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ABSTRACT

Social Impact Bonds (SIBs) have demonstrated significant growth potential within their defined
boundaries, but the standard model has not yet developed “mainstream” investment transactions capable
of expanding certified evidence-based programs (CEBPs) commensurate with unmet population needs.
This paper proposes an enhanced SIB model called “Scale Finance” in which asset owners and fund
managers would work with CEBP developers to expand these proprietary programs at their maximum
feasible growth rates. Repayment of principal plus risk-adjusted, market-rate returns would be
predicated upon the achievement of agreed social impacts and governmental savings that substantially
exceed program and financing costs.

The paper then applies the framework to show how Scale Finance SIBs could dramatically reduce the
mass incarceration of juvenile offenders, which dispatches some 60,000 at-risk youth into the “school-to-
prison pipeline” every year at an annual cost of approximately $5.7 billion. A SIB pro forma is presented
for a prototypical state that currently spends $100 million annually on juvenile detention and other
custodial placements. In this example, by raising $65.6 million from mainstream investors, a Scale
Finance SIB could replicate the successful Florida Redirection project to provide Multisystemic Therapy
and other CEBPs to 5,000 at-risk families over five years, cut placements in half, pay investors a 10%
annualized return, and return net savings of nearly $91 million to the state. If successful, Scale Finance
would offer a financially self-sustaining way to effectively solve certain pervasive social problems we
already know how to fix.
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“While the big money is waiting for scalable opportunities to appear,
the big opportunities are waiting for the big money to arrive.”

Ian Potter, “Getting the Big Money Into Social Impact.”?

“If not to [government] or to philanthropy, where do we turn? To social
impact bonds, which fund one small initiative at a time, loaded with
transaction costs and contingent on proofs found only in textbooks?”

Stacy Becker, “Is This Any Way to Run a Business?
A Population Health Business, That Is!”2

1. PREFACE

In January 2011, the cover article of the Harvard Business Review declared that “the capitalist system is
under siege” because “companies are widely perceived to be prospering at the expense of the broader
community.”® That same month, Social Finance, Inc., the U.S. affiliate of the U.K."s Social Finance, Ltd.,
which launched the world’s first Social Impact Bond (“SIB”) at Her Majesty’s Prison Peterborough in
September of the previous year, opened its doors.

Five years on, some 60 SIBs have raised some $216 million in 15 countries,* with “hypers, haters and
doers”5 debating whether SIBs will solve, worsen or possibly chip away (or not) at the crisis of capitalism.
What some deride as “a noble way to lose money”® looks to others like a promising future.

We've gained enough experience with this financial duckbill platypus to draw some early conclusions
about what SIBs can and cannot do. Most SIB projects appear to be fairly well-designed investments in
promising social innovations that will likely make good use of greater and more secure funding over a
longer time than traditional sources provide. A few pilots have paid out modest returns and a few have
fallen by the wayside, while others have called into question whether the benefits are worth the extra
effort and expense.

Yet the genius of the original idea remains as sound as ever and, this paper contends, largely unfulfilled.
If an ounce of prevention is indeed worth a pound (or so) of cure, then private investment should be able
to support exponential growth of social innovation and monetize sizeable governmental savings. This
has not happened, however, and it does not appear likely to do so in the near future. At a time of
growing misgivings about SIBs, the assumptions, mechanics and expectations underlying this still-
nascent financial instrument deserve a more exacting look.

1.1 Social Investment

First principles teach us that the function of financial capital is to expand the production and supply of
goods and services deemed valuable or otherwise desirable. The incentive to provide capital is the
expectation of remuneration for the temporary deprivation of its use, and to compensate investors for the
risks they assume and their perspicacity.

Individuals make “personal” investments, professionals and businesses make “commercial” investments,
and fiduciaries make “institutional” investments using aggregated pools of other people’s
money. Collectively, commercial, institutional and fiduciary investments are sometimes labeled
“mainstream,” and networks organized to match the demand for and supply of investment in business
enterprises, and manage its deployment, can be called “mainstream capital markets.” Successful
investments often spawn follow-on transactions, creating the potential for self-sustaining capital flows.
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One of the primary roles of mainstream capital markets is financing the expansion of innovative solutions
to unmet consumer needs. Without mainstream investment, groundbreaking products and services can’t
become widely available. Industrial levels of production and expansion require industrial quantities of
capital, which in turn require corresponding levels of remuneration.

By contrast, providing capital for charitable purposes without expectation of remuneration is called
philanthropy. Philanthropy can also be personal, corporate or, in the case of foundations organized for
the purpose, institutional. But unlike investment capital, philanthropic funding is not by nature self-
sustaining, but instead requires continual replenishment by generous donors.

The relatively new discipline of “social investment” incorporates features of both investment and
philanthropy, offering capital providers a “double bottom line” of financial returns and social
benefits. One such instrument, Social Impact Bonds, has received considerable attention (some say
excessively so: “the rhetoric from government has over-egged the SIB proposition”?), albeit not yet from
mainstream capital markets. SIBs use non-governmental funding to expand early intervention programs
that can prevent or ameliorate serious social problems, with repayment of principal and financial returns
dependent upon future government savings or other value produced.

The nomenclature is confusing, though, as definitions are imprecise, overlapping and used haphazardly.
The broadest category, “impact investing,” includes “investments made into companies, organizations,
and funds with the intention to generate social and environmental impact alongside a financial return ...
such as sustainable agriculture, clean technology, microfinance, and affordable and accessible basic
services including housing, healthcare, and education.”® A 2015 Global Impact Investing Network survey
reported total impact investment assets under management of $77.4 billion,® or, cumulatively, $8.7
trillion.1® “Social impact investing” or “social investing” is an ill-defined subset of impact investing of
indeterminate size that generally applies to “patient capital” for traditional human services organizations
and social enterprises addressing problems such as poverty, homelessness, chronic health problems, and
educational inequity.

This paper is confined to SIBs, which comprise a small fraction of social impact investments.’ In the
U.K,, for example, social investment was worth “at least £1,500m [$1.87B] at the end of 2015,” of which
“social impact bonds accounted for 1%.”12 (SIBs are also called “Pay for Success” or “PFS” in the U.S,,
and this paper uses the terms interchangeably.)

1.2 Standard SIBs

Social Impact Bonds are becoming a viable way to fund prevention and early intervention social
programs that government can’t afford to pay for directly. Under the guidance of an “intermediary”
dedicated to organizing SIBs (Figure 1), social investors agree to provide up-front funding for an cost-
effective social program that is expected to prevent more expensive problems that fall to government and
philanthropy. The investment is made contingent upon an outcomes-based agreement that government
will repay investors their principal plus an additional financial return if, when and to the extent that the
social service providers achieve the agreed results and save the government money by reducing future
expenditures. The determination of the results and the calculation of success payments to investors are
made by an independent evaluator.
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Figure 1. Standard SIB Model*®
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The SIB business model entails monetizing future government savings. As shown in Figure 2, suppose a
state currently spends $100 million per year holding 1,000 juvenile offenders in some form of “custodial
placement” at an average cost of $100,000 per youth. Providing intensive family therapies such as
Multisystemic Therapy (MST) and Functional Family Therapy (FFT) to those same 1,000 youth at an
average cost per family of $10,000 would total $10 million. If the programs had a 50% success rate, then
500 adolescents would still require placement at $100,000 each, so the “residual” placements would cost
$50 million. Total spending would now be $60 million, yielding gross savings of $40 million. Those
savings would be used to cover SIB transaction costs and investor returns, with the remainder reverting
to net state savings.
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Figure 2. lllustrative SIB Math
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As of the date of writing, the U.S. has launched 11 SIBs since 2012 in 9 states, which have raised a total of
$100 million (Figure 3). The average deal size is $9.1 million, the average deal size per year is $1.28
million and the average duration is 7.1 years, all of which are substantially greater than typical
philanthropic grants and government contracts for comparable human services programs.’* Worldwide,
51 SIBs have been launched in 15 countries, of which 38 (75%) are based in the U.K. or the U.S. The
projects have raised $183.6 million in total, bringing the global average to $3.6 million per transaction or
$820,000 invested per year.1>

Figure 3. SIBs Worldwide (Million USS$ as of Nov. 30, 2016)°

Ave. Ave. Annual
No. Total Ave. Investment
Country R Number of Investment per

of SIBs Invested per Transaction .

Years Transaction
UK 27 S54.6 $2.0 3.8 $0.53
us 11 $100.0 $9.1 7.1 $1.28
Other 13 $28.9 $2.2 4.0 $0.56
Total 51 $183.6 $3.6 4.6 $0.82
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The social problems that U.S. SIBs address have primarily clustered around prisoner recidivism,
homelessness and early childhood education. To date, two U.S. SIBs have achieved the contracted
outcomes and made agreed payments to investors (although the success of one project has been
disputed’’), and one SIB has failed to improve results and been closed down. Recent analyses conducted
by the Brookings Institution,! the Nonprofit Finance Fund,'® Bridges Ventures,?’ and the Social Finance
Global Network?! attest that SIBs are gaining acceptance as a new approach for bringing previously
untapped sources of funding to innovative programs. SIBs are also increasing the use of outcomes data
and formal evaluation to channel more funding to more effective programs, and helping social
entrepreneurs plan for longer-term growth with the expectation of reliable long-term support.

Two examples illustrate how challenging and important this work is:

*  Thirteen communities are conducting PFS feasibility studies or pilot projects to improve asthma
outcomes and reduce the $50.1 billion in annual direct medical costs, primarily for acute
healthcare visits for potentially preventable asthma episodes. This is an amount that far exceeds
the cost of implementing “evidence-based interventions in community settings.”?> Government
agencies, service providers, health insurers, technical specialists, intermediaries, and evaluation
experts have been collaboratively tackling a host of daunting issues, including negotiating data-
sharing agreements, conducting actuarial analyses of medical claims data, mapping and
coordinating service delivery, establishing referral pathways, defining and pricing outcome
metrics, quantifying cost savings, and most crucially, devising payment mechanisms with
Medicaid and other regulated funders.

* Santa Clara County, California, which includes most of Silicon Valley, is mounting a PFS effort to
reduce one of the largest homeless populations in the country:

“In order to identify the highest-cost, highest-need homeless individuals in the county
who could be enrolled in Project Welcome Home, we had to create the capacity to pull
data from our health care system, our homeless shelters, and our criminal justice system,
match individuals” records across systems, and then run that data against an algorithm
that would identify the people eligible for the program. We had to build similar capacity
to collect data on individuals to evaluate the program, determine whether the successful
outcomes we defined are being achieved, and assess whether the project is successful in
achieving other improvements in the health and wellbeing of the individuals served.”2

The PFS project is structured such that the investors that provided $6.9 million in upfront
funding will receive a maximum payout of $8 million “if and only if it successfully provides
stable housing for these individuals.” After a year and a half, the project is so far meeting its
success metric and the county is fulfilling its payment obligations.

This work appears to be laying a promising foundation for replication among similar programs and
continued recruitment of social investors from the ranks of foundations (public, private and corporate),
high net worth individuals and family offices, community development financial institutions (CDFls),
and other specialized financial institutions (such as regional banks) whose business models leverage
various forms of “regulatory currency” such as the Community Reinvestment Act (CRA) and Low
Income Housing Tax Credits (LIHTC). Although the market lacks reliable projections about potential
growth —for example, a U.K. cabinet minister’s statement that SIBs would reach £1 billion by the end of
the current Parliament has been sharply criticized?*— early indications are that this new contracting and
financing mechanism (referred to here as “standard SIBs”) has just begun to scratch the surface of
potential deployment.

But there are formidable obstacles to overcome, as the Santa Clara County project illustrates:

The county has had to make substantial investments in the human and technical
infrastructure necessary to make these initiatives successful. ~This has involved
coordinating each project; hiring a technical assistance provider; completing the multi-
year process of defining desired outcomes, procuring a service provider, and negotiating

9
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performance metrics; identifying and contracting with university researchers to conduct
a rigorous evaluation of the program; and obtaining any necessary outside financing.
Creating the legal agreements and building the technical infrastructure to gather the data
necessary to enroll clients and evaluate outcomes has required key county leaders to
invest huge amounts of time and energy in a project that will only serve 150 to 200
county residents.?5

In response, many social investment proponents are working on refinements of the standard model to
improve the efficiency and reduce the cost of what have been complex, time-consuming and expensive
transactions. They include enacting enabling legislation to clarify the legal authority for outcomes-based
government contracts, standardizing the legal terms and documentation of SIB deals, using “rate cards”
to simplifying pricing success payments,?® opening SIBs to new customers such as retail investors, and
packaging individual transactions into larger funds to diversify risk and increase deal flow.?” Still, it is
fair to say that we have arrived at a point where “it is worth pausing to consider what the roadblocks
have been to date, whether they can be navigated and whether, if they cannot, it is the end of the road for
SIBs.”28

1.3 Scale Finance SIBs for Mainstream Investment

The thesis of this paper is that, until mainstream investors see SIBs as compelling business opportunities,
they will remain modest enhancements of philanthropic and government funding, with little or no ability
to “scale what works.” It presents an enhanced SIB model called “Scale Finance” that would offer large,
profitable and enduring investment opportunities to overcome a select few of our most pervasive,
disabling and intractable social problems. Scale Finance is designed to drive systemic change by
engaging the momentum of commercial capital to expand proven (“evidence-based”) social interventions
commensurate with unmet population needs.

Current SIBs typically raise about $5-20 million of philanthropic and community development funding
for experimental programs over 3-5 or more years.?? These are largely “government-centric” pilot
projects in which the public sector takes the lead in developing the transactions, an attribute that limits
their appeal to mainstream investors. By contrast, Scale Finance SIBs would be much more “market-
centric,” with hands-on investors exploring certified evidence-based programs (CEBPs) whose
exponential growth they’d be willing to finance. Scale Finance projects would pre-raise some $50-100
million from commercial, institutional and other accredited investors to expand certified interventions at
their maximum feasible growth rates over 5-10 years. Well-developed financing proposals would then be
offered to state and local governments on a competitive basis (“reverse procurement”), just as state
economic development agencies compete to attract new manufacturing plants.

As shown in Figure 4, standard SIBs (and PFS) and Scale Finance are similar in that they both rely on “an
ounce of prevention” to “monetize future government savings” by attracting other people’s money
whose repayment would be contingent upon the achievement of measurable outcomes. But mainstream
investment remains a bridge too far. As a result, standard SIBs—the only model, it must be
acknowledged, with actual projects on the ground and in active development around the world —have
pursued growth that exceeds what philanthropy and government funding have supported, but still falls
short of scaling what works.

“Much confusion has come from failing to distinguish the funding needs of early stage, high risk ideas, as
opposed to scaling of proven ideas.”30 Standard SIBs need modest amounts of funding (relative to the
total need) from “social investors,” foundations and community development funders that aren’t seeking
competitive returns. Scale Finance needs vast amounts of expansion capital from accredited, fiduciary
and other mainstream investors. For legal and business reasons, that kind of funding just isn’t available
without risk-adjusted, market-rate returns. Greater financial risk means commercial investors would
expect early and equal involvement in transaction development and governance, well beyond the
imbalanced arrangements that social investors have been willing to accept. Thus, the two SIB models
entail very different developmental approaches.

10
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Government sponsors and social investors will consider experimental programs that might incrementally
advance policy priorities, but fiduciary investors can only accept the highest levels of evidence and cost-
effectiveness to assess and manage risk, and achieve competitive financial returns. Government agencies
won’t pay investors without (as explained in Section 6) stringently-controlled “counterfactual”
evaluations proving causation, while commercial and institutional investors require flexible program
management that counterfactuals preclude. Not unreasonably, mainstream investors would expect
payment if independent auditors certified that programs were implemented in fidelity with models
whose effectiveness and savings have already been validated many times over.

11
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Figure 4. Comparison of SIB Models
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1.4 Dismantling the School-to-Prison Pipeline

To illustrate its immediate potential, Section 5 of this paper presents a case study that applies the Scale
Finance model to the development of a $65.6 million SIB that would expand MST and FFT over five
years. These are two early intervention programs that have been proven by some three decades of
rigorous evaluation to dramatically reduce juvenile offending at a fraction of the cost of traditional law
enforcement and criminal justice responses. Despite the fact that these programs have been successfully
delivered to more than 200,000 families over twenty years in dozens of states and countries, they remain
chronically underutilized, reaching just 5-10% of at-risk teenagers. Applying the Scale Finance
framework to MST/FFT would aim to finally bridge the “chasm between the services we provide and
what is needed.”3?

The average cost of juvenile detention is so much greater than the average cost of evidence-based
treatment that monetizing the future governmental savings should be sufficient to attract the market-rate
capital needed to make MST and FFT available to effectively all interested families. In this way, scaling
CEBPs commensurate with unmet population needs could provide investors with plentiful deal flow for
decades to come. The addressable market for preventing juvenile offending involves some 60,000
families at an annual cost to state and local government of roughly $5.7 billion, of which nearly $1.9
billion could be saved each year (Figure 5). This is a long-term, multi-billion dollar investment
opportunity for large institutional players that have formed new business units dedicated to impact
investing, such as BlackRock Impact, Goldman Sachs Asset Management (having acquired Imprint
Capital Advisors in 2015) and Bain Capital Double Impact.

Figure 5. Addressable Market for Scaling MST/FFT33

(1) Ave. state spending on placement per youth S 88,000

(2)  Ave. MST/FFT cost per family (conservative) -$ 10,000

(3)  Avoidable spending per family (2)- (1) S 78,000
(4)  Total annual placements 60,000

(5) MST/FFT high-fidelity success rate 50%

(6) Avoidable placements (4) x (5) 30,000
(7)  Avoidable U.S. gross spending on placements (3) x(6) $ 2,340,000,000
(8) QA/QC overhead rate for scaling MST/FFT 10%

(9)  Added QA/QC cost (7)x (8) -$ 234,000,000
(10)  Avoidable U.S. net spending (7)-(9) $ 2,106,000,000
(11)  SIB fix cost rate (for legal, evaluation, etc.) 10%

(12)  Added SIB fixed cost (10) x (11) -$ 210,600,000
(13)  Pool for investor returns & net savings (10) - (12) $ 1,895,400,000

In fact, as the case study shows, we already know how to scale MST/FFT. From 2004-2013, a statewide
expansion of MST and FFT to some 10,000 families in the Florida Redirection Project reduced juvenile
commitments for program completers by more than 70%. As shown in Figure 6, the state spent a total of
$65.4 million for Redirection treatment programs, which saved $181.4 million relative to what it would
otherwise have spent on custodial placements ($246.9 million). While Redirection was all but abandoned
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in 2014 due to state budget constraints, the project confirmed that, even at very high levels of service,
MST/FFT can save far more than they cost.

Figure 6. Florida Redirection Project S:;wings34
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Redirection did not involve SIB financing. However, in the U.K,, the Essex County Council launched a
SIB in 2013 that provides MST to families with children “on the edge of care.” To date, more than 80% of
program completers have remained at home and out of care. The 5-year investment of $3.8 million is on
course to return net savings to the county of more than $12.5 million after paying investors an 8-12%
annual return.3

Figure 7 summarizes a Scale Finance cash flow pro forma discussed in detail below that could serve 5,000
families in one large state over five years. If successful, the SIB would raise $65.6 million, cut residential
placements in half, pay annualized investor returns of 10%, and return net savings to the state of $90.6
million.

By expanding MST/FFT commensurate with unmet population needs, Scale Finance could protect tens of
thousands of at-risk youth from the gravitational pull of the school-to-prison pipeline and return
hundreds of millions of dollars in net savings to state and local government on a financially self-
sustaining basis. At full capacity, Scale Finance could potentially raise billions of dollars annually for the
high-fidelity expansion of a select group of CEBPs that could pay for themselves through avoided future
expenditures.

If so, Scale Finance could fund the modernization and expansion of “social infrastructure” —a network of
qualified social services providers and implementation experts dedicated to the widespread delivery of
the most cost-effective prevention and early intervention services —in much the same way that municipal
finance funds public works and other physical infrastructure on which communities depend. In that
event, the financial instrument might fulfill “our aspiration for the years to come ... that the [SIB] market
will embrace larger scale projects and that impact can be delivered at scale.”3¢
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Figure 7. Summary of Scale Finance Pro Forma Cash Flow for Juvenile Offending

$500 million for 5,000 custodial placements over 5 years (at an average annual cost of

Current State Spending $100,000 per juvenile offender)

Intervention Models MST and FFT (at an average cost of $10,000 per family for 4-5 months)

Participants Served 5,000 families (at 1,000 per year for 5 years) in one state

SIB Investment Required $65.6 million

Duration of Financing 5 years; principal & interest payments to investors (if due) would be made in year 6
Outcome Metrics Reductions in custodial placements; prevention of juvenile offending and recidivism
Investor Returns 10% IRR

Net Savings to State(s) $90.6 million

2. SCALE FINANCE

2.1 Attracting Mainstream Investment

“If the promise of institutional asset owners is bringing capital at scale to impact investing, it is also a
challenge —investment opportunities must be of a sufficient size and structure to attract investor
interest.”3” As commercial investors see it, most impact investment deals are far too small and there just
aren’t enough good ones. Every year, JPMorgan Chase and the Global Impact Investing Network
dutifully report that the top two investor complaints are “the lack of ... appropriate capital across the
risk/return spectrum” and “the lack of ... high-quality investment opportunities (fund or direct) with
track record.”38

Standard SIBs offer below-market (“concesssionary”) returns to foundations and community-
development funders for much-needed research and development. “In some Pay for Success [i.e., SIB]
projects, investors can earn a small return on their investment.”3* This is a feature, not a bug, of a
government-centric model that focuses on improving the delivery of more effective public services.

