterborough SIB project in the United Kingdom,'® the intermediary,
Social Finance, is at the center of the transaction, performing all three roles and holding the
contract from the government. However, other structures are also possible. For example, the
government could contract directly with a lead provider, and that provider could raise funds
from philanthropists and subcontract with additional providers. In that case, intermediaries
might serve as consultants to the lead provider, helping the provider build its capacity to raise
funds and meet performance targets. It is also possible that a foundation with an interest in
testing solutions for a particular social problem might assume the lead role in negotiations
with the government and then hire staff to manage the project and recruit providers.

For a UK job creation initiative, the ethical investment group Triodos Bank took the role
of lead advisor and made all the arrangements for a foundation, a private investor, and a
social enterprise to enter into a PFS contract."” In Minnesota, legislative authority has been
obtained for a human capital bond approach under which the state will issue new debt in
order to finance preventive investments.

Given that SIBs remain experimental, the emergence of multiple models is promising
since we do not yet know which models will work best, and it is likely that different struc-
tures will be most effective in different circumstances.

The Most Important Criterion for Deciding Whether to Establish a
Social Impact Bond: Impact

When we wrote our initial paper on SIBs in 2011,%

we identified five key criteria that a
project must satisfy to be appropriate for a SIB: sufficiently high net benefits to allow both
taxpayers and investors to come out ahead; measurable outcomes; well-defined treatment
populations; credible impact assessments; and safeguards against harming the treatment
population. After experiencing the complexity involved in developing SIB projects, we now
believe the most important criterion for deciding whether to do a SIB is its potential for a
large impact.

Establishing a SIB takes sustained attention over the course of a year or more from
top officials in the state, county, or city implementing them. Given the other demands on
these officials’ time, an initiative is only worth undertaking, and only likely to succeed, if it is
directly aligned with one of the governor’s, county executive’s, or mayor’s top priorities. To
be worth the effort, SIBs require either a large initial scale or a realistic vision for scaling up an
initial successful SIB into a larger (e.g., statewide) initiative. Or they need to be aligned with
a broader performance or reform agenda in such a way that a successful SIB has spillover
benefits into an important area of existing spending.
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socialfinanceus.org/files/SF_Peterborough SIB_0.pdf.
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20 Liebman, Social Impact Bonds, February 2011.
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Initial Projects Contain More Innovation and Learning
and Less Replication Than Anticipated

Initially, we expected the first applications of the SIB model to involve replication and
scaling of proven interventions. However, experience has shown that rigorously proven models
do not exist for most of the preventive investments that are the highest priorities for state and
local governments. Thus, the interventions being tested in most of the initial SIB projects are
riskier, more innovative, and offer more potential learning benefits than we had anticipated.

While the accumulation of additional knowledge about what works is clearly a benefit
of these more innovative interventions, their greater risk does raise questions, particularly
for investors. So far, philanthropic capital has been the major source of financing for these
projects and has been used as a backstop for private capital. It is unclear how quickly private
capital might be able to take over for philanthropic capital in absorbing failure risk in future
SIBs. A recent report found that many investors are uncomfortable with the prospect of
being locked into a SIB contract with a long duration and concluded that future SIBs may
need to involve more risk sharing from government.?!

It Is Difficult to Find Interventions That Truly Pay for Themselves

Initial discussions have focused on initiatives that could yield budgetary savings that fully
cover program costs, but most socially beneficial interventions are unable to meet this stan-
dard. It is an open question how often governments will be interested in signing on to projects
that, for example, produce budget savings equal to 70 percent of their costs along with signifi-
cant nonmonetizable social benefits (e.g., reduced crime, higher earnings, better health).

Finding Large Enough Sample Sizes Can Sometimes Be Difficult

To determine whether an outcome was produced by the intervention rather than by
chance, a sufficiently large number of people must be served—generally at least 200 per year.
This rules out some preventive investments that are targeted at high-cost populations that
are very small.

Adequate sample sizes are also often critical to program economics. For example, in a
small recidivism project, only “marginal cost” savings from reducing the number of prisoners
will be attainable—those associated with items purchased on a per-prisoner basis, such as
clothing, food, and, in some cases, medical care. Larger-scale projects have the potential to
achieve far greater “average cost” savings, from reducing staffing or closing a correctional
facility. In addition, the overhead costs of the SIB financing mechanism, including fees for
legal counsel, intermediary costs, evaluation expenses, and costs associated with investor
due diligence, are primarily fixed costs and will constitute a smaller proportion of the total
project as the size of the intervention grows. In most cases, these costs are only worth incur-
ring for a SIB contract worth at least $20 million.

21 Steven Godeke and Lyel Resner, “Building a Healthy and Sustainable Social Impact Bond Market: The
Investor Landscape,” Godeke Consulting and The Rockefeller Foundation, November 2012, available at www.
rockefellerfoundation.org/news/publications/building-healthy-sustainable-social.