One reason for small deal sizes is that standard SIBs are pilot projects. Using advanced measurement
techniques such as randomized controlled trials (RCTs) and quasi-experimental designs (QEDs), SIB
developers are trying to answer difficult questions about whether promising social innovations can
reduce government spending and by how much. “Many hope that the use of rigorous experimental
evaluation methodologies will go beyond answering the relatively simple question of whether or not an
intervention works, and address questions of how, why and for whom it works.”40

It is too soon to say whether this goal will be achieved. As a practical matter, however, standard SIBs
address pervasive social problems that are orders of magnitude beyond the capacity of both current and
planned transactions:

There is great variation in the size of PFS projects, both by number of individuals served
and size of investment raised. Nevertheless, there is emerging consensus in the field that
somewhere between $5 and $10 million is an appropriate minimum threshold for a PFS
project, given both the relatively high transaction costs and the interest of investors
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(particularly commercial ones) in larger investment opportunities. The relatively small
size of most projects, in terms of numbers of individuals served, has led some observers
to question whether or not PFS is capable of addressing the issue of scale, a challenge
endemic to many social service interventions.*!

Not so long ago, it had been said that the additional transaction costs “are only worth incurring for a SIB
contract worth at least $20 million.”#2 In any event, SIB supporters and agnostics alike concede that the
“big money” has yet to arrive:

Over the last five years, one of the central arguments for the SIB was that it would
harness private capital to promote innovation in service delivery and enable greater
social impact. The first observation was that it’s debatable how much harnessing of
genuinely private capital has actually happened. The research shows that most funding
for SIBs has come from “social investors” motivated primarily by social impact rather
than financial return. These investors were willing to take lower returns and often happy
just to get their initial investment back to ensure that projects remained viable and social
impact was created. Attempts to raise commercial finance were generally either
unsuccessful or the money was offered with unacceptable terms. The conclusion was
that SIBs are too risky a proposition to ever attract genuinely “private” finance. This
presents a serious question about the potential scale of a market that relies on a very
narrow band of social investors.*3

Indeed, the projects already launched and under development haven’t depended on “genuinely ‘private’
finance.” SIB pilots have been backed by social investors—foundations, corporate social responsibility
departments, high net worth individuals, and CDFIs (Figure 8 summarizes the investors in eight SIB
projects) —willing to accept concessionary financial returns. This “may be a response to the economics of
the PFS projects themselves, where the relatively narrow margin between total project costs and the
maximum repayment committed by the back-end payor requires most investors to be repaid at a lower
rate.”44

This is also true in the U.K., which invented SIBs and has led the world in social impact investing. In
2014, the CEO of ClearlySo, a leading U.K. social investment bank, called on “banks, investment banks,
insurers, private equity firms, the venture capital industry, fund managers and anybody else I have
missed ... [to] please get off the side-lines and get into social investing.”4> That “lamentable” situation has
not changed appreciably since that time. One reason might be that, as the CEO of Investing for Good,
another respected social investment intermediary, recently told a House of Lords committee, SIBs are
“incomprehensible to mainstream investors,” adding “I don’t think they were designed by market
practitioners. I think they were designed at a policy level. I'm sure they have their place but it's a very
narrow place.”#¢ But low returns are certainly another factor, as the head of Big Society Capital recently
explained:

If we reduce the cost of capital it would be lovely for the charities and social enterprises
but there would be a lot less money available because we wouldn’t be able to draw in the
co-investors.... With many social organisations the margin is just tiny.*

These critiques point to a mismatch between how SIBs are designed and used today on the one hand, and
their potential adoption by mainstream investors on the other. In the former case, public commissioners
are developing expensive and complex transactions for primarily “philanthropic investors.” In the latter
case, commercial investors have the sophistication and resources to handle the cost and intricacies
involved in structuring outcomes-based financing, but they don’t see any attractive opportunities that
meet standard due diligence and underwriting criteria, much less a continuing source of deal flow that
might represent a future line of business worth pursuing. To bridge this gap, Scale Finance aims to
develop large and profitable opportunities for commercial investors and their advisors.
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Figure 8. Investors in Eight U.S. SIBs™

MA 1 NYC OH uT MA 2 NYS IL CcOo TOTAL
Goldman Sachs Urban Investment
Group/Social Impact Fund $9,000,000 $9,600,000 $4,600,000 $7,500,000 $30,700,000
Bank of America Merrill Lynch Private Wealth $13,500,000 $13,500,000
Northern Trust $5,500,000 $3,000,000 $8,500,000
J.B. & M.K. Pritzker Family Foundation $2,400,000 $3,900,000 $6,300,000
Kresge Foundation $1,500,000 $1,500,000
) ~ livingCities :  $1,500,000 ) o i o - | $1,500,000
Corporation for Supportive Housing $500,000 $500,000
The Reinvestment Fund $1,575,000 $1,575,000
George Gund Foundation $1,000,000 $1,000,000
Nonprofit Finance Fund $325,000 $434,696 $759,696
Cleveland Foundation $750,000 $750,000
Sisters of Charity Foundation $350,000 $350,000
Denver Foundation $500,000 $500,000
Piton Foundation $500,000 $500,000
Laura and John Arnold Foundation $3,700,000 $1,700,000 $5,400,000
Colorado Health Foundation $1,000,000 $1,000,000
Ben and Lucy Ana Fund $1,700,000 $1,700,000
Blended Catalyst Fund $500,000 $500,000
Santander Bank $1,000,000 $1,000,000
United Way $1,750,000 $1,750,000
New Profit $2,000,000 $2,000,000
The Boston Foundation $300,000 $300,000
Robin Hood Foundation $300,000 $300,000
TOTAL $18,000,0000  $9,600,000;  $4,000,000  $7,000,000  $3,250,000, $13,800,0000 $16,900,000]  $9,334,696: $81,884,696

2.2 Meeting Fiduciary Standards

The World Economic Forum defines mainstream investors as “asset owners (e.g., pension funds,
insurance firms, etc.) and asset managers (e.g., private equity firms, mutual funds) that are not actively
investing in impact investments nor are informed about this emerging approach to investing.”4? They are
thought to be “one compelling group of investors who can help bring impact investing markets to
scale.”?0 Indeed: “institutional” investors alone own almost 70% of the entire U.S. stock market.>!

These professionals aren’t just risking their own money, but “investment assets [that] are increasingly
aggregated in the form of pension funds, mutual funds, or institutional investment funds.”52 As such,
mainstream investment involves “cases [where] individuals entrust others to oversee these investments
on their behalf, to act as ‘fiduciaries’ in oversight of their retirement savings or, in the case of charitable
foundations, private or publicly held community trusts to be managed for larger, societal benefit.”
Responsible fiduciaries cannot subordinate financial merits to social benefits. “That’s not what our
pension holders want to see. We are forced to do things that are not just good but also investable. We
work the other way round: we look for things that are investable and also are delivering impact.”53

The Department of Labor recently issued an important interpretive bulletin under the Employee
Retirement Income Security Act (ERISA) which stated that “fiduciaries need not treat commercially
reasonable investments as inherently suspect or in need of special scrutiny merely because they take into
consideration environmental, social, or other such factors.”>* Instead, “the fiduciary standards applicable
to ETIs [economically targeted investments] are no different than the standards applicable to plan
investments generally.” So investment fiduciaries must have the same understanding of SIB risks and
returns that prudent investors require for other commercially sound investments.

Fulfilling those responsibilities requires a more disciplined approach to assessing and managing
opportunities and risks. “Accredited” investors and prudent fiduciaries making big bets with other
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people’s money rely upon on an emerging “Impact Investment Ecosystem” (Figure 9) of capital
providers, wealth advisors, depository institutions, fund managers, and financial and other
intermediaries:

A different barrier to impact investing emerges from the way that investment strategies
are delegated. Most institutional asset owners manage their investments working in
close concert with external investment advisors and intermediaries, while a smaller
number of funds use internal staff. Whether managed internally or externally, asset
owner trustees determine investment strategies, most often with the advice of investment
consultants, and delegate the execution to staff or external service providers.5

Figure 9. Impact Investment Ecosystem56
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Standard SIBs for promising but untested innovations with limited performance and savings data aren’t
equipped to run this gauntlet. By contrast, Scale Finance is specifically designed for “developing
additional and more relevant information/data on their potential risk, which may then be used to make
more informed financial investment decisions.”>” The framework identifies opportunities where the
information needed is both readily available and manifestly reliable.

2.3 The Scale Finance Model

Scale Finance builds on the early years of SIB development by focusing on the commercial side of the
market. It would invest only in evidence-based programs like MST and FFT that already have definitive
answers to questions of efficacy and savings based on decades of peer-reviewed research and broad-
based implementation in the field. It is a decidedly market-centric model by which capital asset owners,
managers and advisors can devise long-term investment strategies to expand cost-effective social
programs that are long overdue for widespread dissemination.

The model (Figure 10) focuses on two broad sets of activities: the selection of scalable CEBPs and the
development of sizable transactions as part of an enduring deal flow:
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* CEBP selection would be highly discriminating, requiring definitive evidence of effectiveness
from numerous rigorous outcomes evaluations; confirmed benefit-cost ratios that exceed 1.5:1;
detailed implementation specifications; provider capacity for multiplicative growth; and reliable
data on costs, results and savings. Eligible CEBPs are few in number but have outsized
expansion potential.

* Transaction development would also differ markedly from standard SIBs. What Bridges
Ventures calls “hands-on investors”> would work with “model owners” (i.e., the original CEPB
developers) to take the lead in originating deals they’d be willing to finance at deal sizes that
would be large enough to fully cover the costs of high-fidelity implementation and still drive
risk-adjusted, market-rate returns. Scale Finance investments would then be offered to state and
local governments in much the same way that state economic development agencies compete to
attract new manufacturing plants or corporate headquarters and the local jobs they’re projected
to create.

Figure 10. Scale Finance Model

In Scale Finance, hands-on investors would develop and fund plans to expand evidence-based programs
at their maximum feasible growth rates for negotiation with qualified state counterparties.
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As shown in Figure 1, a key stakeholder in standard SIBs is the “provider,” typically a nonprofit
organization or social enterprise that delivers the intervention to eligible participants. Their primary
contributions are subject-matter expertise and service-delivery experience and capacity in fields such as
permanent supportive housing (PSH) services in a homelessness SIB, kindergarten-readiness in an early
childhood SIB, or offender re-entry services in a recidivism SIB. SIB providers play essentially the same
role as they provide under human-services contracts funded directly by government or philanthropy, as
well as help to define and manage outcomes targets.

The nature and role of the “model owner” in Scale Finance projects would be quite different. The term
refers to the organization that has developed a proprietary evidence-based intervention and licenses its use
to qualified providers. They literally own the rights to a brand-name program like MST, and they have
the exclusive legal right to authorize its use in compliance with the essential components of the model.

For example, MST was originally designed by Dr. Scott Henggeler in the 1970s, and the Family Services
Research Center at the Medical University of South Carolina was formed in 1992 to pursue its
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development, validation and dissemination for youth with serious clinical problems.” In 1996, the
University licensed MST Services, Inc. (MSTS) on an exclusive basis to disseminate MST technologies.®
The University continues to own the model, which MSTS licenses to hundreds of providers around the
world. Likewise, researchers at the University of Utah’s Psychology Department Family Clinic
developed FFT in 1969, and established FFT LLC in 1998 as “the sole authorized source for FFT training
and implementation.”¢!

Nurse-Family Partnership, a home-visiting program for first-time, Medicaid-eligible pregnant teens and
young women, evolved in much the same way. Dr. David Olds developed the NFP model in the 1970s,
and he heads the Prevention Research Center for Family and Child Health at the University of Colorado
Denver, which owns the model. In 2003, NFP formed its National Service Office, which has the exclusive
authority to license providers that comply with the model.2 “Once formal contracts are signed, agencies
become official Nurse-Family Partnership implementing agencies.”¢3

Unlike many operational programs, NFP replication is highly regimented and closely
monitored ... Use of the NFP model and name is limited to implementing agencies that
contract with the NSO, participate in centralized training and extensive reporting
(including longitudinal data by client), pay fees to the NSO to administer the data system
and monitor quality, and comply with 18 quality elements including standards
governing maximum case loads of nurses and supervisors, time spent on NFP’s six
domains, and nurse qualifications. NSO trains all nurse administrators, nurse
supervisors, and nurse home visitors. NSO regional staff talk with state program
coordinators at least weekly. Model improvements are evaluated in rigorous pilot studies
..., then rolled out to all sites.®

In colloquial terms, these kinds of “brand-name” programs that are subject to licensure are distinguished
from “generic” programs that are not. Generic models might address similar problems, serve similar
populations and include similar programmatic features as brand-name programs, but they aren’t strictly
defined and any provider can offer its own variation.

For example, permanent supportive housing programs share certain principles (such as “housing first”),
but “there is no single model for supportive housing’s design” that all PSH programs must adopt and
maintain.®> The same is true for other kinds of home-visiting programs, which have wide variations in
their designs.

Generic programs may have advantages over brand-name programs in terms of cost and flexibility. On
the other hand, generic programs vary widely in their evidence, effectiveness and cost, making it difficult
to confidently project outcomes and savings in standard SIBs. This is one reason that Scale Finance
would only work with brand-name programs that have reliable data on those critical variables. Another
is that proprietary programs are synonymous with quality control, an essential attribute of scale. Model
adherence is mandatory, whether the provider serves one participant or 10,000.

A third reason that Scale Finance requires brand-name programs is that model owners are in the best
position to know how to achieve exponential growth while preserving the integrity of programs they’ve
designed and nurtured over many years. As explained below, making social innovations available to
everyone who wants them involves a delicate balancing act: expanding the provider’s capacity to deliver
the intervention without compromising the complex mechanisms that have been proven to be essential to
its effectiveness. No credible expansion plan of that magnitude could be developed without the active
participation of the model owner.

Thus, Scale Finance would invert the process by which standard SIBs are developed. Instead of
government agencies selecting providers to package up generic programs and then working with
intermediaries to raise funding, hands-on mainstream investors would work with model owners and
intermediaries to devise comprehensive expansion and financing plans that would monetize future
savings. They would then solicit government counterparties willing to compete for market-based
transactions.
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Scale Finance deal sizes would be determined by answering three questions that standard SIBs don’t need
to ask:

1. If ample financing were available, what is the maximum feasible growth rate that CEBPs could
achieve in a given jurisdiction over a 5-10 year investment horizon without compromising
results?

2. Without cutting corners on quality assurance and control, how much would it cost to achieve that
maximum feasible growth rate?

3. What is the minimum financial return that mainstream investors would require to commit that
up-front capital?

The answers to these questions, which only mainstream investors and model owners could provide,
would be plugged into Scale Finance quantitative models to determine whether the investment math
worked. If so, investors and model owners would then work with intermediaries to offer up-front capital
of $50-100 million or more to prospective state and local government counterparties.

Scale Finance invokes the traditional long-term financing role of capital markets, by which “companies
and investors must advocate for action to fill the gaping chasm between our massive infrastructure needs
and squeezed government funding, including strategies for developing private-sector financing
mechanisms.” If Scale Finance investors “can find the same courage the early institutional backers of
the venture capital industry found,”¢” they could build a modern human-services delivery infrastructure
that, as discussed below, the public sector is no longer able to build or sustain through direct spending.

Unlike many current SIBs, Scale Finance would not trade-off financial returns for social benefits. It
exemplifies what Bridges Ventures has called “lock-step” investments in which the “investor’s financial
return [would be] in positive correlation to impact created.”®® This is the market-driven dynamic that can
increase the supply of cost-effective solutions to fill the vast unmet demand.

3. SOLVING PROBLEMS WE ALREADY KNOW HOW TO FIX

3.1 Fiscal Realities

The U.S. National Advisory Board on Impact Investing believes that “government holds the key to
addressing any social issue at scale,” but also recognizes that “it is nearly impossible for governments,
especially in the current fiscal environment, to allocate scarce resources to fund preventative programs.”¢
SIBs, it seems, might be one answer to this paradox.”

Government-centric SIBs depend on taxpayer funding, both to jump-start project development and to
move outcomes-based finance “from the margins to the mainstream.””? On the front end, the Advisory
Board has argued that “relatively small investments of public funds can ... [allow] private investors ... to
enter the market and effectively use private capital to achieve public goods.” On the back end, SIB
supporters hope that government will provide “take-out” funding to make evidence-based programs
widely available after outcomes-based pilots have demonstrated their success: “the goal is to shift the
responsibility of pilot period investments from the philanthropic funders to the PFS funders and
government entities.”72

To that end, the Advisory Board supports a federal Social Impact Bond Outcomes Fund of indeterminate
amount, as well as other “action at the federal level, both in Congress and at the executive level, [that]
could enable jurisdictions to supplement outcomes funding, which could support larger projects.”7?
While such a public revolving fund?4 is an eminently sensible idea, its prospects must take into account
both the government’s current fiscal predicament and its grim long-term outlook.

Mandatory spending and entitlement programs already devour the lion’s share of federal spending. As
Nobel Prize-winning economist Paul Krugman put it, “your federal government is basically an insurance
company with an army” because “the vast bulk of its spending goes to the big five: Social Security,
Medicare, Medicaid, defense, and interest on the debt.”7>
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This helps explain why the Obama administration proposed $300 million in dedicated spending for SIBs,
but only $46 million was appropriated.”¢ In 2015, Congress cut the budget of the Social Innovation Fund,
one of the most catalytic sources of PFS funding, by 29%, from $70 million to $50 million.”” Despite
bipartisan support for the Social Impact Partnership Act (H.R. 1336/H.R. 5170/S. 1089), Congress did not
approve this bill that “would direct federal resources to states and local communities to support
innovative Pay for Success arrangements.”78

Going forward, any federal SIB grants and success payments would have to come out of “domestic
discretionary” budgets that comprise only 12% of federal spending and have fallen below 2005 levels,
adjusted for inflation. Significant budget cuts have already included the Transportation Security
Administration (8.5% over five years); the National Institutes of Health (23% since 2003); K-12 education
(11% over the last decade); the Internal Revenue Service (18% since 2010); and the Environmental
Protection Agency (27% since 2010).7°

Of course, fiscal pressures aren’t limited to federal spending. State and local discretionary spending for
“nonhealth related costs” will decline nearly 30% by 2064, from about 9.4% of GDP to about 6.7%.8
Accenture recently estimated that the funding gap for all state social services will total $940 billion
through 2025.81

These budget pressures are already taking a heavy toll. The respected political scientist Norman Ornstein

recently described how the once-vaunted Community Mental Health Act of 1963 has become “a
spectacular failure”:

The law was built around a two-step process—release and catch, as it were. De-
institutionalize the mentally ill in these deplorable institutions, and then get them into
the system of community health centers. But there was no step two. More than half of
the proposed community health centers were never built. Many states were delighted to
close the cash-draining state mental hospitals, and pocket the savings without replacing

them with community health centers. Those that were in operation were never fully
funded.s?

Both the quantity and quality of care became inadequate. “Significant unmet need for children’s mental
health care has been well documented with some estimates suggesting that fewer than half of those who
need such care receive it.”s3

President Clinton’s push for welfare reform suffered a similar fate for similar reasons. The initiative had
its roots in rigorous outcomes evaluations that “demonstrated that highly-effective welfare-to-work
programs can be successfully replicated so as to improve people’s lives on a large scale.”8* The Laura and
John Arnold Foundation has showcased welfare reform as an example of successful evidence-based
policy.8

But like the mental health system that shortchanged community health centers, welfare reform has
foundered without a “much greater emphasis on jobs programs to usher the poor into the labor force and
bring them income.”8¢ As a result, the program has become all stick and no carrot: “welfare reform has
resulted in a layer of destitution that echoes poverty in countries like Bangladesh,” with one out of
twenty-five American children living in extreme poverty. It exemplifies “a common pattern” in which
“funds identified for an initial CEBP implementation in a service program, region, or state fade out after
that initial effort”:87

Pressures faced by those charged with bringing the interventions into their settings can
lead to implementation limbo—the “How low can you go?” approach [which] ...
generates bargaining by purchasers—government and agency leaders whose
institutional responsibility is to produce as much as possible from a limited pool of
funds, and who are working hard to do a good job.88

Of course, this isn’t the first time that Herculean efforts produced Lilliputian results. When problems are
overwhelmingly difficult, “we often declare success despite the fact that our impact is embarrassingly
small compared to the size of the problems we are trying to solve.”8?
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3.2 Understanding “Evidence-Based” Programs

In 2013, two former budget officials in the administrations of Presidents Barack Obama and George W.
Bush declared themselves “flabbergasted” to find that “less than $1 out of every $100 of government
spending is backed by even the most basic evidence that the money is being spent wisely.”? Since then,
impressive momentum has begun to build behind the sensible idea that government should spend more
money on programs that work and less on ones that don’t. Several bold initiatives have been announced.