28 Community Development INVESTMENT REVIEW

Building Government Capacity Requires Dedicated Staffing and Expertise

SIBs are complex, novel arrangements and require a great deal of work to get off the
ground. Governments face two main challenges in using this model. The first is sustaining
focus over the year or more it can take to get a project up and running. Given all of the
competing responsibilities of government officials, it can be hard to keep a SIB initiative
on track without dedicated staffing. The second is technical expertise. Establishing a SIB
requires expertise in areas such as incentive contracting, cost-benefit analysis, and evaluation
design that may or may not already exist in house.

The Harvard Kennedy School’s SIB Lab’s assistance model attempts to address these chal-
lenges. We place a full-time “government innovation fellow” in the state or local govern-
ment agency that is spearheading the state’s PFS initiative. The fellow helps the agency both
in coordinating its policy process and in performing technical analysis. The fellow reports
to the state PFS policy lead and also receives supervision from SIB Lab Director Jeffrey
Liebman, who provides direct technical assistance to the state as well. The SIB Lab also helps
the state match and analyze administrative data sets to establish historical baselines, deter-
mine potential cost savings, and identify populations to serve. To date, this assistance model
has been tested in Massachusetts and New York State.

Governments Are Taking Several Different Approaches
to Identifying an Intervention

As already discussed, one of the key challenges in establishing a SIB is finding an inter-
vention with a sufficiently high probability of success. We have observed governments using
three complementary approaches to identify promising projects.

One approach relies on a policy process within government agencies. Officials often
possess a wealth of knowledge about gaps in service provision and areas that offer the
potential for budgetary savings if investments in prevention are made. It generally takes
two or three meetings spaced over a couple of weeks to develop a good list of ten to twenty
candidate projects using this method. At the first meeting, the SIB concept is explained,
and questions about it are answered. At subsequent meetings, individuals brainstorm about
ideas and then narrow down the list to the most promising options.

Under another approach, the government solicits suggestions from the public through a
request for information (RFI). Both Massachusetts and New York State issued RFIs in an effort
to collect suggestions for PES projects from the public. The RFI process offers the potential
to learn about promising projects and programs that government officials may not be aware
of, as well as an opportunity to begin to engage with organizations that may ultimately
become provider and intermediary partners. An open process for gathering ideas about
projects also provides greater transparency, which can be important for experimental proj-
ects such as these.
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The third approach, also widely used by governments, is to review evidence from sources
such as the Coalition for Evidence-Based Policy’s “Social Programs That Work” list, the
Washington State Institute for Public Policy’s cost-effectiveness studies, and recent research
results from professional evaluation firms to find proven programs in priority policy areas
that could be replicated locally. The benefit of selecting an option from one of these lists is
that they provide evidence collected from rigorous evaluations, thereby providing far greater
levels of confidence in the intervention’s efficacy. But the policy areas where proven inter-
ventions exist do not always overlap with a chief executive’s top policy priorities or with local
provider capacity.

Through these processes, several types of interventions appear to be getting the most
attention across multiple jurisdictions:

 Projects that aim to reduce recidivism among those released from prison or jail.
« Services for at-risk youth such as those aging out of the foster care and
juvenile justice systems.
* Homelessness prevention services.
* Prenatal, early childhood, and preschool services.
* Preventive health care interventions such as those for asthma or diabetes.
» Home-based services designed to keep elders out of nursing homes.

»  Employment/workforce development services.

Provider Capacity Is a Significant Challenge

In the states initially establishing SIBs, at most a handful of high-performing organiza-
tions in each policy area are capable of delivering services, and they tend to operate in limited
geographic regions of the state. The current initiatives involve relatively modest expansions
of provider operations. Finding a way to scale a successful SIB statewide or to transplant a
successful one into a new state will be much harder and will present execution risk above and
beyond the risk present in the initial projects.

Governments Have Several Options for Selecting
Intermediaries and Service Providers

Some governments have undergone competitive procurement processes to select counter-
parties for the contract, while others have worked closely with a particular intermediary or a
consultant from the beginning, relying on the intermediary’s or consultant’s expertise to iden-
tify a service provider and choose a program model. The competitive procurement process
offers benefits from a transparency and legitimacy perspective and may allow the state to iden-
tify high-quality providers that it would otherwise not have been aware of. While competitive
procurements are often slower than noncompetitive processes, establishing a SIB requires
months of data analysis and other preparation within the government, as well as a process to



30 Community Development INVESTMENT REVIEW

obtain legislative authority, work that can occur at the same time as the procurement process.
Thus, the amount of delay caused by procurement processes is minimal.

New Structures Are Necessary to Enable Government
to Commit to Future Payments

Investors have expressed concern about whether governments can commit to making
future, success-based payments. In particular, given the annual appropriations process, ques-
tions have been raised about whether future legislatures might renege on commitments made
today. The authorizing language enacted in Massachusetts addresses this issue, giving full
faith and credit authority to success payments and setting up a sinking fund to steadily fund
the payments over the life of the contract, rather than requiring a future legislature to appro-
priate payments on the back end.

Questions for the Future

Over the past year we have learned a great deal about the hurdles that must be overcome
to get a SIB project off the ground. However, several questions remain unanswered about
the future, not just of the projects currently under development, but also of PES contracts
more widely.

How Will This Model Become Sustainable and Scalable?