One of the earliest proponents of SIBs in the U.S. and the founder of the Government Performance Lab at
Harvard’s Kennedy School, Jeffrey Liebman, has proposed a “Ten-Year Challenge” as a way of “Building
on Recent Advances in Evidence-Based Policymaking”:

The goal would be to discover two or three transformative approaches for each policy
problem —solutions that could then be applied nationwide. The theory behind this
initiative is that solving most of these problems will require a creative reengineering of
systems and practices by multiple partners in each community, both governmental and
non-governmental, and that for this to happen there needs to be a data-driven
collaborative focus on achieving measurable improvements in outcomes for specific
cohorts of individuals.?

The John T. and Catherine D. MacArthur Foundation is holding a competition for a single $100 million
grant “to inspire a wide range of applications that propose real, measurable solutions to significant
problems from any field or sector.”92 The Laura and John Arnold Foundation recently announced a $15
million Move the Needle competition to “significantly expand delivery of an intervention shown, in one
or more well-conducted RCTs, to produce large, sustained effects on important life outcomes.””® The
Brookings Institution, the Urban Institute and Child Trends announced an ambitious “Social Genome
Project” to integrate research results in ways that could break the “pattern of intergenerational
disadvantage” in which “a large fraction of American children who are born into low-income families
grow up to become low-income adults.”%

All of these efforts seek funding for the kinds of rigorous evaluation studies needed to empirically
measure program effectiveness and promote disciplined approaches for incorporating those findings into
policymaking and budgeting. Yet, they're also stymied by the daunting challenge of “moving from
private innovation to public implementation without any degradation in outcomes.”%

In 2011, the Pew Center on the States and the MacArthur Foundation teamed up to launch the Results
First Initiative, which “works with states to implement an innovative cost-benefit analysis approach that
helps them invest in policies and programs that are proven to work.”% The model is designed to
“systematically identify which programs work and which do not; calculate potential returns on
investment of funding alternative programs; rank programs based on their projected benefits, costs, and
investment risks; identify ineffective programs that could be targeted for cuts or elimination; and predict
the impact of different policy options.” In 2016, with support from the Laura and John Arnold
Foundation, researchers from the Urban Institute, Brookings Institution, American Enterprise Institute,
and Pew-MacArthur Results First Initiative formed the Evidence-Based Policymaking Collaborative.?

In considering the prospects for these initiatives, we must begin by asking what the term “evidence-
based” means. With the advent of performance-based grants and outcomes-based finance, what has long
been a largely academic debate among social scientists now has greater potential to materially affect the
kinds of funding for which different programs qualify. The stakes are higher not only for potential
recipients of outcomes-based funding, but also for taxpayers and investors who write the checks:

As states increasingly establish the importance of evidence-based practice through policy
and funding mandates, the definition of evidence-based practice can have a significant
impact on investment decisions. Not meeting established criteria can mean a loss of
funding for established programs and the implementation disruption of programs
without a strong research base.”
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Differentiating between verified and unverified EBPs is becoming more important, and there are already
signs that the “evidence-based” mantle can become compromised if objective criteria are not applied with
integrity and rigor. In the SIB space, the turmoil has been exacerbated by the conflicting aspirations to
support promising innovations on the one hand and to scale what has already been proven to work and
cost less on the other.

This presents a fundamental tension with which the field has yet to contend. The accepted protocol for
developing standard SIBs holds that “the first stage is determining early feasibility including what cost
savings are to be had and how the project should be designed to achieve them.”% But a recent study of 11
SIBs takes a different view:

A prerequisite for any PFS project should be a robust scientific evidence base for
intervention effectiveness in the target population, including evidence regarding the
magnitude of the intervention effect and its economic costs and benefits. Whether or not
an intervention will have a significant effect in a target population should not be a
question mark in a PFS initiative ... since the entire endeavor is premised upon
intervention success.!00

The quality and reliability of data about the effectiveness and cost-benefit of myriad social interventions
spans a wide spectrum from none at all to essentially conclusive. The pursuit of “evidence” —“evaluation
results, performance measures, and other relevant data analytics and research studies, with a preference
for high-quality experimental and quasi-experimental studies”191—is an accumulative process in which
enterprising providers make the climb from lower to higher “levels” or “tiers” of proof by carefully
measuring the results they achieve on various “outcome metrics.” For example, a program that seeks to
reduce chronic homelessness might track the number of adults living on the street, as well as the number
and duration of such episodes. Juvenile justice interventions monitor the number of at-risk youth
committed to custodial placements and their lengths of stay. Home-visiting programs measure the
number of full-term births and healthy birth weights.

For most organizations trapped in the “nonprofit starvation cycle,”192 this is an arduous and expensive
journey. In recent years, several programs have committed to helping social innovators make the climb.
For example, a primary goal of the Social Innovation Fund (SIF), housed in the White House’s
Corporation for National and Community Services, is to “build the evaluation capacity of nonprofit
organizations so they can successfully assess whether their programs are truly creating impact.”103 All
SIF-funded programs “must conduct a rigorous evaluation by partnering with an independent evaluation
team that will help build the evidence supporting its effectiveness and potentially move it to a higher tier
of evidence.” This commitment to institutionalizing outcomes measurement is one of the signal
contributions of the SIB movement.

An evaluation is considered “rigorous” if it follows sound statistical procedures and calculation
methodologies. Since even rigorous evaluations entail unavoidable uncertainty and imprecision, the
exercise must be repeated under sufficiently diverse conditions to provide confidence in the
“generalizability” of the results. Over time, systematic outcomes evaluation is able to classify the levels
of evidence for social programs based on the number of rigorous outcome evaluations performed, the
statistical power of the results shown in those evaluations, the probability that benefits exceed costs, and
the representativeness or similarity of participants studied. The resulting categories essentially
correspond to no, low, medium and high evidence (Figure 11).

For investors unfamiliar with the often-opaque world of social service programs, making assessments
about relative effectiveness and cost might seem a murky business to which standard due diligence tools
and practices don’t readily lend themselves. Fortunately, third-party rating systems, sometimes called
“certification registries,” allow prudent investors to tell the difference between outcomes that are reliable
and those that are not, and between uncertainties and risks that are manageable and those that are not.
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Figure 11. Levels of Evidence

Medium

Low

None

The classification process is disciplined and transparent. For example, the esteemed Washington State
Institute for Public Policy (WSIPP) is effectively an Underwriter’s Laboratory or International
Organization of Standardization for the social sector. WSIPP publishes detailed technical documentation
of its evaluation and benefit-cost models, which is subject to intensive peer review. They are widely used
to assess programs in child welfare, adult corrections, juvenile justice, education, employment, welfare,
substance abuse, and healthcare.104

WSIPP’s decision tree (Figure 12) summarizes its levels-of-evidence framework. In plain English,
“promising” refers to social innovations that seem like a good idea but haven't been studied yet,
“research-based” means the programs are still being studied so their effectiveness is currently
indeterminate, while “evidence-based” means that enough studies have been conducted to conclude that
the programs work and to quantify the extent to which they do so. WSIPP reserves the “evidence-based”
designation for

a program or practice that has been tested in heterogeneous or intended populations
with multiple randomized, or statistically controlled evaluations, or both; or one large
multiple site randomized, or statistically controlled evaluation, or both, where the weight
of the evidence from a systemic review demonstrates sustained improvements in at least
one outcome.105
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Figure 12. WSIPP Evidence Decision Tree (Adapted)
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Other respected rating systems—the White House Social Innovation Fund'%; the U.S. Department of
Justice’s Office of Juvenile Justice and Delinquency Prevention'?’; and Blueprints for Healthy Youth
Development 198 —follow the same general rubric while using somewhat different criteria and
terminology. Most recently, the Urban Institute developed a taxonomy with an important additional
category at the top of its “Evidence Pyramid” (Figure 13):

*  “Strong interventions have undergone enough randomized control trials (RCTs) to conduct a
meta-analysis.

*  Model interventions have multiple high-quality RCTs or quasi-experimental designs.
* Promising interventions have at least one RCT.

* Potential interventions have yet to be subject to an experimental evaluation, but have a
clear link to defined outcomes and an underlying theory of change” (emphasis added).1%
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Figure 13. Urban Institute’s Evidence Pyramid

Urban’s highest level of “strong” evidence is reserved for those rarefied interventions that have had so
many discrete evaluations that subsequent researchers have been able to conduct “meta-analyses,”
basically “studies of studies” that assess robustness and consistency over time and place. As Urban
notes, “very few programs meet the ‘strong’ criteria, while the vast majority of existing interventions
have no evidence base at all.” While some SIB evaluators maintain that assessing program effectiveness
can never be definitive, the effectiveness, replicability and available savings of programs with “strong”
evidence are effectively unimpeachable.

MST and FFT are two such programs. MST alone has received more than $83 million in research funding
since the 1970s.10 Some 55 published outcome, implementation and benchmarking studies involving
more than 43,000 families have been conducted, including 25 randomized trials, yielding almost 100
published, peer-reviewed journal articles, of which three have been meta-analyses.!!!

3.3 Raising the Evidence Bar for Mainstream Investment

Until quite recently, no U.S. SIBs had invested in programs with that kind of strong evidence. While most
SIB interventions are superior programs with promising or moderate levels of proof, they have not had
the funding or implementation horsepower that true CEBPs need to reach the evidentiary summit:

* In the Massachusetts Juvenile Justice Pay for Success Project, Roca, Inc. works with “the most
high-risk young people ages 17-24 [who are] street, court, and gang-involved; drop-outs; young
parents; refugees; and, immigrants.” Its intervention model combines a number of recognized
best practices, but the rigorous outcome evaluation designed by the University of Chicago’s
Chapin Hall and managed by the Urban Institute for the PFS project will be its first.112

* In the New York State SIB, the Center for Employment Opportunities, which provides
transitional employment for ex-offenders, has had one outcome evaluation using a randomized
controlled trial. The results were statistically significant but short-lived: declines in recidivism
and increases in employment lasted only one year, essentially while participants still held
transitional jobs provided by CEO.113
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* Connecticut recently launched a PFS pilot project for “Family-Based Recovery” (FBR), an
innovative program co-developed by the Yale Child Study Center and Johns Hopkins University
that seeks to prevent child maltreatment and family disruption. A 2015 study, the first of its
kind, found that “outcome data suggest that FBR is a promising model.”114

These are all excellent programs offered by accomplished nonprofits, and they’re exactly the kinds of
innovations that government-led SIBs should support. At this point, however, we simply can’t say with
confidence whether, for whom and to what extent these programs work. Nor do we know what it takes
to implement them successfully or how much they might save when they are. It is not a criticism to say
that these evolving programs haven’t yet reached the point when they can be called “evidence-based.”

Early childhood education (ECE) programs show how using “evidence-based” in an off-handed way
could undermine the pursuit of mainstream investment. An advisor to the ].B. and M.K. Pritzker Family
Foundation, a stalwart social investor, recently asked, “If Nobel Laureate economist James Heckman’s
contention [is] that high-quality early childhood education has the greatest return on investment for
families and society of any public program, then why not expand it in every community?”115 The Urban
Institute recently published a toolkit which says that “PFS offers an opportunity to scale high-quality,
evidence-based ECE programs ...”116

But it is hard to square Urban’s toolkit with its evidence framework discussed above, which shows that
ECE is not a proven program that is ready for widespread dissemination with SIB funding. For example,
the toolkit emphasizes the need for “selecting a proven intervention,” but states that “we are still learning
what makes a quality [ECE] program.” WSIPP makes the point more forcefully:

Unfortunately, scientifically rigorous research identifying specific ECE program
components critical to producing improved outcomes is scarce. We found preliminary
evidence to suggest that teacher education levels and standardized measures of
classroom quality are associated with small increases in student test scores immediately
following preschool.’”

The American Enterprise Institute recently reached the same conclusion: “Both the relevance and rigor of
early childhood research is considerably weaker than many realize.... Our current knowledge is
insufficient to justify a large expansion of pre-K as the best path forward.”118

Prospective investors might be confused by Urban’s advice about the importance of “implementing a
program with fidelity to the model” when, in ECE’s case, there is no settled model that has been shown to
work. Urban also emphasizes that “PFS projects require ... regular opportunities for reflection and
midcourse correction,” while at the same time it promotes the use of RCTs to evaluate ECE SIBs. As
shown in Section 6, RCTs require a well-defined “treatment” program in order to make clear comparisons
with a control group, which limits the extent to which programs can be fundamentally modified during
an ongoing evaluation.

Urban also notes that “the strongest and most consistent evidence” is limited to “the short-term impact”
of ECE programs, but recognizes that “the economic and social benefits of programs do not typically
outweigh costs ... until long-term benefits ... are accounted for.” Thus, pricing PFS outcomes will be
problematic given that documented short-term ECE impacts are small and (potentially) larger long-term
impacts are unconfirmed.

The field would benefit from a clear delineation between (1) promising programs like ECE that are
excellent candidates for incremental expansion in PFS pilot projects backed by risk-tolerant social
investors, and (2) “strong” EBPs (using Urban’s definition) that are ready for exponential growth in Scale
Finance projects backed by mainstream capital markets. Certified “EBPs” must have certain kinds of
evidence in certain amounts that are obtained in certain ways, which ECE programs haven't yet secured.

Informal usage deprives the term “evidence-based” of utility at a time when investors are being asked to
shoulder the up-front costs of programs that supposedly work. Promiscuous use of a newly-fashionable
label might seem expedient in the short term, but it could backfire when results prove disappointing and
post mortem analysis reveals that the foundation was ramshackle all along, as happened in the New York
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City SIB on Rikers Island. The “Adolescent Behavior Learning Experience” was a variation of two
legitimate EBPs, but “the effectiveness of this intervention for the target population had not been
evaluated, and the service provider had not provided this intervention previously.”119

Moreover, what satisfies due diligence for an independent foundation might be quite different for a
mainstream investor. Social investors don’t have to be strict about evidentiary standards, but only the
highest tier has the potential for satisfying fiduciary requirements. For that reason, Scale Finance requires
strict adherence to a simple precept: responsible mainstream investors can safely and profitably provide
the “big money” needed to scale social innovations that save more than they cost, provided they only
consider programs at the very top of the evidence pyramid.

Such differentiations have begun to gain a toe-hold. The Social Finance Global Network espouses “a
framework that differentiates which projects are focused on innovating and building the evidence base
and which are positioned for replication and/or scaling.”20 Other discerning funders are beginning to
make similar distinctions:

We see PFS as a tool that should be intentionally used to scale the services and capacity
of a service provider. To determine whether a project will accomplish this, one of the
first questions we ask is whether it’s serving a significant proportion of the total eligible
population. For example, if a project is serving 500 low-income mothers, and a total of
2,000 low-income mothers are eligible for treatment, then the project is actually reaching
a quarter of the target population—that’s a big deal. However, we’ve also invested in
smaller-scale PFS projects because they’re helping build an evidence base by testing out a
program or intervention with a new target population.1!

Standard SIBs are helping promising social innovations make the arduous climb up the evidence
staircase, with each step dependent upon results-based funding. Outcomes are defined in advance,
measured continually and judged by independent evaluators. This is determined pick-and-shovel work,
and the miners are in it for the long haul. But long before SIBs and “Moneyball for Government”122 came
along, CEBPs had reached the top landing, a largely unheralded feat that failed to earn sustainable
funding. Private investment has the capacity to distinguish amongst these opportunities and tailor
support based on their differing needs, risks and value.

3.4 Nurse-Family Partnership: The 3% Solution

Even when government provides funding for CEBPs, it is rarely adequate to address pervasive social
problems. Often the best federal and state government can do is take “a half-step forward to deal with a
huge problem in the country, constrained as every other major problem and crisis is by the unrealistic
requirement to take any funds for the urgent problems out of already pinched existing programs.”123

The challenge manifests itself in a legislative process known colloquially as “salami slicing”: when
there’s nowhere near enough money to tackle a massive social problem, focus instead on giving
something to as many programs as possible. “One of the persistent criticisms from economists is federal
lawmakers’ tendency to spread cash across the country instead of focusing on places where the economic
payoff would be greatest.”12¢ Case in point: the federal Maternal, Infant, Early Childhood and Home
Visiting (MIECHV) Act of 2010.

There are “approximately 800,000 children born every year to low-income, first-time mothers in the
US. "1 many of whom experience exceptionally high rates of adverse health, social and economic
impacts. “Home-visiting” programs have gained favor as a way of helping low-income pregnant teens
avoid high-risk births and raise healthy babies. The dire need has spawned a multiplicity of approaches,
with wide divergence in services, cost and effectiveness across program designs. Key differences include
the types of professionals who conduct the visits; their onset, timing and duration; and the scope of
services offered.

One thing they have in common, however, is the lack of adequate, sustainable or efficient funding. Mind-
numbing complexities of so-called “braided” funding from more than a dozen federal, state and

29



SCALE FINANCE: INDUSTRIAL-STRENGTH SOCIAL IMPACT BONDS FOR MAINSTREAM INVESTORS

philanthropic sources, all with overlapping and inconsistent administrative requirements, make home-
visiting programs fragmented and precarious.’? Consider the example of NFP’s New York State
program (which has also been working on a SIB), just one of its 38 locations:

Funding sources for New York’s NFP programs vary and include: state and local health
departments, Medicaid, the Maternal, Infant and Early Childhood Home Visiting
(MIECHYV) program (the state health department functions as the lead MIECHYV agency),
the NYS Office of Children and Family Services, the Office of Temporary and Disability
Assistance, managed care reimbursement for public health nursing services, the federal
Healthy Start Initiative, New York City tax levy dollars and county general funds, the
United Way of Greater Rochester as well as numerous private foundations and in-kind
contributions from program sites.12

The Affordable Care Act sought to improve the situation by appropriating some $2.1 billion for MIECHV
over seven years. While $300 million per year might seem like a large sum, it is far short of the amount
needed to serve anywhere close to 800,000 women. So, as is often the case, Congress confronted the
political problem of how to allocate those funds among competing programs.

To its credit, MIECHV adopted an unusual method for slicing the salami, reserving 75% of funding for
“evidence-based” programs that followed federally-approved models and 25% for “promising”
approaches that states would have to evaluate in order to receive grants. However, distinguishing the
two groups proved challenging. As the former head of the Coalition for Evidence-Based Policy put it:

MIECHV’s current evidence standard contains a loophole that has allowed a number of
unproven and/or ineffective program models to qualify as “evidence based.”
Specifically, the current standard, as set out in detailed language in MIECHV’s
authorizing statute, focuses on whether rigorous evaluations have found that the model
produced statistically-significant effects, but not on whether these effects have policy or
practical importance. This has opened a loophole, allowing some models to qualify as
evidence based solely on the basis of statistically-significant effects, even if those effects
were 1. On intermediate or process measures (such as referrals to community services)
that may never lead to ultimate, policy-important outcomes (such as parents’
employment and earnings); 2. So small in size as to be of little practical importance; or 3.
Likely to be chance findings (e.g., because the studies measured a large number of
outcomes).128

In fact, a comprehensive study of the 17 home-visiting models that met MIECHV’s “evidence-based”
criterial? showed that one program, the Nurse-Family Partnership (NFP), is categorically superior to all
other programs: “A thorough literature review of home visitation programs points to NFP as a standout
among such programs in terms of the methodological strength and encouraging implications of its
studies.”130 NFP has roughly twice (or more) as many favorable impacts on primary and secondary
outcome measures as its ostensible peers. Its evidence base comprises three primary RCTs, two
supporting RCTs, four “broad-based implementation” evaluations, dozens of published research reports,
and 27 cost-benefit analyses.13!

NFP’s exceptionality was confirmed by another factor relevant to the present discussion: governmental
savings. Both the Office of Management and Budget and the Congressional Budget Office determined
that NFP would produce large net savings in the federal budget (called “score savings”) by reducing
emergency room visits, cases of child abuse and neglect, juvenile and adult incarceration, and other
predictable expenditures. Indeed, CBO determined that NFP was the only home-visiting program that
had strong enough evidence of cost savings to qualify for scoring. But since Congress had expressly
decided against funding just NFP, “CBO would not (and did not) score any savings from any of the
legislative versions of home visiting programs.”?32 Thus, MIECHYV deliberately avoided consideration of
one measure that makes NFP uniquely suited to SIBs: savings that far exceed program costs.

It is fair to say that NFP exemplifies the “rare case when an abundance of social science evidence is
entirely persuasive in showing that a given program works—and that it works better than all other
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programs of its type.”133 Yet, MIECHV has fallen well short of the pledge that then-Senator Barack
Obama made in 2008 to “expand the highly-successful Nurse-Family Partnership to all 570,000 low-
income, first-time mothers each year.”’3* From 1996 through 2013, NFP enrolled a total of 177,517
pregnant women, out of the total U.S. eligible population of nearly 14 million, or about 1.3%.1%> In 2012,
NFP served nearly 23,679 clients out of the total 845,136 first births to Medicaid-eligible mothers, a
“market penetration” rate of just 2.8%.136

But we know that scaling NFP commensurate with unmet population needs could pay for itself. “By
2031, NFP program enrollments in 1996-2013 will ... eliminate the need for 4.8 million person-months of
child Medicaid spending and reduce estimated spending on Medicaid, TANF [welfare], and food stamps
by $3.0 billion (present values in 2010 dollars). By comparison, NFP cost roughly $1.6 billion.”1¥” Given
the chance, private investors whose financial returns would depend upon capturing large and reliable
savings might well see things differently than Congress did.

After relying for so many years primarily on charitable donations and governmental funding, NFP just
launched its first PFS project in 2016 in South Carolina. NFP currently serves some 1,200 families in the
state, and the PFS project will add 3,200 participants over four years. “Philanthropic funders” have
committed $17 million to the effort, and the Centers for Medicare and Medicaid Services will add another
$13 million by “waiving” federal funding restrictions.!3

Now, $30 million is a major funding infusion, and 3.7x growth (from 1,200 to 4,400 participants) in four
years would be unprecedented. If NFP can replicate this model, it could change its growth trajectory.
But two caveats are in order. First, while the relative growth would be significant, it would be somewhat
tempered relative to the size of the problem overall. “More than 280,000 children in South Carolina— or
27 percent—live in poverty. And more than half of babies in the state are born to low-income mothers
who qualify for Medicaid.”%® In 2012, South Carolina had approximately 15,016 “first Medicaid
births,”140 of which the PFS would reach an additional 800 participants.

Second, and more important for the present discussion, the project did not raise any private investment
dollars. Funding came from two sources, charitable donations and Medicaid reimbursement, and neither
will get their principal back or earn financial returns. Instead, the state Department of Health and
Human Services will “recycle” up to $7.5 million in savings back into sustaining NFP’s services if the
pilot project meets its outcomes targets. This is all to the good, of course, but it does not engage the
capital market flywheel. While the project does involve outcomes-based funding, the “SIB” (or “PFS,” in
this case) label doesn’t fit very well.

When it comes to direct governmental funding for evidence-based programs, MIECHV probably
represents the high water mark. As the first and so far only U.S. PFS backing a certified evidence-based
program, the South Carolina project illustrates both the promise and the challenges of the current
approach to outcomes-based finance. If conventional SIBs can’t raise the mainstream investment capital
NFP and other CEBPs need, perhaps an enhanced model like Scale Finance could move the needle on
scaling what works.

4. CROSSING THE CAPITAL MARKET CHASM

4.1 Barriers To “Scaling What Works”

The social sector does not lack for innovation, but it has never had the wherewithal to make effective
innovations readily available to effectively everyone whose lives they could improve. Consider three
examples involving at-risk youth:

* In 2011, the Annie E. Casey Foundation, a leader in juvenile justice reform, cited the Florida
Redirection Project as evidence that “the most favorable real-world outcomes have occurred
when MST and FFT are employed as an alternative to incarceration or other residential
placements.”1*1 Yet, wrote the foundation, “no state has ‘scaled up” any of these evidence-based
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models to serve all or nearly all youth who could benefit.” As a result, “fewer than 5% of eligible
high-risk juvenile offenders in the U.S. are treated with an evidence-based treatment annually.”

*  Youth Villages is an exemplary social enterprise founded in 1986 that helps more than 22,000
troubled children and families each year from more than 20 states. Its Evidentiary Family
Restoration approach “produces lasting success for children with success rates twice that of
traditional services at one-third the cost of traditional care.”1#2 Yet the Edna McConnell Clark
Foundation, a steadfast venture philanthropy, reported that Youth Villages served less than 4%
of eligible youth in 2011, which the program’s leadership described as meeting a “sliver” of the
need.”® The Bridgespan Group found “there are another 300,000 children who could benefit
from Youth Villages” services.”144

*  After 16 years of disciplined growth, Year Up successfully serves some 2,000 young adults in 12
cities, out of 6.7 million low-income young adults who are out of work and out of school. Its
CEO acknowledges that, “given the magnitude of the problem, we can’t be satisfied with a plan
that just doubles the size of Year Up. We need a new path to close the gap between what we've
achieved to date and what we still need to accomplish.”145

These case studies evince a systemic failure:

Over the years, incremental changes have been made to improve the quality and quantity
of services provided to at-risk and disadvantaged youth, but research has been slow to
influence many programs. As a result, in the past 20 years, the interventions that have
been provided have not always been research-based or linked to best practice. And the
U.S. still has approximately 5.8 million youth who are neither connected to school or to
work and who face dismal futures because of poor education and skill levels, lack of
social, health, housing and financial supports, or involvement in the court or child
welfare systems.146

As explained in the author’s book, Billions of Drops in Millions of Buckets: Why Philanthropy Doesn’t Advance
Social Progress, social innovation doesn’t scale for two primary reasons, only the first of which is widely
recognized: fragmented funding and adoption risk.’7 Standard SIBs can alleviate the former
impediment to some extent, but they are not designed to address the latter.

4.2 Overcoming Fragmented Funding

Funding becomes fragmented because there’s little or no connection between the results social enterprises
achieve and the money they receive. Nonprofit performance doesn’t have clear financial consequences,
whether in the form of incentives or penalties. Generally speaking, strong performance doesn’t attract
greater funding and weak performance doesn’t reduce funding; only strong and weak fundraising does.
In fact, philanthropy “actually discourages management from pursuing performance as a primary
objective”:

The conversation must begin with an analysis of how and why the philanthropic capital
markets, for the most part, fail to encourage high performance in nonprofit
organizations.  Ironically, nonprofit executive directors, in numerous interviews,
consistently reported that excellent performance of a nonprofit organization is rarely
systematically rewarded with an increased flow of philanthropic capital. In fact, an
opposite situation prevails. As programs were proven effective and the nonprofit
organizations developed plans to grow, foundations (even those currently funding their
organizations) were less receptive to their requests for funding. Nor is there a systematic
reduction of philanthropic funds for mediocre performance. Examples abound of low
performing nonprofit organizations that are kept afloat by sympathetic donors willing to
contribute without objective data.

To its great credit, the standard SIB model is specifically designed to connect funding to performance. A
SIB transaction raises in advance all the private investment a given program needs to serve more
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participants over an extended period of time, often five or more years. SIBs can be structured so that
capital contributions in, say, year three, are dependent on progress during years one and two. A project
might be shut down early if interim performance targets aren’t being met (as happened to the first U.S.
SIB located at Rikers Island jail in New York City'9), but investors might receive interim payments along
the way if they are. Ultimately, investors risk loss of principal if outcome metrics aren’t achieved, but
they stand to profit if, when and to the extent that they are. If this framework proves itself, SIBs could
become a powerful counterforce to fragmented funding.

But merely connecting funding to performance isn’t compelling enough to bring mainstream investors to
the table. Instead, “the financial return must be proportionate to the outcome improvement.”150
Although standard SIBs often specify higher returns for investments that produce better results, the
returns are capped at modest levels: “If the program exceeds those outcomes, the government pays a
small return on the investment.”’>! A recent Salt Lake County PFS report provides a closer look:

As with traditional private financing models, the lead lenders that finance successful
outcomes will receive success payments that include a nominal interest rate and the
potential for an additional nominal return on their investment. The contracts will
distinguish between performance payments, which have a higher likelihood of occurring,
and success payments. Obviously, the County would like the private enterprise funds to
finance the outcomes that bear the greatest risk of failure. The contract terms, which
have yet to be negotiated, will ultimately decide the risk allocation between the County
and the private investors. In other Pay-for-Success projects in the United States, a typical
base interest rate paid on these loans is at or below 5 percent.152

Thus, the connection between funding and performance attenuates as the amount of capital needed
exceeds the capacity of public and philanthropic funders. This doesn’t have to be the case. Recently, the
CEO of ClearlySo in the U.K. lamented that government is being overly cautious: “They tend, for
example, in many of the SIB structures, to cap investor returns or share out only a portion of the savings.
Why not be more generous and encourage far greater investment?”153

This is not an outlandish idea. London-based Bridges Ventures, a specialized investment fund manager,
has developed a “Spectrum of Capital” framework that situates SIBs in relation to the potential returns
that other kinds of impact investments offer.15* Bridges had previously characterized SIBs as
concessionary investments, but it now classifies them as investments “where returns are as yet
unproven.” Indeed, it surmises that SIBs might be capable of “delivering competitive financial returns.”
If so, they might finally defragment funding even at very high levels of operation by offering financial
rewards commensurate with the results achieved. Today, however, SIBs have been criticized for having
equity-like risks with bond-like returns.

4.3 Overcoming Adoption Risk

As discussed further below, cost-beneficial social programs with strong and well-documented evidence
of effectiveness work only when they’re implemented with fidelity to the validated model. But the other
side of the coin is that such “manualized” interventions are low risk. CEBPs require exacting compliance
with detailed clinical, supervisory, record-keeping, and other procedures, so any conscientious provider
with the necessary support systems in place can implement them successfully. With strong evidence-
based programs, qualified providers know how to control implementation risks, and allocating adequate
resources for recruitment, hiring, training and supervision, conscientious data collection, and vigilant
performance management enables them to do so.

But maintaining fidelity at scale is an entirely different proposition from doing so in pilot projects
because the demands of quality control aren’t proportional to the number of participants. At some point,
higher levels of service require different and more muscular resources, not just more of the same.

A shop owner with 50 customers might get by doing her own pencil-and-paper accounting, but a
business with 500 customers needs customized software and a trained bookkeeper. A rapidly growing
community-based organization that once employed five therapists to serve all of its clients might need to
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add a clinical supervisor for every five therapists. If the program expands to other communities, regional
supervisors and staffed training facilities might be needed. Without greater working capital for new
personnel, infrastructure and other overhead, service quality would inevitably erode.

When small providers grow larger, or one team becomes many, agencies face uncertainties. How long
will growth continue? How large will we become? What infrastructure investments should we make
and when? Will our funding keep up? Do we need to cultivate new funding sources? Growing too fast
or too slow both have consequences, and no one has perfect foresight. Human-services delivery is a
precarious business, and providers with insufficient and unreliable resources are likely to err on the side
of caution to avoid becoming overextended. “As every small nonprofit knows, a life of living on grants is
a life of living on the edge. There is constant worrying about whether the funding will materialize.”15

Of course, the bigger the change, the greater the risk of failure. When it comes to potentially
transformative innovations, large institutions must look carefully before they leap. They have too much
at stake to experiment with unreliable approaches, so adopting revolutionary innovations isn’t an easy
decision to make. Large enterprises often prefer to stick with a familiar approach that’s “good enough” if
there’s a significant chance that the transition to a potentially better one could prove difficult or even
catastrophic. So a mediocre solution that more or less works is often better, on the whole, than an
ostensibly more effective one that can’t be counted on 24/7/365.

Consider the challenges that juvenile justice agencies would face in shifting from primary reliance on
custodial placements to substantially greater use of evidence-based treatment programs. The juvenile
justice system comprises a high-volume, high-risk bureaucracy that’s required to handle an enormous
number of incidents involving violations of personal safety, intrusions on private property, drug crimes,
and “public order” offenses. Nationwide, these state and local systems collectively handle more than one
million cases annually and conduct more than half a million judicial proceedings, resulting in more than
300,000 convictions and nearly 80,000 custodial confinements.’> All of their people, facilities, records,
rules, and procedures have been organized to support the intake, processing and disposition of cases
within the existing system.

Reducing placements means that some youth who previously would have been put in detention or
subjected to custodial supervision will remain at home and receive treatment, which, under the best of
circumstances, won't prevent juvenile offending at least 20% of the time. In large juvenile justice systems
that process thousands of cases yearly, how could a responsible administrator make a meaningful
number of such reductions without assuming undue risks to public safety? Risk-assessment tools are
available for supporting commitment decisions, but they’re not perfect and they require expertise to
properly administer, which costs money.

Converting to a primarily treatment-based arrangement would require major renovations from top to
bottom. Keeping in mind that the system’s mission is to protect public safety, promote child well-being
and steward public funds, such a transition would face serious risks of disruption along the way. Like
other CEBPs, MST and FFT are more expensive and operationally demanding than less effective
programs, with chronic staffing shortages and turnover making it difficult to maintain quality control.
Funding constraints increase the risks of failure, and trying to move funds from one service category to
another jeopardizes the ongoing operations of both.

“Adoption risk,” as this phenomenon is known, is intrinsic to systemic change. Even when new
approaches have been proven superior to current practices, managers responsible for running large and
complex systems must satisfy themselves that that the adoption of innovation will not disrupt essential
operations. While small operators can afford to experiment with promising but immature innovations,
mainstream enterprises—such as state juvenile justice agencies—won’t do so unless they’re convinced
that reasonable measures are in place to maintain basic services. Thus, massive safety-net systems
become resistant to change as adoption risk rears its head. At some point, scaling innovation becomes
impossible without a solution to this entirely new problem set.
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We know where that divide is because innovation spreads through predictable phases (Figure 14, in
which the area under the multi-colored curve represents all potential users). Risk-tolerant end users that
value innovation for its potential uses (“innovators”) and those that are willing to accept the benefits of
“beta” versions knowing that they still have bugs (“early adopters”) enable new products and services to
get to market. This “early market” has only a small, albeit meaningful, share of potential customers, and
those modest sales are necessary for innovators to gain a foothold. But displacing the firmly established
status quo is not a near-term objective, so adoption risk is simply not a concern.

Figure 14. “Crossing the Chasm”"’ (modified)
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Without dependable substitutes, “mainstream markets” that account for the lion’s share of users can’t
abandon the assets and practices that have brought them success. For them, adoption risk is a show-
stopper, so fledgling innovations are, at best, interesting curiosities that come and go, with no foreseeable
relevance to or impact on legacy lines of business.

Geoffrey Moore called the yawning divide between innovations suited to early markets and those suited
to mainstream markets the “chasm.”158 Simply put, the chasm is where innovation goes to die. On the
far side of the chasm, all potential new customers face decisive adoption risk, posing entirely new
problems for which nascent innovations are not equipped. The roughly 16% market share available in
the early market becomes the upper limit of their growth, and significant expansion ends at the chasm.

The private sector has learned how to overcome adoption risk in the ways that it designs and supports
innovative products and services for mainstream markets. A “whole product solution”1% is whatever
combination of features a mainstream market segment—such as juvenile justice systems —needs to safely
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adopt an innovative product without disrupting service to the large group of patrons that depend on it to
meet critical needs.

For example, once a new technology has been developed and tested successfully, its widespread adoption
by large customers depends on steady hand holding that comes from the kinds of add-on support
services represented in Figure 15. The core innovation works fine without installation help, personalized
configuration, tailored customization, and the rest, so innovators and early adopters can use the basic
product just as it comes out of the box. But enterprise customers need attentive suppliers to set up the
new product and make sure it is essentially fail-safe before they can abandon their old ways of doing
business.

Figure 15. Generic Whole Product Solution

Third-Party
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Distribution &
Delivery

TECHNOLOGY
INNOVATION

Maintenance
& Support

Figure 16 provides some historical examples. In each case, an innovation is developed that works better,
faster or cheaper than what’s currently in use, but it is incapable of solving an important business
problem until it is fashioned into a working product. But that product won’t be widely adopted until all
features necessary to make it easy and reliable to use are incorporated into a whole product solution. That
enhanced product can dominate the market segment for which it was designed, but it takes an ecosystem
of suppliers, support services, technical specialists, and integrators to achieve scale across large and
diverse mainstream markets.

This purposeful evolution is what made the Florida Redirection Project so successful. The state didn’t
just contract directly with social service agencies that were licensed to provide MST and FFT counseling.
Instead, it engaged a dedicated implementation-support organization (Evidence-Based Associates) to hire
and manage those agencies and, crucially, to develop a whole product solution to make sure the
conversion went smoothly (Figure 17).
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Social innovations rarely have the resources or the staying power to develop whole product solutions,
much less ecosystems to support widespread adoption. Standard SIBs commendably address
fragmented funding to some extent, but they don’t tackle adoption risk because they finance incremental

growth for nascent innovations rather than systemic change grounded in CEBPs.

Figure 16. Scaling Business and Social Innovations
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The business strategy for “crossing the chasm” is straightforward but challenging: identify a mainstream
market segment that could benefit from the innovation and build them a whole product solution that can
reliably supplant the established way of serving customers. Then extend that whole product solution to
other market segments until an entire ecosystem supports widespread adoption.

An example is permanent supportive housing, which has been shown to make real headway against
chronic homelessness. In 2010, the Obama administration released a plan to “prevent and end
homelessness” in which one of the specific goals was to “finish the job of ending chronic homelessness by
2017.7160 According to the Department of Housing and Urban Development’s most recent annual report
to Congress, chronic homelessness declined from 106,062 individuals in 2010 to 77,486 in 2016. That 27%
decline is important, but no one expects the rate to quadruple by 2017. Permanent supportive housing
“remains a product without a system to produce it,”1! in no small part because “supported housing is
associated with significant reductions in homelessness which we are unable to monetize at this time.”162
To date, three U.S. SIBs have raised $19.1 million to serve 1,250 homeless people.16> By contrast, Los
Angeles just approved a $1.2 billion municipal bond to build 10,000 apartments for chronically homeless
adults.164

“It’s often assumed that social innovation is all about radical new ideas, and out of the box thinking. But
most innovation in most fields is much more about adoption and incremental adaptation.”165 As shown
in Figure 8, an emerging “Impact Investing Ecosystem” is extending the capacity of mainstream capital
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markets to assess, aggregate and manage the deployment of commercial investment in social and
environmental businesses. But they won’t be able to fund SIB projects unless they mitigate adoption risk.
What might that look like?

Figure 17. Florida Redirection Project as a Whole Product Solution
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5. CASE STUDY: DISMANTLING THE SCHOOL-TO-PRISON PIPELINE

It makes no sense for state and local governments facing severe budget pressures to spend $5.7 billion
every year to send 60,000 juvenile offenders into custodial placements when effective treatment programs
that cost 75% less could keep most of them safely at home and in school. The school-to-prison pipeline

that perpetuates intergenerational poverty is a problem we know how to fix but haven’t been able to
solve.

But making CEBPs like MST and FFT available to effectively every family they could help is not a simple
task. To assess whether Scale Finance could attract the sustained mainstream investment needed to end
juvenile mass incarceration, we must first understand the nature and scope of the problem, and the
reasons why existing responses have proven inadequate to the task.

5.1 Custodial Placements of Juvenile Offenders

Although residential placements are a necessary instrument for managing juvenile offenders, their use
must be calibrated against their deleterious consequences:

Youth in detention are removed from settings that matter: their homes, schools, and
communities. Without those supports, children develop higher rates of depression,
anxiety, and other mental health conditions, and they lose access to educational
opportunities. Once released, youth who spent time behind bars are more likely to
disengage from school and become system-involved in the future.16¢
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Decades of authoritative research prove that out-of-home placements damage at-risk adolescents and
increase juvenile crime:

Involvement in the youth justice system has been shown to increase future rates of both
childhood delinquency and adult penal system involvement. This negative impact
increases as the type of intervention used becomes more restrictive, isolating, and
punitive in nature. An ever-increasing body of evidence demonstrates that incarcerating
children leads to increased violence, recidivism, and poor life outcomes for youth (even
when controlling for the severity of offense). For youth with mental health concerns,
detention (pre-trial) and incarceration (post-trial) have been shown to exacerbate mental
health symptoms and increase the likelihood that youth will engage in self-harm and
commit suicide. Youth who have experienced secure detention or incarceration are also
less likely to return to school. Economists have shown that incarcerating youth decreases
their future earning potential and the chance that they will remain in the labor market.167

Confined youth are routinely exposed to “a sustained pattern of maltreatment,” including “serious
physical or psychological harm in the forms of violence from staff or other youth, sexual assaults, and/or
excessive use of isolation or restraints.”168 Within three years of release, approximately 75% of youth are
rearrested and more than 45% are convicted of a new offense. And “justice-involved” adolescents are
much more likely to drop out of high school and be incarcerated as adults when they age out of juvenile
jurisdiction.1®® Little wonder that the Annie E. Casey Foundation has called placements outside the home
“iatrogenic” —an ostensible cure that actually makes the problem worse.170

This tragedy is compounded by the fact that most youth are confined for offenses that don’t threaten
public safety. Nationally, just 12% of youth placed into residential programs by delinquency courts have
committed violent crimes. In 2013, 43% of detentions were due to technical violations of probation, drug
possession, low-level property offenses, public-order offenses and “status offenses” involving activities
that are not considered crimes for adults, such as possession of alcohol, truancy and running away.1”!