So far, it is not obvious that it will be substantially easier to create subsequent PFS
projects after completing the first several. Those involved still need to establish relation-
ships within government, build trust in the provider community, and create project-specific
data systems and evaluation frameworks. In addition, it is unclear where sustainable funding
streams for intermediaries and government capacity-building will come from. Because proj-
ects are relatively small and do not appear to yield supernormal returns, continued philan-
thropic support of both intermediaries and government capacity may be needed for quite
some time.

What Aspects of the Pay for Success Structure Will Drive Better Outcomes?

PFES contracts introduce several potentially valuable components: performance measure-
ment, performance-based pay, an intermediary with management talent, financial resources
for successful nonprofits to expand, and new program models. A subset of these components
may be sufficient for, or may explain a large portion of, an intervention’s successful outcome.
If the model is successful, we may not be able to tell the relative contributions of each.
From the government operations perspective, a key benefit of the PES approach is that it
forces a sustained, multiyear focus on achieving improved performance in a particular policy
domain. This type of focus can be very difficult to achieve with conventional public-sector
funding and management approaches. In particular, leaders often create interagency task
forces to tackle policy objectives, but then allow the enthusiasm and commitment to disap-
pear shortly after the initial announcement of the task force.
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How Can We Manage the Tension Between Targeting Innovative and Evidence-Based
Programs for Social Impact Bonds?

For many social problems, we lack proven, scalable solutions, so what we need is innova-
tion. But innovation is inherently risky, and investors in a SIB project, even those who are
socially minded, may not be willing to take on that risk. On the other hand, with proven
interventions, governments may simply want to fund the preventive services directly, without
introducing the complexity and extra costs of a SIB structure. The challenge is to find the
sweet spot of projects that are sufficiently innovative that they are hard to fund through the
conventional budgeting process, but likely enough to succeed that investors are willing to
back the projects.

How Should Risk Be Spread Among Project Partners?

In the initial SIB projects, philanthropic investors have assumed most of the risk of
the projects. Little or no government payment has been required unless the projects meet
their performance targets. This “money-back guarantee” structure has been very attractive to
governments considering the SIB approach and is a big part of the reason that the model has
spread so rapidly. But in the longer run, it may be necessary for governments to share more
of the failure risk if SIBs are to reach their full potential. The pool of capital available and the
number of policy areas where it will be possible to convince investors to take on all of the
risk are likely to be limited. As the model evolves, it will also be interesting to see how large
a portion of intermediary and provider fees will be linked to performance.

Will SIBs Be Used for Interventions Whose Benefits Accrue over Long Time Horizons?

Consider investments in prenatal health care. Such investments may produce short-term
benefits such as improved infant and maternal health and lower health care costs, but they
may also produce longer-term benefits such as reduced special education spending, reduced
crime during teenage years, and increased adult earnings. While it would not make sense
for a SIB contract to pay out over two decades as results become apparent—the feedback
loop between management practices and results would be too long to be useful—it might
be possible to design a SIB that paid out based upon short-term results that are predictive
of longer-term benefits. It will be interesting to see whether any governments are willing to
make payments based on these potential longer-term benefits.

How Will Governments Manage Pay for Success Contracts Across
Political Administrations?

New administrations often replace and/or rebrand initiatives associated with prior admin-
istrations. It will be important to ensure that PFS initiatives have sufficiently broad support
to persist. Building legislative support may be instrumental in making sure these initiatives
become permanent features of the policy environment.

Can the Pay for Success Contract Align Incentives Across
Different Levels of Government?

So far, we have seen initiatives that involve collaboration between agencies within one
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level of government. We have yet to see state-local or federal-state partnerships, though the
US Department of Labor grant proposal is a first step toward federal-state collaboration. In
theory, the PFS mechanism should help build alignment between levels of government as
it has between agencies within a single level of government. Until more collaboration starts
occurring between levels, it may be particularly difficult for cities to use PES contracting
because the cost savings produced by a local initiative are likely to accrue in large part to
county or state budgets.

How Will Governments Scale Pay for Success Contracts That Work?

In designing initial PFS contracts, it is important to have a vision for what will happen at
the end of the contract if the project is successful. Clearly, it would be a bad idea to have the
contract conclude, have services shut down, and then start the process of figuring out what
comes next. But it is also not remotely possible to specify a plan for scaling up a successful
intervention several years ahead of time since what is learned along the way will be critical to
designing any follow-on plan. In practice, a sensible approach may be to write explicit deci-
sion dates about contract extensions and scaling into the original contract with sufficient lead
time to allow for effective expansion. For example, if the initial contract is for six years, then
by the end of the fourth year a decision would be made about years seven and eight. Another
question is whether follow-on contracts should assume the same PES model or whether the
government could simply contract directly for the now-proven program model. Ideally, the
government will maintain capacity to measure impacts rigorously during successor contracts
regardless of their setup.

Conclusion

After two years of working on PFS contracts, we remain optimistic about their potential
to overcome barriers to social innovation and speed up progress in addressing social ills. But
there is still much to be learned about how best to structure these contracts and whether they
can indeed produce better results for government social spending.
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