This self-defeating policy reflects an unwelcome trend toward the “criminalization of school discipline,”
which “helps to redefine disciplinary situations as criminal justice problems rather than social,
psychological, or academic problems, and accordingly increases the likelihood that students are arrested
at school.”172 This shift is particularly acute at urban secondary schools. Among schools that adopt so-
called “zero tolerance” policies, more than 300 districts nationwide suspend and expel more than one in
four high school students.173

Unsurprisingly, race and class matter enormously. When white suburban teenagers get caught skipping
school, drinking or shoplifting, they usually get grounded, kept after school, or face some other parental
or administrative discipline. When black and brown, poor and low-income kids engage in similar
behavior, the consequences increase dramatically. “Many of these young people have engaged only in
the kinds of normative adolescent behavior that in some communities —namely, predominantly white
middle and upper class communities — are seen by schools, police, and other stakeholders as “teens being
teens” and dealt with in private, nongovernmental ways.”174

The young people who sit today inside locked facilities are, overwhelmingly, our
nation’s most vulnerable youth. Disproportionately black and brown and drawn from
impoverished neighborhoods, they are more likely to have been victims of violence than
they are to have perpetrated it. Incarceration not only exacerbates the vulnerabilities
with which they arrive but exposes them to all manner of new challenges: post-traumatic
stress syndrome; curtailed education; gang affiliation and a gladiator mentality enforced
by prison culture; the unraveling effects of social isolation; and a lifetime of stigma and
further isolation.175

The U.S. Department of Education’s Office for Civil Rights just released the Civil Rights Data Collection
for 2013-2014 which showed, not for the first time, that “black K-12 students are 3.8 times as likely to
receive one or more out-of-school suspensions as white students.” Moreover, “black students are 1.9
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times as likely to be expelled from school without educational services as white students,” with “black
boys represent[ing] 8% of all students, but 19% of students expelled without educational services.”176

Expanding proven treatment programs such as MST and FFT could keep thousands of at-risk youth in
school and their troubled families intact. Yet “the juvenile justice and criminal justice systems trudge
along, engaging in business as usual and all but ignoring the evidence-based practices that are staring
them in the face—programs that cost less and keep communities safer.”77 “Only 5% to 10% of juvenile
offenders are afforded the benefit of evidence-based community programs.”178

5.2 Juvenile Justice Reform

Over the last decade, concerted efforts to reform juvenile justice policy and practice have made progress
in a number of states, enabling noteworthy reductions in out-of-home placements. Reforms include
limiting eligibility for correctional placements; changing the intra-governmental financial incentives for
incarcerating youth; reducing lengths of stay and detentions based on status offenses and technical
violations of parole; toning down the “tough-on-crime” rhetoric; and increasing the use of pretrial
diversion, community supervision and alternative sentencing.7

This is a peculiar kind of progress, though. Virtually all of these changes involve little more than cutting
back on the ill-advised policies and practices that were responsible for excessive juvenile confinements in
the first place. The net result has largely taken us back to where we started from in the 1980s (Figure 18).

Picking low-hanging fruit is understandable, but simply making fewer bad decisions won’t get the job
done. Further substantial reductions in unnecessary and damaging placements won’t be possible
without helping at-risk families cope with the adverse influences facing their children. Yet tens of
thousands of distressed families are trapped in a horrible Catch-22 where government can’t afford less
expensive treatment programs because it spends five to ten times as much on custodial placements:

Counties often lack the financial means or incentive to expand local programs or services,
so fewer of these options exist for youth than the demand would otherwise necessitate.
Without local programs or services, judges may have little choice but to send youth
convicted of marginal offenses to distant, locked facilities. As a result, youth have been
locked in the state system simply because there was nowhere for them to go locally —and
no easy way to pay for those services.180

Figure 18. Juvenile “Out-of-Home Placements”*®'
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As a result, “most states are spending vast sums of taxpayer money and devoting the bulk of their
juvenile justice budgets to correctional institutions and other facility placements.”182 Spending for
locking up these kids far exceeds spending on their education.’®® As a result, current juvenile placement
practices represent a “wholesale misallocation —and waste — of taxpayer resources.”184

5.3 Evidence-Based Programs for “Deep-End” Youth

The juvenile justice system that swallows these wayward children and adolescents is a vortex with
myriad entry and exit points (Figure 19). Those 60,000 youth sit in “detention” and in group homes,
foster care, congregate care, and other “residential placements.”

Figure 19. Juvenile Justice Case Flow'®
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The juvenile justice system is like a swimming pool with a shallow end and a deep end, with a gradually
sloping bottom in between. All of the swimmers are in some kind of “criminogenic” trouble, but there
are wide differences between the two ends in terms of public safety, seriousness of the offense, risk to the
children themselves, likelihood of reoffending, and so on. Although every state has its own idiosyncratic
system, there are important commonalities:

Juvenile courts may hold delinquents in a secure detention facility if the court believes it
is in the best interest of the community or the child ... Residential commitment may be for
a specific or indeterminate ordered time period. In 2009, 27% of adjudicated delinquents
were placed in a residential facility. The facility may be publicly or privately operated
and may have a secure prison-like environment or a more open, even home-like setting.
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In many States, when the judge commits a juvenile to the State department of juvenile
corrections, the department determines where the juvenile will be placed and when the
juvenile will be released. In other instances the judge controls the type and length of
stay.186

The euphemisms “residential,” “commitment,” “adjudicated,” and “placement” signal the boundary
between the shallow and deep ends, the critical threshold when an adolescent has been found
“responsible for” (guilty of) a juvenile “offense” (a crime) and awaits “disposition” or “commitment”
(sentencing). At that point, the state or county department of juvenile justice assumes temporary legal
custody, with the power to remove the child from the family home and send him or her to incarceration
or some other residential placement. Adjudication marks the point at which the punitive nature and cost
of commitment become materially greater than they do for youth whose entanglements with the system
have not reached the point of no return.

The juvenile justice system can more or less cope with kids in the shallow end and the middle. The
programs that work for those kids—such as Cognitive Behavioral Therapy, “wraparound” services and
mentoring —are relatively affordable, and juvenile justice agencies have (or can acquire) the necessary
expertise to apply them effectively.

This is not the case for those youth who flounder in the deep end of the pool. Once the water figuratively
gets over their heads, the system lacks the money and the capacity to deal with them in appropriate ways.
Even though many jurisdictions are trying to move toward greater use of community-based services,
progress has been modest at best:

The focus on evidence-based programing within juvenile treatment and corrections is
growing. Supported by foundation funding, federal policy and state mandates, specific
manualized interventions with demonstrated evidence of effectiveness are becoming a
more visible element of the services landscape. These evidence-based programs are
supported and promoted because they are good investments, yielding significant cost-
benefit to taxpayers. Further, the most well studied and disseminated programs are
supported by quality assurance mechanisms that encourage standardization of practice.
Despite some gains in implementation, however, the overall penetration of evidence-
based services within juvenile justice programing remains quite low. This is a research-
to-practice failure mirrored by similar challenges across other child-serving systems (e.g.,
prevention, mental health and child welfare) ...187

There are tens of thousands of juvenile offenders every year whose criminal behavior could be prevented
or diminished by evidence-based treatment, but the current system generally doesn’t identify them or
provide them with the intensive support they need to climb out of the pool and stay out. What one
executive director said about incarcerating mentally ill adults is equally true for juvenile placements: “If
you could design a system to treat these people as ineffectively and as expensively as possible, you'd use
jails the way we do.”188

How could juvenile justice systems that are excessively punitive and ruinously expensive be transformed
into ones that focus primarily on the effective delivery of proven treatments? How could they make
residential placements, including secure detention, the disposition of last resort?

The first step would be to focus on those areas where the gap between what kids need and what they get
is the greatest. As already noted, juvenile justice systems are the least dysfunctional for kids in the
shallower ends, and less money is wasted on ineffective efforts. At the deepest end, there are certainly
juvenile offenders who commit serious crimes and need custodial supervision or secure detention, for the
safety of themselves, their families and their communities. So at both extremes, the shallowest end and
the deepest end, the chances and costs of systemic error are comparatively low.

Making these distinctions is feasible, albeit neither simple nor risk-free. Nor is there a politically
expedient line between low-risk and high-risk youth. Programs like MST and FFT have been developed
for the hard cases, not the easy ones:
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MST works with the toughest offenders. They are adolescents, male and female, between
the ages of 12 and 17 who typically have significant histories of committing crime. These
kids don’t just skip school to see the latest blockbuster movie or get into an occasional
brawl on the basketball court. They steal, do drugs, sell drugs, beat up their parents and
siblings, break into houses, rarely show up at school and if they do, are disruptive. Their
teachers and community are threatened and don’t want them around.®”

A number of jurisdictions have begun to adopt “diversion” policies that curtail unproductive policies
such as arresting youth for loitering and truancy, or provide non-carceral services to children who have
already been arrested. These reforms are working, with encouraging prospects for expansion. But very
few systems intervene once a child has been adjudicated as a delinquent and awaits commitment.

Philadelphia exemplifies this dichotomy. High school students who commit a “low-level summary or
misdemeanor delinquent offense” may be diverted to “Intensive Prevention Services” comprising
academic support; social and emotional competency building; mentoring; recreation; work ready
programming; community service/engagement; and parental involvement. Eligible offenses include
“marijuana possession, fighting, disruptions, graffiti, bullying, threats, or possession of certain items that
could be used as weapons.”19%

None of those services are available, however, if that same student “has a previous delinquency finding
or delinquency diversion or is currently under juvenile probation supervision,” or if he or she has
committed a “high-level offense.” Those students are dispatched to the school-to-prison pipeline,
complete with a lifetime criminal record:

The student goes through the arrest process: he or she is handcuffed, taken to police
headquarters, fingerprinted, photographed, detained for a maximum of six hours, and
assigned a police identification number that stays with the student into adulthood.
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Thus, the second time an adolescent “has been involved in a behavioral incident or “delinquent act,”” such
as smoking a joint, getting in a fight or yelling at a teacher, the system abandons all attempts at diversion.
It does not differentiate repeat low-risk offenders from serious offenders, it does not give low-risk
offenders Intensive Prevention Services, and it certainly does not identify high-risk offenders for whom
certified treatment programs have been designed. Philadelphia’s two-strike policy takes no notice that
“the final opportunity for diversion is after a child has been convicted and is in the sentencing process.”11

If juvenile justice agencies want to reduce unwarranted placements to a significant extent, they must be
willing to provide evidence-based treatment to kids who've encountered the system more than once.
They need to focus on those youth whom the system treats far too harshly for no sound reason, at
unacceptably high financial, psychological and social cost, and for whom there are less costly treatment
programs that work exceedingly well. They should distinguish between those few who legitimately need
to be placed outside the home and the many more who can safely remain with their families and stay in
school if they are provided with the kinds of “high touch” support that CEBPs provide.

5.4 The Rise and Fall of the Florida Redirection Project

The foremost example of aggressively expanding CEBPs to reduce the number and cost of juvenile
placements, rather than increasing placements due to a lack of treatment programs, was the Florida
Redirection project launched in 2004.192 For years, the state’s DJ] had offered programs like MST and FFT
to a limited number of adolescent offenders. However, even though those programs were designed to
prevent out-of-home placements, Florida made them available primarily to youth whom juvenile judges
had already removed from their homes and sent to foster care, group homes or juvenile detention.

Wiser heads prevailed. In 2004, with the assistance of the National Council on Crime and Delinquency
and the Florida Legislature’s Office of Program Policy Analysis and Government Accountability, as well
as the cooperation of state law enforcement agencies and juvenile courts, D]J contracted with Evidence-
Based Associates (EBA) to divert (“redirect”) youth who had been placed on probation from going into
residential placements. From 2004 to 2013, the state paid EBA a total of $65.4 million to manage the
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delivery of MST, FFT and, later, Brief Strategic Family Therapy (BSFT) to more than 10,000 families in 18
of the state’s 20 judicial districts.1%3

These are three of the highest-rated CEBPs available for families with troubled adolescents exhibiting
chronic, violent, and substance-abusing behavior problems, and for serious juvenile offenders (Figure 20).
Each comprises an intensive, home-based treatment for the entire family, featuring meticulous quality-
assurance protocols:

*  They address the many family, health and community factors that foster delinquency;!

* Decades of peer-reviewed research in dozens of rigorous evaluation studies have documented
their effectiveness;!9

* They produce large and statistically significant reductions in felony and violent felony arrests;
drug-related arrests; re-arrests; days of incarceration, adult probation and adult confinement; and
family instability;19

* They’ve been delivered successfully for decades to thousands of families at hundreds of sites in
dozens of states and countries;!97 and

*  Their effectiveness has been recognized by every major public and private certification registry,
including the Washington State Institute for Public Policy; the Office of Juvenile Justice and
Delinquency Prevention in the U.S. Department of Justice; the Substance Abuse and Mental
Health Services Administration in the U.S. Department of Health and Human Services; and
Blueprints for Healthy Youth Development.19

These programs are also extremely cost effective, producing between $2.79 and $11.19 in benefits for
every dollar expended.’

Overall, 70% of families who completed Redirection avoided placement at an average cost that was 73.6%
less.200 Two independent evaluators determined that Florida saved approximately $181 million relative
to what it would have otherwise spent without Redirection (Figures 6 and 21).

Note that Florida’s average cost per placement ($36,238) was less than half the national average ($88,000),
while the cost for MST, FFT and BSFT would have been only marginally lower than the national average
due primarily to differences in professional salary scales. So the cost of Redirection per family was just
26.4% of the cost of placement in Florida, but it would be a much smaller fraction in the states modeled in
the pro forma, below, whose placement costs are more than double.

Despite Redirection’s confirmed success, budget constraints forced Florida to wind the program down.
In 2013, the state shifted Redirection from a program fully funded by general revenues at an annual cost
of about $10 million, to an “optional rehabilitation service” under Medicaid. As a means-tested program
that was jointly funded by the state and federal governments, Florida’s annual share of the required
matching funds would only be $2 million.207 For 2014, “due to the new Medicaid compliance issues,”202
DJ] restricted program eligibility to juveniles with specific clinical diagnoses, including major depression
and bipolar disorder.203

The new rules diluted Redirection in two respects: broadening services to include unproven programs
and reducing the number of eligible youth. Under the state’s amended Medicaid plan, Redirection now
funded “therapeutic support services” and “family-centered practice” that were not CEBPs for serious
juvenile offenders, and services were available to just 403 youth each year, far below the peak enrollment
of 1,121.204
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Figure 20. Certified Evidence-Based Programs for Juvenile Offenders

Multisystemic Therapy
(MST)

Functional Family Therapy
(FFT)

Brief Strategic Family Therapy
(BSFT)

Intervention

Targets chronic, violent, and
substance abusing delinquents age
12-18 at high risk for out-of-home
placement. Focuses on the entire
ecology of the youth including
family, school, peer, and
community relations.

Targets youth ages 11-18 at risk for
and/or manifesting delinquency
violence, substance use,
Oppositional Defiant Disorder, or
Conduct Disorders and their
families. Focuses on family relations
and communication; builds on
strengths as motivation for change.

Designed to prevent, reduce, and/or
treat adolescent behavior problems
such as drug use, conduct problems,
delinquency, aggressive/violent
behavior, and association with
antisocial peers; improve pro-social
behaviors; and improve family
functioning.

16 studies, including 8 randomized
trials, of which 7 independent
studies did not involve an MST
model developer. One randomized

38 years of investigation in a range
of settings and delivery sites. Study
design has ranged from random
assignment to treatment

The BSFT model has been evaluated
in a number of randomized clinical
trials evaluating the efficacy and
effectiveness of the model.

fewer days on adult probation.

subsequent sibling referral,
compared with controls.

Research trial had two follow-up studies of conditions, to quasi-experimental
14 and 22 years post treatment designs, to comparisons with base
(average participant ages of 28 and | rates for that population.
37 years).
59% fewer re-arrests, 68% fewer FFT has produced statistically More engagement in therapy,
days of incarceration, 57% fewer significant reductions in recidivism, reduction in conduct problems,
Results drug-related arrests, and 43% out-of-home placement, or reduction in socialized aggression,

reduction in substance use, and
better family functioning.

Dissemination

More than 500 teams in 34 states,
the District of Columbia and 15
countries, treating more than
23,000 youth.

Trained more than 270 local, state,
national and international
organizations serving over 12,000
families around the globe.

Implemented at approximately 110
sites in the United States, as well as
in Chile, Germany, and Sweden, and
has served more than 2,600
families.

Endorsements

Washington State Institute for
Public Policy (WSIPP); Office of
Juvenile Justice and Delinquency
Prevention (OJJDP); Substance
Abuse and Mental Health Services
Administration (SAMHSA);
Blueprints for Healthy Youth
Development (Blueprints).

WSIPP, OJIDP, Blueprints.

WSIPP, OJIDP, SAMHSA.
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Figure 21. Florida Redirection Project Annual Savings

Annual 4-5 Month Unit Cost Difference Redirection .
. R R Annual Savings
Placement Cost Redirection Cost Between Placement Completions (Millions USD)
Per Youth Per Family and Redirection Per Year
2004 $28,000 $7,715 $20,285 0 $0.0
2005 $31,387 $7,715 $23,672 140 $3.3
2006 $37,123 $9,285 $27,838 267 $7.4
2007 $39,853 $10,075 $29,778 618 $18.4
2008 $41,102 $9,923 $31,179 981 $30.6
2009 $38,651 $11,624 $27,027 797 $21.5
2010 $36,038 $11,063 $24,975 1,011 $25.2
2011 $36,743 $9,429 $27,314 1,121 $30.6
2012 $36,743 $9,429 $27,314 987 $27.0
2013 $36,743 $9,429 $27,314 618 $16.9
Total 6,540 $180.9
Ave. $36,238 Ave. $9,569 Ave. $26,669
26.4% of Ave. 73.6% of Ave.
Placement Cost Placement Cost

That's when the state dismantled EBA’s whole production solution and adoption risk materialized.
Florida signed a Medicaid management contract on September 30, 2013, for $2,180,869, of which $178,030
(8.2%) was unfunded. The contract was slated to run through 2017, but closed on September 17, 2015,
with expenditures of just $441,860.37, or 22% of the original award.205 By that time, 48 out of 67 Florida
counties couldn’t keep up with needs “such as individual or family counseling (especially in-home
counseling) ...”206  The shortages hit especially hard in counties where “in-home counseling is a top need
due to transportation and geographic access barriers.”

These events exemplify the adage that “poor implementation always trumps a good model.” In an
understandable but short-sighted decision, the state chased after quick savings in the form of federal
matching funds for Medicaid. Even though the evaluators had long reported that Redirection achieved
dramatic results and avoided enormous costs, future savings suffered by comparison with immediate
gains from Medicaid cost-sharing. Since Medicaid compliance rules restricted the range of services
eligible for reimbursement, the state began to unbundle Redirection, with the predictable effect that the
quantity and quality of the CEBPs began to erode.

We know that the lack of sustainable funding and insufficient capacity to deliver services where they are
needed has consequences. When juvenile judges and probation officers either send moderate-to-high and
high-risk youth home without needed support (“below guidelines”) or commit them to residential
placements they don’t need (“above guidelines”), recidivism rates are between 1.8 and 2.8 times higher
than when youth are given appropriate levels of support in appropriate settings.20”

5.5 The UK’s MST SIB

Yet even standard SIBs can overcome the kinds of up-front funding shortfalls that undermined Florida
Redirection. In 2013, the Essex County Council in the U.K. launched an MST SIB to avoid out-of-home
care for 380 at-risk children, with the reduction of care days as the primary outcome metric.208

Placing English children in out-of-home care costs between $27,000 and just over $240,000 per year per
individual. So expanding MST in Essex County could avoid spending up to $13.7 million over eight
years. The SIB targets investor returns of 8% to 12% per annum, and returns can increase incrementally
with the number of placement days saved, up to a cap of $9.3 million. The first two years of the SIB have
been quite successful:

As of February 2016, 208 adolescents had begun or completed the MST programme, with
82% avoiding care and remaining with their families. Progress is being tracked over 30
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months, and of those who finish MST, 87% remain at home 12 months post-completion.
Outcomes payments have been made to the Social Impact Bond holding company and
will be recycled to pay for ongoing service delivery.20?

Note that the council is providing MST to children “on the edge of care,” which in the U.S. is called
children at risk of abuse and neglect. Those kids come under the jurisdiction of child welfare or child
protective services agencies, rather than juvenile justice, and youth in the child welfare system sometimes
have less serious and less costly social, emotional and other problems than juvenile offenders. By
contrast, “standard” MST for juvenile offenders has been studied much more extensively than MST for
child abuse and neglect (MST-CAN), which WSIPP considers a “research-based” rather than an evidence-
based program.?1® So in the juvenile justice system, the cost differentials between residential placements
and treatment can be higher, and the outcomes stronger and more reliable, than in the child welfare
system. Thus, the U.K. results might be conservative relative to the pro forma presented next.

5.6 A Pro Forma Model for Scaling MST/FFT

Solving pervasive social problems we already know how to fix is a long and arduous journey. Figure 22
summarizes the analysis so far. We know that MST/FFT work and that they remain effective as long as
expansions efforts maintain program fidelity. We also know that they save much more than they cost
and that those savings can be monetized within a reasonable investment horizon.

These progressive accomplishments lay the groundwork for answering the remaining vital question:
could SIBs replicate Redirection and expand MST and FFT commensurate with unmet population needs?
For the reasons discussed, standard SIBs are unlikely to do so. But could Scale Finance expand MST/FFT
at their maximum feasible growth rates?

Figure 22. Predicates for Scaling Juvenile Justice CEBPs

1. Do MST & FFT work? 2. Do they still workas 3. Do they save more 4. Can future savings

growth escalates? than they cost? be monetized?
Dozens of rigorous Florida Redirection and Redirection saved Florida The U.K. MST SIB shows
outcomes evaluations Youth Villages show that more than $180 million that “cashable” prevention
provide the highest level CEBPs for juvenile over nearly ten years. savings can be recovered
of evidence that MST and offenders can be to repay investors and
FFT dramatically prevent implemented with fidelity reduce government
juvenile offending and under real-world spending.
reduce recidivism. conditions to tens of

thousands of families and
reduce placements by at
least 70% for program
completers.

At its peak, Florida Redirection served a little more than 1,000 families per year at an annual service cost
of about $10 million. (To put this in context, juvenile courts committed more than 1,000 youth to
placement in seven other states in 2013: California, 4,452; Texas, 2,577; Pennsylvania, 2,337; Ohio, 1,338;
New York, 1,236; Michigan, 1,224; and Virginia, 1,014.211) Figure 23 presents a pro forma cash flow for a
Scale Finance SIB of roughly the same size as Redirection over five years.
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Figure 23. Scale Finance Pro Forma

ASSUMPTIONS
Placement Cost/Youth $100,000
MST/FFT Cost/Family $10,000
Placement Rate 100%
Success Rate 50%
SIB Overhead 25%
Intermediary Management Fee 5.0%
Intermediary Success Fee 3.0%
Investor Share of Savings 12.25%

YEAR 1 YEAR 2 YEAR 3 YEAR 4 YEAR 5 YEAR 6 TOTAL
Families Served 1,000 1,000 1,000 1,000 1,000 5,000
Youth Not Placed 500 500 500 500 500 2,500
Youth Place 500 500 500 500 500 2,500
CURRENT STATE SPENDING - $100,000,000 - $100,000,000 - $100,000,000 - $100,000,000 - $100,000,000 $500,000,000
INVESTOR PRINCIPAL (“SIB Size”) - $13,125,000 = $13,125,000 = $13,125,000 = $13,125,000  $13,125,000 $65,625,000
SIB COST
MST/FFT Cost $10,000,000 $10,000,000 $10,000,000 $10,000,000 $10,000,000 $50,000,000
SIB Overhead $2,500,000 $2,500,000 $2,500,000 $2,500,000 $2,500,000 $12,500,000
Intermediary Management Fee $625,000 $625,000 $625,000 $625,000 $625,000 $3,125,000
TOTAL SIB COST $13,125,000 $13,125,000 $13,125,000 $13,125,000 $13,125,000 $65,625,000
GROSS SAVINGS
Current Placement Cost $100,000,000 $100,000,000 $100,000,000 $100,000,000 $100,000,000 $500,000,000
SIB Cost ($13,125,000) | ($13,125,000) | ($13,125,000) = ($13,125,000) = ($13,125,000)  ($65,625,000)

Residual Placement Costs

($50,000,000)

($50,000,000)

($50,000,000)

($50,000,000)

($50,000,000)

($250,000,000)

TOTAL GROSS SAVINGS $36,875,000 $36,875,000 $36,875,000 $36,875,000 $36,875,000 $184,375,000
CAPITAL COST
Return of Investor Principal $65,625,000 $65,625,000
SIB Financial Returns
Intermediary Success Fee $1,106,250 $1,106,250 $1,106,250 $1,106,250 $1,106,250 $5,531,250
Investor Return $25,585,938 $22,585,938
TOTAL CAPITAL COST $1,106,250 $1,106,250 $1,106,250 $1,106,250 $89,317,188 $93,742,188
NET SAVINGS TO STATE
Gross Savings $184,375,000
Capital Cost ($90,632,813)
TOTAL NET SAVINGS TO STATE $90,632,813
INTERNAL RATE OF RETURN
Cash Flows (out) ($13,125,000) | ($13,125,000) = ($13,125,000) = ($13,125,000) : ($13,125,000) ($65,625,000)
Cash Flows (in) $88,210,938 $88,210,938
Net Cash Flows (613,125,000) | (513,125,000) = ($13,125,000) & ($13,125,000) = ($13,125,000) . $88,210,938 $22,585,938

IRR

10.0%

The pro forma makes four conservative assumptions:

1. Annual placement cost per youth is $100,000, as compared to substantially higher detention costs
in New York ($352,663), Virginia ($260,019), California ($208,338), Ohio ($202,502), and Michigan

($173,455) 212

2. CEBP cost per family is $10,000, which exceeds the $7,500 cost of MST, the most expensive of the
three interventions.213

3. Placement rates are reduced by only 50%, even though Redirection, Youth Villages and the Essex
County Council SIB all had success rates above 70% for program completers.
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4. SIB overhead costs for legal, data collection, performance management, and evaluation are 25%
of CEBP costs. A recent Utah PFS analysis estimates “project costs” for “evaluation, project
manager, legal and audit expenses” at 12.5% of the services budget.?14

The model also makes three simplifying assumptions that require more detailed analysis:

* First, it assumes that the impacts of MST/FFT all happen in the year following program
completion. That is, youth who receive treatment in Year 1 either succeed (avoid placement) or
fail (go into placement) in Year 2, and so on. Hence, the investment proceeds are spent and
services are provided in Years 1 through 5, and placement costs/savings accrue in Years 2
through 6. But MST/FFT treatment take less than six months, and outcomes will be staggered
across the population.

* Second, the model assumes that a binary result—a 50% reduction in placements —would satisfy
contractual impact targets. It does not include more granular measures such as the number of
days in placement.

* Third, the pro forma assumes that savings don’t depend on reductions in large fixed costs for
brick-and-mortar facilities. In many states (such as Florida), most placement facilities are small
structures like group homes and local detention centers that can be closed whenever
commitments decrease even moderately. Other states have large prison-like institutions that
can’'t be taken offline without significant, long-term reductions in detainees. In those
jurisdictions, incremental placement reductions might not produce proximate savings of the size
and timing modeled in the pro forma.

Based on these assumptions, 1,000 placements per year (i.e., without CEBPs) currently cost a prototypical
state $100 million per year, or $500 million over five years. This assumption is reasonable: in 2014, 23
states spent more than $100 million per year on juvenile confinement; 9 other states spent more than $200
million annually; and New York spent more than $350 million.215

Providing CEBPs to those same 1,000 families would (like Florida Redirection) cost $10 million per year,
or $50 million over five years. Adding in 25% overhead ($2.5 million per year) and a 5% intermediary
management fee ($625,000 per year), would cost about $3.1 million per year, bringing the annual total
cost to roughly $13.1 million, or almost $65.6 million over the life of the SIB. This would be the SIB
principal amount to be raised from investors, otherwise known as the “size” of the SIB.

Assuming conservatively that CEBPs prevent placements in only half of the 1,000 total cases, then 500
youth per year, or 2,500 over five years, would still cost $100,000 each for placement. If so, “residual”
placement costs would be $50 million annually, or $250 million for five years. In that event, gross savings
would be about $36.9 million per year or nearly $184.4 million over the life of the SIB, representing 37% of
total current state spending. Beyond governmental savings, the SIB would produce large reductions in
unnecessary placements and corresponding increases in unseparated families.

Of course, states could fund these programs directly and retain all of the savings (assuming they achieved
the same results), but nothing has prevented them from doing so for the last twenty years, and conditions
going forward are much less favorable. So the choice before us is rather stark: allow the school-to-prison
pipeline to remain largely intact, or incur what would be a reasonable “investment premium” that would
pay for itself and reduce placements by half.

The pro forma provides one illustration of a possible investment premium. It allocates 5% of funds raised
as an annual intermediary management fee, 3% of gross savings as an annual intermediary success fee
and 12.25% of gross savings to investors on the back end. Thus, total capital costs for the transaction
would be $93.7 million, comprising $65.6 million of principal plus $28.1 million in returns and fees.
Deducting these amounts from gross savings would provide net savings back to the state of $90.6 million.

Thus, instead of spending half a billion dollars on 5,000 placements over five years, states could cut
placements in half with no up-front funding and keep almost $91 million in the treasury. Mainstream
investors would earn competitive returns, providing strong incentives for subsequent rounds of Scale
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Finance funding. Several factors drive these results: the sizable number of youth placed in custodial
confinements; the wide cost differential between placements and MST/FFT; and adequate working
capital for the high-fidelity implementation needed to achieve documented success rates and savings.

Incidentally, these same factors insulate Scale Finance from concerns that unintended consequences “can
occur if service providers are able to choose themselves which beneficiaries are the recipients of the
intervention, thereby ‘cherry-picking’” the easy cases and denying services to those most in need.”216
Highly demanding programs like MST/FFT (and NFP) focus exclusively on stubborn problems with
complex causes and devastating effects for tens of thousands of people nationwide. Intensive and
comparatively expensive therapies like MST and FFT aren’t designed for low-risk youth, and
governmental counterparties won't pay investment premiums for services families don’t need. “In
practical terms, juvenile justice systems will generally get more delinquency reduction benefits from their
intervention dollars by focusing their most effective and costly interventions on higher risk juveniles and
providing less intensive and costly interventions to the lower risk cases.”?!” For SIBs, the deepest end of
need is where the greatest savings are. Scale Finance math doesn’t work without very large cost
differentials between prevention and remediation, which “easy cases” simply don’t have.

If the SIB succeeds, investors would commit $65.6 million over five years and receive back $88.2 million
in Year 6. The internal rate of return (IRR) for investors would be a healthy 10% per annum. This would
be more than the “financial return of about 7%” that Sir Ronald Cohen believes social investment needs to
become “the new venture capital,”?'8 but the scope of the undertaking and corresponding risk are greater
than the transactions he had in mind. This would be a reasonable reward for raising and managing all of
the capital needed to expand proven social programs at their maximum feasible growth rates, and it
would be sufficient to attract subsequent rounds of funding to finish the job.

One of the most important features of Scale Finance is that it fairly compensates the intermediary for
organizing large, successful transactions, which is what they should be incentivized to do. Standard SIBs
are too small with insufficient margins to cover the intermediary’s true costs; indeed, most SIBs require
charitable subsidies and pro bono services to make the math work. (For example, Salt Lake County
recently stated “philanthropic funds will be used to cover Project Costs—if possible.” The County
estimates those costs will be $2 million for two PFS projects with a combined total cost of $11.5 million.219)
Raising and managing this kind of money requires a dedicated intermediary whose own funding doesn’t
depend on grants and consulting contracts for non-transactional work, as standard SIBs do today.

The usual terms for private equity firms raising similar sums are 2% of the capital raised as an up-front
management fee and 20% of the gross returns as “carried interest,” a kind of success fee. By comparison,
the Scale Finance pro forma model raises the up-front percentage to 5% annually to sustain the
intermediary organization and a 3% annual success fee on gross savings. The management fee translates
to $625,000 per year (whether or not the SIB is successful) or $3.125 million over the life of the SIB. If the
SIB succeeds, the intermediary success fee would be $1.1 million per year, or $5.5 million over five years.
This would be reasonable compensation for raising $65 million, preventing 2,500 placements, and saving
the state more than $90 million.

Figure 24 shows why this is a better way to allocate $500 million over five years. Of that amount, 10%
would be used to expand MST and FFT to all 5,000 families; 50% would now go to residual placements;
13% would repay investor principal; 9% would cover SIB overhead, fees and financial returns; and 18%
would be returned to the state. And 2,500 youth and their families would be spared custodial
confinement, without financial risk to the state.
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Figure 24. A Better Way to Allocate $500 Million Over Five Years

$500,000,000 -
NET SAVINGS o
$450,000,000 TO STATE ~18%
$90,632,813
$400,000,000 OVERHEAD, FEES
9% & RETURNS
$43,742,187
$350,000,000 INVESTOR o
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$65,625,000
$300,000,000 .
PLACEMENTS
$250,000,000 e
$200,000,000
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$250,000,000

$150,000,000
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$50,000,000
MST/FFT 0,
$50,000,000 10 /0
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All that being said, it is important to understand what a gigantic leap of faith such an investment would
require. In a SIB market that totals less than $200 million worldwide, and in which the average
transaction size in the U.S. is less than $10 million over nearly five years, we don’t know yet whether or
how commercial investors could amass $65 million for one deal. Even if one adventurous “anchor”
investor stepped forward to get the ball rolling, there’s no standing roster of “commercial co-investors
that provide market validation ... [whose] presence signals a market expectation of commercial
returns.”?20. Whatever type and number of mainstream investors would be needed to achieve critical
mass, each of them would have to be willing to cross the chasm into unexplored territory.

5.7 Euthanizing White Elephants

SIBs aren’t magic. The money to repay investors has to come from somewhere, namely by capturing the
savings from avoided expenditures on problems that don’t occur. But government won’t have any
savings to capture unless it is prepared to substantially curtail the programs and facilities it currently
funds (such as group home contracts and juvenile detention centers) that early interventions would make
superfluous. Cutting expensive programs that don’t work are not unintended consequences.

Reality is more complicated, of course, in part because shifting governmental spending priorities entails
difficult political decisions. The $5.7 billion states and counties currently spend on juvenile placement
every year constitutes revenue to the placement industry,??! and closing detention facilities arouses
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protests in communities that lose those jobs.222 No one should be surprised that the loudest critics of SIBs
are public sector unions?? and human services providers?? with longstanding interests in the status
quo.2%5

However, it can be done. From 1992 to 2012, Connecticut reduced residential commitments nearly 70%
and closed one of its three state-operated detention centers, while it increased spending on evidence-
based, family-focused adolescent treatment programs.??® However, this 20-year journey shows how
difficult it is for states to undertake such a thoroughgoing transformation. In Connecticut’s case, it took a
civil rights law suit; two consent decrees; a former governor’s resignation and imprisonment for rigging
the contracting process; comprehensive reform legislation that reorganized the judiciary and increased
funding for community-based programs; cancellation of $7.5 million in contracts for ineffective programs
over 18 months; and a prolonged series of scandals widely covered by the media.

Georgia offers an example of a state that is making progress but can’t quite make the difficult political
changes required. The Pew Center on the States reported that, “following a criminal justice overhaul in
2012, Georgia enacted ... wide-ranging reforms to its juvenile justice system [that] will save an estimated
$85 million over five years and reduce recidivism by focusing out-of-home facilities on serious offenders
and investing in evidence-based programs.”??” Sure enough, since 2013, the number of youth in secure
confinement has dropped by 17% and youth awaiting placement has decreased by 51%. Yet the costs of
long-term and short-term lock-up have increased and still make up more than 60% of the state Department
of Juvenile Justice’s budget:

From fiscal year 2014 to the fiscal year 2017 proposal, funding for community services
grew 17 percent, from $82 million to $95 million in a budget of $334 million. Meanwhile,
funding for secure commitment grew 11 percent, from $85 million to $95 million and
secure detention grew 12 percent from $107 million to $120 million.228

From a fiscal perspective, this is the worst of both worlds. The state increased funding for CEBPs, which,
as expected, dramatically decreased out-of-home placements, but somehow the detention budget keeps
rising. Until the other shoe drops, the projected savings of $85 million will remain out of reach.

By contrast, Virginia recently announced plans to “give DJJ the opportunity to hold on to its savings from
the closure of Beaumont Juvenile Correctional Center.” The savings will be used to expand “community-
based services, particularly those that are evidence-based, [which] are often more effective and less costly
than an out-of-home placement or commitment to a juvenile correctional center.”22?

These case studies document a mixed record of success and failure, and progress and delays when it
comes to juvenile justice reform efforts. What would it take for other people’s money to accelerate and
amplify these government-led initiatives?

6. DEVELOPING SCALE FINANCE SIBS

In many respects, Scale Finance reverse-engineers the standard SIB model. With standard SIBs, public
officials identify stubborn social problems and then ask whether there are innovative solutions that
private investors could fund. Philanthropic investors and community development funders, the
innovators and early adopters who always respond to such visionary calls, have patiently endured
arduous transactions to pursue incremental expansions of promising prevention programs. They’re
making real progress, but a pathway to systemic transformation is not apparent.

By contrast, Scale Finance would challenge mainstream investors to fund proven but long-neglected
solutions at their maximum feasible growth rates. The case is made here that commercial and
institutional investors should explore these opportunities on their financial merits, with no altruistic
trade-offs. “Institutional asset owners who consider ETI investments typically ensure that these
opportunities match benchmarks on a risk-adjusted financial basis and are acceptable exclusively on their
merits as financial investments, apart from any collateral benefits.”230

But these asset owners and managers haven’t been involved in SIBs at all, and both the problems targeted
and the proffered “evidence-based” solutions are entirely foreign to them. It shouldn’t be surprising,
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then, that Scale Finance would require quite different procedures for developing transactions than
standard SIBs follow.

6.1 “Reverse Procurement”

At ground level, the developers of standard SIBs are taking on the formidable task of helping both the
public and social sectors become more performance-based:

Cities have a difficult time seeing the connection between spending on social services and
progress in addressing major social problems. In areas like homelessness, cities find that
they are spending more and more on services, yet the problem keeps getting larger.
Often there is little coordination between different funders focused on a given problem to
make sure that the overall funds are efficiently allocated and that needy individuals
don’t fall through the cracks. Cities often fail to track results of the services using
meaningful metrics. At best, cities monitor processes, such as how many beds were
occupied at a homeless shelter. It is rare for cities to track outcomes, such as how many
individuals were placed in stable housing. As a result, cities are unable to manage their
social service contracts to improve outcomes.23!

The champions of evidence-based policymaking know full well that the established order is impervious
to surficial changes. So, in 2011, the Pew Charitable Trusts and the John T. and Catherine D. MacArthur
Foundation launched the “Results First Initiative,” which “works with states to implement an innovative
benefit-cost analysis approach that helps them invest in policies and programs that are proved to work.”
Since that time, they've implemented a three-part approach in 21 states and four California counties to
“use data to inform the critical budget decisions they make each year: 1. Create a comprehensive
inventory of funded programs and assess the evidence of each intervention’s effectiveness. 2. Require
agencies to justify requests for new funding with rigorous research on program effectiveness. 3. Embed
evidence requirements into agency contracts and grants to ensure that research guides program
activities.”232

In the SIB realm, the Government Performance Lab at Harvard’s Kennedy School of Government assigns
full-time “fellows” to provide pro bono technical assistance to twenty state and local governments to
explore SIBs in areas including early education, criminal justice, behavioral health, and child welfare.23
Its support model targets three governmental barriers that impede social progress: “lack of performance
assessment, under-investment in prevention, and inability to collaborate effectively with service
providers around improving systems.” Old soldiers like the Urban Institute and new recruits like the
Sorenson Impact Center at the University of Utah’s David Eccles School of Business have mounted
similar efforts.

In parallel, human-services providers often struggle with the many ways in which governmental funding
and other “external factors make growth challenging,” including lack of political will, frequent leadership
changes, a dearth of champions, bias toward congregate care, and disinterest in outcomes data.2%* A
cottage industry is responding to their needs for technical assistance in working more effectively with
government. Intermediaries like Third Sector Capital Partners have arrived whose “mission is to
accelerate America’s transition to a performance-driven social sector,”??®joined by the likes of Social
Finance, Inc., the Nonprofit Finance Fund, and the Corporation for Supportive Housing.

Still, government and nonprofit organizational incapacities complicate the formation of standard SIB
projects. The U.S. has generally followed the U.K.’s lead in adopting a SIB development process by
which a government “commissioner” initiates and manages the formation and implementation of the
transaction. But as the number of SIB pilots has grown, there has been increasing frustration in both
countries with the administrative burden and time-consuming nature of government procurements. For
example, issuing and responding to requests for proposals (RFPs) and negotiating government contracts
have taken about two years on average,?*¢ leading many to ask whether the game is worth the candle.
“Pay for Success projects require an incredible depth and breadth of expertise and a serious investment of
organizational time and resources during the project construction phase.”27 With credible reports
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describing “how current contracting and procurement processes threaten the survival of small
charities,”238 SIBs exacerbate a formalistic acquisition processes that was already far too cumbersome.

A frank post mortem of an unsuccessful PFS procurement provides a trenchant example. An experienced
human services provider, the Hillside Children’s Center, working with a leading PFS intermediary, Third
Sector Capital Partners, with financial support from a respected CDFI, the Nonprofit Finance Fund,
joined with New York State to develop a SIB “as a community-based alternative for youth in the juvenile
justice system.” The Intensive Community Asset Program (ICAP) bore some similarities to MST:

The ICAP model sought to use collaborative partnerships and wraparound care
management to engage and stabilize youth and their families by meeting immediate
needs; fostering connections with “placed-based,” or accessible and neighborhood-based,
community assets and natural supports; and developing and strengthening tools for
coping with challenges.

However, “after three years of exploration, planning, and significant steps towards project execution,
Hillside learned that the State decided not to move forward on contracting for its proposed Pay for
Success project.”?** Due to a lack of “uniform eligibility criteria” for high-risk youth, Hillside wasn’t able
to accumulate a sample size large enough for an RCT evaluation. In addition, a “rapidly changing policy
landscape made it difficult to predict judicial behavior, complicating the referral process ..” Hillside,
Third Sector and the Urban Institute tried to rescue the project by incorporating an outcomes rate card,?*
but “this new innovation in the field diverged too radically from New York State’s original
understanding of the confines of Pay for Success in the 2013 RFP, posing procurement challenges.”

Moreover, investors find themselves assuming the more passive role of assessing opportunities that
governmental and nonprofit organizations have already designed without their input. Like a game of
telephone, the message becomes more garbled as it travels from government agencies that write RFPs to
social service providers that respond to those solicitations and negotiate contracts, before it finally arrives
at investors” doors as a fait accompli.

Further, “investors do not have decision-making power in PFS governance structures.”?! At best, they
may be “allowed access to meetings of the operations or executive committees as non-voting members
and typically have project termination rights that are defined in the PFS contract.” Little wonder, then,
that mainstream investors have taken a pass, especially when their timely advice from 2012 was never
embraced:

The Payment by Results model supported by external investment aims to transfer some
risk associated with an innovative programme from the commissioner to the investor for
an appropriate price. The investor provides the upfront capital required to deliver the
services and bears the risk that the outcomes will be achieved. This risk is transferred at
a price that takes into account the commissioner’s prospects of future savings with the
investor’s cost of capital and opportunity cost of alternative investment. When the
commissioner seeks to transfer greater risk, social investors will want to balance the
possibility of losing a substantial proportion of their capital with the possibility of a
greater return (that could be reinvested in future social projects).

To ensure investor and commissioner appetite for risk transfer will “overlap”, investors
should be involved as early as possible in the PBR procurement process — certainly at the
conceptual or design stage. Involvement of delivery organisations is not the same thing
as involving investors.?4?

It should be noted that using procurement rules for SIBs is not a legal requirement. Federal and state
procurement laws apply only when government agencies “purchase goods and services,” not whenever
government spends money.?*3 SIBs don’t involve such purchases for the simple reason that governments
“pay for success,” i.e., outcomes, rather than the services that produce them. SIBs aim to expand
innovative social programs without financial risk to government, objectives that rigid procurement rules,
highly structured RFPs and boilerplate government contracts don’t advance.
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Many of the critical skills and capacities needed to develop large and enduring SIBs are not among the
public sector’s strong suits. SIBs must (1) attract sustained private investment to (2) expand effective
early interventions in order to (3) prevent serious social problems and (4) reduce the downstream
demand for costly and ineffective governmental facilities and services; (5) repayments to investors
depend on the achievement of future governmental savings and other beneficial results (6) specified in
outcomes-based contracts. No link in that chain is an inherently governmental function, nor do they
invoke traditional public sector expertise or capacities. As others have noted, “governments find it
challenging to sustain focus on difficult social problems over multiple years”?** and “government is not
accustomed to contracting for social services in a multi-year or contingent way.” 45

A recent analysis by New Zealand’s Treasury and Ministry of Health (MoH) of two unsuccessful SIB
pilots illustrates the point. Back in September 2013, KPMG presented the two ministries with a feasibility
study and business case which requested approval for a SIB pilot project based on “the shortlisted
outcomes areas/populations deemed suitable for a pilot.” Instead, the Cabinet directed MoH to
“undertake a ‘market-led” programme, which would seek participants” ideas in relation to the outcomes
sought and the populations targeted for intervention.” There followed a more than two-year
procurement ordeal that the review summarized as “market sounding/building — ROI — shortlist —
RFP — interactive process for proposal development — shortlist = negotiation.” It did not end well:

Ministers approved the fast-tracking of the first potential pilot in May 2015. Following
this approval, a “joint development” phase was commenced, which included
development (and negotiation) of the commercial parameters of the deal, ie. risk
allocation, performance standards, payment mechanism structure, etc. This phase
continued through to May 2016, at which point in time the parties behind this pilot
withdrew from the pilot programme.

In other words, the government rejected KPMG’s recommendations to develop a pilot project for
interventions that had been found feasible for SIB funding and instead conducted an open-ended
procurement process the review described as a “’bring us your ideas” approach.” Investment parameters
were not developed until after the two-year commissioning was completed, by which time the outside
parties threw up their hands and walked away.

Upon reflection, the review found it was a mistake that the project “team does not have, nor purports to
have, any experience in undertaking commercial transactions. The difference between running a regular
government procurement process and undertaking a commercial transaction (especially in a new market)
is significant.” Inasmuch as investors “ultimately make or break the deal,” project success should be
determined by “having a ‘banked” contract ready for implementation ...” In hindsight, “investors should
have been better included in all parts of the procurement process in order to understand what potential
issues/concerns they might have about things like risk allocation and financial return.”

New Zealand’s post-mortem lends support to several observations made here. These include the lack of
internal governmental expertise in developing commercial transactions; the unsuitability of standard
procurement procedures for developing SIBs; the need for early and continuing investor involvement in
designing SIB transactions; and, above all, the centrality of financeable transactions (“banked contracts”)
to the entire undertaking.

If the objective is to scale proven solutions commensurate with unmet population needs, traditional
procurement mechanisms are unlikely to serve. The obtuse and prescriptive details contained in SIB
RFPs and the one-sided contracts that government payers offer are not conducive to developing balanced
risk-sharing and flexible governance arrangements that would be needed to attract sizeable investments
under outcomes-based contracts. To overcome inefficiencies of government procurement and
contracting, Scale Finance draws upon the respective strengths of each of the parties:

* CEBP model owners and social innovators and entrepreneurs know how to deliver high-quality
services and plan out the resources needed for expansion. Even though their overall market
penetration has been modest relative to the need, they have nonetheless managed far greater
long-term growth than most programs.
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*  Mainstream investors know how to finance expansion, manage risk and benchmark competitive
returns. As the head of the Chan Zuckerburg Education Initiative recently put it, “business
knows how to take things to scale. That’s what they do and how their incentives work. There are
lots of things that we need to figure out in the nonprofit and the public sector about how to do
that.”246

* Government has responsibility for and expertise in protecting vulnerable populations, managing
the use of taxpayer funds and overseeing compliance with laws of general applicability. Only
they can make the choice between maintaining the status quo and converting their systems to
prevention-based solutions.

Social entrepreneurs and mainstream investors might well be better equipped, at least in the first
instance, to formulate and manage plans to structure long-term financing to scale proven social
innovations. Under the Scale Finance model, they would take the initial lead on developing
comprehensive proposals for SIBs they’d be willing to fund and execute. Once they commit to a plan for
maximum feasible growth whose savings substantially exceed the up-front costs, they would then invite
states to compete for the investment opportunity. It would then fall to government to carefully scrutinize
the plan, and negotiate any changes needed to protect the public and insure private investors don’t reap
unreasonable rewards. If investors overreach, states won’t bite. If, however, investors develop
commercially-reasonable, market-based solutions to intractable social problems at meaningful scale,
government might see opportunities they couldn’t develop on their own.

As things stand today, social innovators and investors are only allowed to respond to detailed RFPs that
government issues, which greatly diminishes room for creative or ambitious thinking. “Often when
states release requests for proposals, the deadline to respond is such that no more than a month and a half
of dedicated work time is available.”24” But the inarguable fact that government partners must ensure
that SIBs satisfy public and not just private interests does not mean that government must “drive the bus”
or otherwise initiate all SIB transactions. Instead, government’s primary and indispensible role would be
to act as a responsible counterparty that agrees to pay for outcomes achieved at reduced cost, while
protecting vulnerable populations and taxpayer funds.

Inviting private parties to submit Scale Finance proposals for government’s consideration would not
subordinate the public interest to private self-interest; rather, it would allow government to benefit from
private and social sector ingenuity and market discipline. If the parties can’t negotiate mutually-
agreeable arrangements, then deals won’t happen. But if government always takes the lead, it is far less
likely that advanced transactions would even be developed in the first place:

Perhaps what distinguishes this [economic development] effort at the state level is most
of all the high degree of pragmatism. Operating out of necessity, innovation policies at
the state level often involve taking advantage of existing resources and recombining
them in new ways, forging innovative partnerships among universities, industry and
government organizations, growing the skill base, and investing in the infrastructure to
develop new technologies and new industries. Many of these initiatives are being
guided by leaders from the private sector and universities.?48

This new approach wouldn’t reflect antipathy toward the public sector, but an honest recognition that
scaling prevention programs and monetizing future savings are not governmental fortés. Scale Finance
would cultivate “ETIs [that] target financial return to the fund as well as economic growth or some other
ancillary benefit in areas related to beneficiaries. They have traditionally targeted investment in
underserved regions or communities, often on the argument that there are ‘emerging domestic markets’
where investment opportunities can be linked to social benefits.” 24

So “reverse procurement” for large Scale Finance investments would mirror the way that governments
have long competed for economic development projects that promise new jobs and tax revenues.
Companies make plans to build large facilities that are expected to move the needle on local and even
regional employment. Governments evaluate the plans and offer tax and other incentives commensurate
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with expected economic benefits. The parties then negotiate mutually-advantageous contracts that
balance public and private ends, without regard to inapposite public contracting and procurement rules.

6.2 Public Finance for “Social Infrastructure”

As stated earlier, SIBs and PFS investments have been designed to incrementally expand the availability
of innovative social services that government does not provide directly. By contrast, Scale Finance is
designed to expand certified EBPs to an extent that effectively meets the entire unmet need. It is argued
that the latter can be accomplished if and only if the SIB model can be extended to attract mainstream
capital in amounts large enough to fill the service gap permanently, effectively solving problems such as
juvenile mass incarceration and first-time mothers without appropriate pre- and post-natal nursing care.

Trying to eradicate rather than mitigate a pervasive and disabling social problem requires not just more
spending on tools already in place, but also the acquisition of new and different tools that the status quo
does not require. Expanding CEBPs commensurate with unmet needs would require construction of
capacious and durable “social infrastructure” above and beyond increasing the number of program teams
and sites. Using evidence-based home-visiting programs as an example, Figure 25 illustrates the
connections among (1) scaling CEBPs, (2) investing in essential infrastructure and (3) practicing high-
fidelity implementation.

Figure 25. Theory of Change for Evidence-Based Home-Visiting (EBHV) Initiative”™’

O) @ ® @

/

EBHV Infrastructure-
Building Outputs
And Outcomes

EBHV Infrastructure-
Building Strategies
And Activities

EBHV Initiative

*
EBHV Inputs Goals

............................

¢ Multiple levels
¢ Multiple Sectors

* Boundaries, Relationship
and Perspectives

Implementation
Infrastructure

—
(ﬁ (ﬁ
National Model Sustaining Family and Child
Developers Infrastructure Outcomes
-— ~—

..............

|

External Environment

57

) —— ——
Collaborative Foundation Implementation of
Subcontractors Infrastructure- Infrastructure EI?.'HV I.VIO(feI
Building Activities with Fidelity
—— -~ J
at All Levels
— Scale-Up
- .
Partners Local Leve! Sustainability
Implementation



SCALE FINANCE: INDUSTRIAL-STRENGTH SOCIAL IMPACT BONDS FOR MAINSTREAM INVESTORS

The three left-most columns exemplify the kind of well-managed national footprint that NFP has
developed over decades. The first column, “EBHV Inputs,” portrays three basic components needed to
deliver a CEBP across diverse geographies: subcontractors; partners at multiple levels and sectors; and
national model developers.

The second column, “EBHV Infrastructure-Building Strategies and Activities,” comprises the routine but
essential work necessary to build out those three components. The extended team must collaborate on
infrastructure-building activities at the same time that implementation is carried out at the local level. An
example is NFP’s National Service Office (NSO) work with the 170 local “Implementing Agencies” in 32
states.51

The third column, “EBHV Infrastructure-Building Outputs and Outcomes,” shows the enduring
accomplishments of all this hard work: foundation, implementation and sustaining infrastructure. In
NFP’s case, examples include an impressive collection of NSO guidance documents for business
development, nursing practice, program quality support, marketing and communications, and public
policy government affairs.252 These are wheels that no state or implementing agency has to reinvent.

This colossal effort, which has taken NFP some 30 years, is what has enabled the preeminent home-
visiting program to become the “3% solution” discussed earlier. MST/FFT has followed an equally
arduous course to roughly similar effect.

What both have been unable to do (albeit not for lack of trying) is to pursue the systemic “EBHV
Initiative Goals” in the fourth column. Although NFP has certainly practiced “Implementation of EBHV
Model with Fidelity,” those efforts have not led to “Scale-Up” or “Sustainability” shown in the green box.
Both NFP and MST/FFT continue to serve more eligible participants, but the number of unserved
eligibles has essentially not budged. Despite heroic and sustained fundraising, advocacy and outreach
campaigns, more than 90%, perhaps even 95%, of those eligible for CEPBs can’t obtain them.

The kind of programmatic infrastructure that standard SIBs fund (columns 2 and 3 in Figure 25) is
designed to ameliorate the “nonprofit starvation cycle” (Figure 26): “This phenomenon occurs when an
organization reduces (in reality or through creative accounting) the amount of money spent on overhead
expenditures in order to gain a competitive edge in donor markets; over time, however, the constant
erosion of infrastructure starves the organization of productive capacity.”?%3 Such heedless reductions in
overhead undermine organizational effectiveness: “[t]he inability of nonprofits to invest in more efficient
management systems, higher skilled managers, training, and program development over time means that
as promising programs grow, they are going to be hollowed out, resulting in burned out staff, under-
maintained buildings, out of date services, and many other symptoms of inadequately funded overhead.”

Figure 26. Nonprofit Starvation Cycle254
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Standard SIBs could become a powerful counterforce to such self-defeating cost-cutting for the simple
reason that nonprofits struggling to survive on starvation diets don’t make good SIB candidates. Feasible
SIB transactions must raise sufficient investment to cover the cost of essential overhead needed to achieve
the contracted outcomes. In this way, outcomes-based funding might foster more robust provider
organizations, and the proliferation of standard SIBs could help secure the productive capacity of the
social sector more broadly.

But simply building stronger nonprofit organizations won’t begin to satisfy the unmet demand, as the
low market penetrations of NFP and MST/FFT demonstrate. Social investors alone can’t provide
sufficient funding for the systemic infrastructure needed to achieve scale as depicted in Figure 25, column
4.

When it comes to physical infrastructure, government has two principal financing options: borrowing the
money directly by incurring public debt (issuing state or municipal bonds), and pledging future cash
flows generated by the new assets (project finance). Traditionally, public finance distinguishes between
long- and short-term expenditures when it comes to direct borrowing;:

There are sound reasons that states and localities borrow to pay for infrastructure, rather
than use annual tax collections and other revenues. Public buildings, roads, and bridges
are used for decades but entail large upfront costs; borrowing enables the state to spread
out those costs. As a result, taxpayers who will use the infrastructure in the future help
pay for it, which promotes intergenerational equity. Borrowing also makes
infrastructure projects more affordable by reducing the pressure on a state’s budget in
any given year.2%

In contrast to physical infrastructure, “states typically prohibit the use of bond proceeds to fund
operating expenses” based on the belief that ordinary goods and services should be paid from the annual
(or biannual) budget. Current expenditures are much smaller than the cost of massive infrastructure
projects, and it is considered fiscally irresponsible to amortize costs that don’t have long-term value once
they’re used to meet short-term needs.

However, the notion of building social infrastructure with the capacity to finally solve pervasive social
problems we already know how to fix challenges both assumptions. As shown above, the social safety
net constructed during the 1960s and 1970s has come undone for hundreds of thousands of
disadvantaged families, with no prospects for replenishment of domestic discretionary funding. The cost
of scaling CEBPs like MST/FFT and NFP alone would exceed $1 billion annually, and it would take at
least a decade to build a service delivery network that could substantially reduce the unmet demand for
those programs.

More important, creating the permanent capacity to serve every eligible beneficiary would not produce
ephemeral value that would only benefit current taxpayers. To the contrary, investing in such systems
would break some of the main drivers of intergenerational poverty and disadvantage, such as juvenile
mass incarceration and high-risk births to low-income, first-time mothers. Not only would future
government spending on juvenile and adult correction, emergency and chronic healthcare, and special
education be sustainably reduced, but improving the lifetime prospects of the individuals who
participate in these exceptional programs would expand local, state and national economic output.

In NFP’s case, hundreds of thousands of formerly poor and unhealthy children and their once
unprepared mothers would now be able to pursue educational attainment and economic self-sufficiency:

One of the Nurse-Family Partnership program’s three stated goals is economic self-
sufficiency for the family... Among the improvements in low-income, unmarried
mothers” economic self-sufficiency that have been observed in at least two of the three
randomized, controlled trials of the program are ... reduction in use of welfare and other
government assistance and greater employment for the mothers ...25
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Similarly, MST Services, Inc. supports more than 500 therapist teams worldwide, serving some 23,000
families. But that workforce reaches just 5% of the eligible population, and Scale Finance could fund a 5-
10x expansion that might yield the same kinds of job growth and economic independence. Dismantling
the school-to-prison pipeline would have profound effects on low-income families and communities for
generations to come. Since future taxpayers would benefit directly from having such a comprehensive
system in place, they should contribute to its long-term financing.

Project financing offers an intriguing analogy for Scale Finance. Project finance refers to “the raising of
finance on a Limited Recourse basis, for the purposes of developing a large capital-intensive
infrastructure project, where the borrower is a special purpose vehicle and repayment of the financing by
the borrower will be dependent on the internally generated cashflows of the project.”%7 SIBs also involve
contingent finance in which the investors” recourse is usually limited to the assets of an SPV, but they
differ from project finance in two key respects. First, like government borrowing, project finance has
been used to pay for physical infrastructure but not for current services. Second, investor payments come
from fees and other positive revenues charged for the future use and enjoyment of the project assets, not
future savings.

Unlike standard SIBs, Scale Finance could evolve into a new form of project finance that would be more
familiar to mainstream investors. As already shown, the enduring cost of building full capacity for
CEBPs like MST/FFT and NFP would be comparable to many infrastructure projects. Further,
interventions with the strongest level of evidence and positive benefit-cost multiples that are well
documented offer quantifiable and predictable savings that could be rigorously modeled and diligently
scrutinized. Large SIBs to replicate state-wide programs like Florida Redirection could be structured to
capture those reliable savings as cashflow equivalents to governmental counterparties.

The space between the first three columns in Figure 25 and the fourth column is the same “chasm”
between early and mainstream markets discussed above. Private capital markets, if fully engaged, might
be able to develop financeable transactions as ambitious as the Scale Finance pro forma. But their
ingenuity, resources and courage will not be fully engaged by the inefficient and cumbersome processes
that standard SIBs have had to endure. If, instead, hands-on mainstream investors applied their unique
expertise to assess opportunities to invest in social infrastructure, both MST/FFT and NFP offer the kinds
of regional economic benefits for which procedures like reverse procurement have traditionally been
used.

For example, scaling CEBPs would require labor forces that are far larger and more robust than fragile
human services systems typically develop. To reach 3% of the eligible population, Nurse-Family
Partnership deploys more than 1,800 nurses nationwide to serve nearly 33,000 first-time mothers.28
Reaching half of the eligible population would take more than 25,000 nurses, as well as the management,
facilities and technical capabilities needed to recruit, train, supervise, and support them. That’s a lot of
new, high-paying jobs, but NFP lacks the human resources capacity to rise to the occasion.

Durable social infrastructure will require massive and sustained investments in business planning and
budgeting, human capital development, enterprise accounting, technology, and organizational and
operations management that share many characteristics with bricks-and-mortar investment. Mainstream
investors could take it upon themselves to extend the traditional boundaries of government borrowing
and project financing in order to fully scale CEBPs, but “the financial return must be proportionate to the
outcome improvement.”2

6.3 Measuring “Post-Counterfactual” Outcomes and Savings

One reason SIBs are so complex is that they require rigorous outcomes measurement, which can be both a
blessing and a curse. The premise is that investors shouldn’t get paid unless they’re responsible for the
results, and the results can’t be attributed to the funded program unless other possible factors can be
ruled out. So most SIBs employ control or comparison groups—randomized or historically matched
samples of participants who don’t receive the intervention —as “counterfactuals” to estimate what would
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have happened without the program. These sophisticated statistical methods can isolate program
impacts, but they impose artificial conditions that are cumbersome and expensive to administer.

Such rigorous evaluations are considered necessary to the integrity of outcomes-based finance. But the
added expense and complexity they impose are not trivial, and they’re one of several factors that prolong
and complicate SIB procurement and contracting, and constrain the size of SIB transactions. For now, the
market accepts them as a necessary burden, albeit for a reason that’s rarely acknowledged:
counterfactuals are needed because the interventions don’t already have strong evidence of effectiveness
or cost-benefit. When program outcomes and savings are uncertain, government has been unwilling to
pay unless the SIB is structured to prove that the observed results are attributable to the services that
investors funded.

But CEBPs have already completed numerous RCTs and QEDs during their trial phases years or even
decades earlier, and the individual outcomes evaluations of such programs as MST/FFT and NFP have
been confirmed by “meta-analyses,” studies of studies to establish consistency across spans of time and
diverse places. Thus, the economic and operational burdens of traditional outcomes evaluations are
unnecessary in the case of Scale Finance SIBs for the simple reason that the impacts and savings
attributable to CEBPs have already been well established by the strongest levels of evidence.

Scale Finance would be no less outcomes-based than standard SIBs, however, and they would still require
rigorous measurement. But rather than focusing on questions that have already been answered many
times over —whether and how the interventions work, what results they achieve, how they must be
implemented, and how much they save — verification of outcomes and savings, together with any success
payments due investors, could be made by simply auditing service levels and implementation fidelity.
Independent auditors could assess whether the same interventions were implemented in the same way as
the researched programs when they are expanded by factors of, say, three to five over 5-10 years. If so,
then the savings formulas derived from previous cost-benefit analyses could be applied to the larger
service volumes to determine investor payments. This approach would make “pricing” calculations
much simpler and payment “triggers” much less uncertain.

This is a fundamental distinction between traditional SIBs and Scale Finance. SIBs that fund promising
but unproven programs use counterfactuals because it is otherwise difficult to say with any confidence
whether they’ve met their outcomes and savings targets. By contrast, Scale Finance is trying to expand
specific “manualized” interventions that have already been proven to work. In the former case, SIBs have
to measure whether the program worked and saved money; in the latter, SIBs have to measure whether
program integrity was maintained as the number of participants increased significantly over long periods
of time.

Measuring for attribution (standard SIBs) and measuring for fidelity (Scale Finance) involve quite
different procedures. Attribution is a statistical exercise that uses counterfactuals to fashion an artificial
reality: what would have happened to the participants without the program? Scale Finance, on the other
hand, is a counting exercise: how many people received the same program that has already been studied?
This is no small feat, inasmuch as the quality of program implementation faces downward pressures as
case loads increase and quality-control budgets often don’t keep up. RCTs and QEDs can't tell us
anything about that.

Measuring fidelity is itself a highly complex undertaking. “Fidelity is the extent to which an intervention
is implemented as intended by its designers. It refers not only to whether or not all the intervention
components and activities were actually implemented, but also to whether they were implemented
properly.”260 [t embraces two components: (1) “structural aspects of the intervention that demonstrate
adherence to basic program elements such as reaching the target population, delivering the
recommended dosage, maintaining low caseloads, and hiring and retaining well-qualified staff” and (2)
“dynamic aspects of the participant-provider interaction.”261

By way of illustration, Figure 27 shows just the data-collection framework for replicating evidence-based
home-visiting programs with fidelity. Scale Finance audits would have to track compliance with all of
these elements. Similar requirements would apply to MST/FFT. Investors would be credited with the
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corresponding outcomes and savings if and only if independent auditors confirmed that the same CEBPs
that earlier research had validated were provided to the SIB participants.

Figure 27. Fidelity Data Element and Collection Schedule (Home Visiting)262
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Not only are counterfactuals superfluous for CEBPs, but evaluation techniques used to determine
attribution simply don’t work for scaling or systemic change. One reason is that a “controlled” trial
compares a well-defined treatment program to the absence of that program. If the program changes
significantly, the counterfactual becomes compromised. But the whole point of long-term, outcomes-
based projects is that we want them to make course corrections in response to actual performance data.

For example, the Peterborough SIB began with a program addressing five participant needs: housing,
family relationships, addiction, benefits, and health and well-being. By the second year, however, the
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services were adapted to also cover education, training and employment; immigration; children and
families; attitudes/thinking/behavior; finance/benefit/debt; legal advice; purposeful activity; and
information technology.263

Measurement regimes that depend on rigid counterfactuals can’t accommodate such drastic changes, but
Peterborough wouldn’t have succeeded without them. Large-scale SIBs cannot be shackled to “a rigid,
unadaptable supply chain which has little ability or incentive to innovate in order to generate social
outcomes more effectively.”264

Once pilot projects have conducted a sufficient number of evaluations using counterfactuals, they need to
move on to more flexible methods designed for scaling impact and enabling systemic change. CEBPs like
MST/FFT and NFP passed that threshold long ago, and Scale Finance could incorporate careful audit
procedures to maintain their integrity in the face of inevitable growth pressures. Such an approach for
measuring mature interventions has been espoused by two of the most respected exponents of rigorous
evaluation, the Bill and Melinda Gates Foundation and MDRC.

In 2010, the Gates Foundation published an overlooked but visionary paper entitled, “A Guide to
Actionable Measurement,” which explains why different kinds of assessment are appropriate for
different kinds of programs.26> In the case of “Model Development,” that is, “work to develop a product,
model, innovative service or program in a specific setting,” measurement must “evaluate for attribution:
the ability to credit the results achieved to a specific intervention or investment.” By contrast, for
“Delivery at Scale,” defined as “wide-scale distribution of proven products, models, services or programs
across defined populations,” actionable measurement doesn’t require counterfactuals, but only methods
that “track execution, reach, fidelity of implementation, and capture innovation”:

We use the term “scale” often to describe an aspiration to expand the target population
served by a pilot intervention to a larger geographic area or whole population. When
initiatives seek ... to deliver at scale, we measure to determine the degree to which
targeted populations are reached, whether the proven model was implemented, and to
document innovation and adaptation to context. It is not necessary to measure for attribution
when the efficacy or effectiveness of the intervention has already been demonstrated. Where a
causal relationship has already been established, outcomes can be considered proxies for
impact. (Emphasis added)

Once a program’s impacts have been conclusively established by repeatedly disproving the
counterfactual that it has no impact, they don’t need to be proven anew each time, provided it is really
the same program. An evaluation of an evidence-based program does not ask whether the program
worked or how well it worked, as those questions have been repeatedly asked and diligently answered.
Instead, it asks whether the proven program was actually delivered and to how many people.

The second category of post-counterfactual evaluation is “Systems Change,” which Gates defines as
“efforts to improve people’s lives by targeting public or private structures, mechanisms, or incentives of
organizations or networks in which they live.” Here, counterfactuals are simply infeasible, unreliable
and unaffordable. In their place, sound evaluation practice requires responsible parties to “measure
desired outcomes, track execution, and focus on short-term feedback”:

Our efforts to affect long-term change in complex dynamic systems involve the collective
action of many different players and a measurement approach that can capture the ways
we influence the system along the way. Because systems are varied across contexts and
in time, measurement should be used to enable flexible planning and ongoing learning.
Systematically tracking execution of progress toward outcomes in shorter time frames
can be especially helpful to inform adjustment and adaptation; whether in the policy
arena or on the ground in a community, country, or region. Usually measuring attribution
is not feasible or worthwhile since so many players contribute to change; making attribution
problematic, the expense is great, and the payoff is not particularly actionable. (Emphasis added)
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MDRC has also recognized that counterfactual evaluations are unnecessary for SIBs funding CEBPs.
“Only in those few cases in which the SIB is replicating an intervention that has been reliably
demonstrated to work at scale should SIB parties consider omitting an impact study. In such cases they
could perhaps replace it with a combination of outcome measures and an assessment of fidelity to the
model.”266

Dispensing with unnecessary counterfactuals would reduce the cost and complexity of Scale Finance
SIBs. Replacing an expensive RCT/QED black box with familiar auditing tools would also be more
conducive to attracting mainstream investment.

6.4 Appropriations Risk

Another major risk factor that confounds standard SIB deals is appropriations risk. Under both federal
and state constitutions, spending taxpayer money is always a two-step legislative process:
“authorization” — giving permission to incur the expenditure —and “appropriation” — directing the actual
release of funds from the treasury. Agencies need authorization to sign a contract that requires a future
payment, but it also needs a subsequent appropriation vote to make the payment when it becomes due.
A state cannot make payments under an otherwise valid contract without a separate and
contemporaneous vote of the legislature to appropriate the funds, usually by enacting an annual or
biannual budget.

Moreover, under the obscure but well-established legal doctrine of “sovereign immunity,” a party
otherwise entitled to payment under a valid government contract cannot sue the state for money that
hasn’t been appropriated.2e” But the oft-stated belief that “states can’t enact legislation that binds a future
legislature” is mistaken. A state can “waive” its sovereign immunity by enacting a law that pledges its
“full faith and credit” for the payment obligation, which effectively combines the authorization and
appropriation in one bill. In the case of SIBs, however, only Massachusetts has done so0.268

Without such a pledge, which no other state has even considered, investor payments under a long-term
SIB contract are subject to the complete discretion of future legislators, many of whom might not even
have held office when the contract was signed. They would have no obligation to even take up such a
bill, thereby negating the government’s responsibility to make success payments.

As a result, all government-led SIBs other than Massachusetts are completely unsecured investments,
making it unlikely they can ever grow big enough to make real headway against our most important
social problems. Institutional investors would violate their fiduciary duties if they committed large
amounts of capital to deals in which the counterparty had complete freedom to renege on the contract.
But full-faith-and-credit legislation that irrevocably commits future spending can be politically
radioactive, as virtually every state requires either a super-majority vote of the legislature or a voter-
approved ballot initiative for such a fiscal pledge.

Elected officials generally won't expose themselves to voter disapprobation for relatively small sums, so
full faith and credit legislation is generally a non-starter for standard SIBs of $20 million or less.
Moreover, defaulting on such a contract would have little or no effect on the credit rating of any states
with multi-billion budgets. But mainstream investors consider those deals much too small, and they can’t
make much larger investments without legal recourse in the event of governmental default. So only
“social investors” —foundations, high net worth individuals and CDFIs—are actively backing standard
SIBs today. Until large deals are developed that neutralize appropriations risk, commercial and
institutional investors are likely to remain on the sidelines.

Hence, government’s primary and indispensable role in Scale Finance SIBs would be to act as a responsible
counterparty. Mainstream investors would develop large transactions they consider viable, agree to
commit the capital for exponential growth of definitive EBPs, and invite prospective government partners
to consider their proposals for negotiation. But such an opportunity would require the government to
honor its financial obligations in a legally-enforceable way. Without such assurances, the big money
simply will not arrive.
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The current SIB development process that relies on public procurement and contracting can’t engineer
these kinds of investment opportunities. In a reverse-procurement arrangement, mainstream investors
would be incentivized to develop robust transactions that can move the needle on debilitating social
problems that deplete state budgets. Those kinds of investment propositions might be compelling
enough to convince states they must address appropriations risk. This is an acid test: if the public sector
won’t stand behind outcomes-based investments that can solve problems we already know how to fix,
mainstream investors won't offer them. If government commits to doing so, perhaps commercial and
institutional investors will put something quite new on the table.

While some argue that the public sector can avoid appropriations risk by setting aside funds annually to
prepare for future success payments, several problems arise. First, each reserve amount must itself be
appropriated, which simply multiplies the political risk by requiring more numerous enactments of
smaller amounts. Second, as shown above, state budgets don’t have the necessary slack to park enough
money for large enough SIBs. Third, nothing prevents the legislature from raiding the reserve fund later
on should the need arise. States would be better off making an enforceable bargain with investors:
pledge full faith and credit contingent upon the production of savings that exceed the required success
payments, for transactions that are large enough to really matter and sound enough to withstand public
scrutiny.

The Scale Finance model offers a new kind of virtuous cycle across the finance, social and public sectors.
By signaling mainstream investors that government is irrevocably committed to repaying them with
interest if, when and to the extent that they solve pervasive social problems, the parties could create an
environment in which the full creative energy and financial expertise of mainstream capital markets
could be applied to expanding proven prevention programs commensurate with unmet population
needs.

6.5 Implementation Fidelity

Just as the term “evidence-based” has been diluted by its misapplication to promising programs with
limited evaluation data, the important concept of “implementation fidelity” has suffered from the
widespread misconception that model adherence is somehow automatic. Critics ask, “Why would
government be willing to pay Wall Street banks and billionaire investors premiums ranging from 5 to
more than 20 percent for funding social programs that have already been proven to work ... [and are]
already guaranteed to reliably produce results”?2 The Government Accountability Office has expressed
similar views:

In practice, investors whose return on investment is contingent on positive results may
prefer projects that are based on rigorous evidence of success and may avoid innovative
approaches that have not been rigorously tested. If this potential flight to programs with
a strong evidence base turns out to become reality, it may not make sense for
governments to rely on PFS projects. Instead, they may consider funding these types of
programs directly, through traditional performance-based contracts that incorporate
features of PFS projects that reduce the government’s risk, such as independent
evaluation and governance rules that allow for strong management and oversight. By
undertaking a PFS project to implement a program that is known to be successful, a
government could be taking on extraneous costs for little or no benefit.270

As already discussed, the notion of sufficient government funding for evidence-based interventions is an
entirely sensible aspiration with little hope of fulfillment. “PFS proponents in general have argued that
such direct government funding of new prevention programs has been difficult to do in the current
budget environment.”2”1

But the notion that CEBPs are “guaranteed” and “known to be successful” is deeply misleading. Even if
the public sector could allocate much greater funding to such programs, implementing them with fidelity
at scale would still be a formidable challenge. Although the term “evidence-based” might seem to
suggest that programs like MST are self-executing — that is, just apply the recipe and the outcomes and
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savings will follow — the opposite is actually true. CEBPs work only when they’re implemented in strict
compliance with their proven models, and high-fidelity implementation at scale is always difficult even
under the best of circumstances. For example, rigorous evaluations have shown that recidivism rates
decrease when FFT is provided by qualified therapists, but they increase when it isn’t (Figure 28).272

Figure 28. FFT Success Depends on Provider Competence
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But government-funded social programs never operate under the best of circumstances, often because
agency contracts rarely cover the full cost of service-delivery infrastructure and essential overhead.?”
The problem is particularly acute in the case of nonprofits, of which nearly 70% have reported that
government contracts don’t cover the full cost of services.2’# With extremely rare exceptions like Florida
Redirection, the public sector has never scaled complex CEBPs with the high-fidelity implementation
required to maintain the outcomes achieved in small research projects. So even if government tried to
mount standard SIBs to expand MST and FFT, penny-wise pressures to minimize up-front spending
could prove pound-foolish if the savings failed to materialize on the back end.

Social interventions that successfully mitigate complex problems for many people under widely
divergent circumstances start with rigorous investigations of causal factors and proceed to careful
development of multi-dimensional responses over many years. A young Dr. Scott Henggeler first
developed MST in the mid-1970s after his eyes were opened when he visited at-risk teens in their homes:
“It took me 15 to 20 seconds to realize how incredibly stupid my brilliant treatment plans developed in an
office setting were.”275

Once effective models have been devised, detailed implementation procedures must be tested, refined
and documented, and associated hiring, training and case-management practices must be instituted to
control quality and assure that outcomes achieved under laboratory conditions can be reliably replicated
in the field. This is an uncertain process that has taken MST/FFT and NFP decades, and few prevention
and early-intervention programs have the funding or organizational capacity to complete this arduous
journey.

Like other CEBPs, MST is a complex clinical intervention that must be carefully implemented. As shown
in Figure 29, MST reduces out-of-home placements by improving how families with adolescents
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exhibiting chronic or serious antisocial behavior function. MST therapists teach at-risk youth and their
families techniques for various settings (with their peers, at school and in the community) which decrease
“risk” factors that lead to juvenile offending and increase “protective” factors that guard against it.276
Figure 30 shows just how demanding the detailed performance requirements are.

Figure 29. MST Logic Model®”’
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If and only if these exacting procedures are followed, lives change dramatically. In the short term, MST
participants are much more likely to remain in school, improve relations with peers and family
functioning, and have fewer behavior problems and substance abuse. In the long term, youth completing
MST experience reduced incarceration, recidivism and arrests, fewer days out-of-home, and sustained
decreases in behavior problems and substance use.278

Some 13 published MST implementation studies have proven the importance of treatment adherence.?7?
A 45-site study on the “transport” (i.e., replication at other sites) of MST involving almost 2,000 families,
and more than 450 therapists and 80 supervisors, concluded that, at 2.3 years after treatment, high
therapist and supervisor adherence can reduce the number of youth facing criminal charges by 36% and
53%, respectively.280
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Figure 30. MST Theory of Change

Targeted Risk & Protective
Factors

Risk factors, which increase the
likelihood of negative outcomes (e.g.,
drug use, delinquency, school dropout,
violent behavior, incarceration) are
targeted for a decrease. Protective
factors, which exert a positive
influence and buffer against negative
outcomes, are targeted for an

Distal Outcomes
Outcomes impacted by the program
from months to years following
program completion that have been
demonstrated through research.
Studies compared youth receiving
MST to “usual services” and
individual therapy. Significant
findings are highlighted below.

Proximal Outcomes
Outcomes impacted by the
program immediately following
program completion that have
been demonstrated through
research. Studies compared MST
to “usual services” and individual
therapy.

Interventions
Specific strategies and
techniques are selected and
tailored after careful
assessment of the “fit” of
factors driving the problem
behavior. Interventions are
closely monitored for
effectiveness and modified as
needed. Listed below are a

Program Components
MST is delivered over 3-5
months. An MST Therapist
meets with the caregiver, family,
and/or youth, as well as others
in the youth's ecology, as

frequently as needed to achieve
treatment goals. Services are
delivered in the home, school,

and community, at times
convenient for the family.

Family
Interventions
Goals: Improve family functioning;
empower caregivers to address
youth problems across ecologies

Intervene in

Peer Ecology
Goals: Decrease association with
negative peers; increase
association with prosocial peers
and involvement in prosocial
activities

Intervene in
School Ecology
Goals: Improve school behavior,
attendance, and performance

Intervene in
Community Ecology
Goal: Improve family connections

with informal supports,
community resources, & formal
systems; address community risk
factors

Individual
Interventions
Goals: Increase prosocial
attitudes & skills; reduce other
individually-based problems for
parents & youth

sample of possible strategies.

Structural and strategic
family therapy techniques

Behavioral parent training

Increase parent
supervision & monitoring
of youth’s whereabouts

Social skill building

Reinforce association with
prosocial peers; Sanctions
for association with
problem peers

Build collaborative home-
school relationship

Reinforce/sanction school-
related behaviors

Build social supports &
resources

Cognitive-behavioral
therapy techniques

Referral for psychiatric
evaluation

increase.

Risk Factors:

Peer

Association with antisocial peers
Peer rejection / poor peer
relationships

Family

Poor affective relations between
youth and family members
Harsh, inconsistent, or lax
discipline

Lack of supervision

Parent psychopathology

Low social support for family

School

Low family-school bonding
Academic problems

Behavior problems at school
School does not flex to student
needs

Community

Neighborhood transience
Availability of weapons and drugs
High community stress/ violence

Individual

Antisocial attitudes
Impulsivity
Negative affect

Protective Factors:
Association with prosocial peers

Engagement in prosocial activities

Positive relations with caregivers
Supportive family environment
Marital harmony

Natural support network
Commitment to schooling
Conventional attitudes
Problem-solving skills

Youth Remains In Home
and School
Decreased out-of-home
placement
Improved school attendance
Improved school performance

Improved Peer Relations
Decreased association with
deviant peers
Decreased aggression with
peers
Improved social competence

Improved Family

Functioning
Increased family cohesion and
adaptability
Increased supportiveness
Decreased conflict-hostility
Reduced parent psychiatric
symptoms

Fewer Behavior Problems

= Significant improvement in
both internalizing and
externalizing problems

Reduced Substance Use
* Decreased alcohol use

* Decreased marijuana use

» Decreased hard drug use

Reductions in Criminal
Recidivism, Arrests, &
Incarceration

Less self-reported criminal
activity at 1- and 2-year follow-
up

Arrested for less serious
offenses and less likely to be
arrested for violent crimes
Substantially fewer arrests at 1
to 14 years post-discharge
57% fewer days incarcerated at
14-year follow-up

43% fewer days on adult
probation at 14-year follow-up

Fewer Days Out-Of-Home

47 - 64% reduction in days
spent in out-of-home placement
for 6 to 12 months post-
discharge

Decreased Behavior
Problems

Fewer internalizing and
externalizing problems at 2-year
follow-up

Decreased Substance Use

Decreased alcohol and
marijuana use at 3-year follow-
up

75% fewer substance-related
arrests at 4-year follow-up

“Top-tier” CEBPs like MST and NFP (which has equally demanding and proven fidelity requirements)
require a level of executional exactitude that most nonprofits can’t afford and government generally
won’t fund. Figure 31 illustrates the quality assurance system (QA) that licensed MST providers must

follow, which comprise three layers:

* Four separate implementation manuals that govern clinical treatment, supervision, expert
consultation, and organizational support;

* Three separate adherence tracking measures that ensure MST staff at all levels—therapist,
supervisor and consultant — follow empirically-supported treatment protocols; and

* Two feedback loops that integrate data-based and qualitative feedback about MST
implementation at multiple levels.

This integrated quality assurance system is how MST optimizes the potential for positive clinical
outcomes in line with published research. Human-services agencies can’t become licensed to provide

MST unless they consistently follow this rubric to the letter.
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And this is how MST must be implemented for a single team comprising two to four therapists and one
clinical supervisor, all with Master’s degrees. Each team can serve no more than six families and must
provide —literally, not figuratively —24/7 coverage for three to five months.?? Those teams are like
molecules made up of certain essential atomic particles: the MST model, the training, the quality
assurance system, and so on. When the right elements are combined, the CEBP works and saves more
than it costs.

2

Figure 31. MST Quality Assurance System28
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But Florida Redirection was much more than just a large collection of certified molecules. The average
annual service capacity for each MST therapist is 15 families per year.283 On average, then, 66 teams were
needed to serve the 1,000 families enrolled in Florida Redirection annually, as would the 1,000 families
program modeled in the Scale Finance pro forma. (Florida now has just four MST teams.?84) That’s an
enormous number of teams, and for all of Redirection’s unprecedented growth, it still reached less than
half of the eligible families. Trying to convert a state-wide juvenile justice system from one that was
predominantly placement-based to one that was primarily treatment-based entailed a whole new set of
implementation challenges that create massive adoption risk (Figure 32).

That’s why Redirection’s implementation manager, Evidence-Based Associates, supplemented the core
CEPB with the supports shown in Figure 17: system, provider and population assessments; provider
readiness support; resource needs assessment; service-delivery strategies; provider subcontracting; data
collection and performance management; administrative oversight and reporting; structured
collaboration with referral agencies; and service delivery oversight. It is perfectly understandable why
such exacting programs have proven so difficult to scale despite their demonstrated effectiveness.
Florida Redirection was a singular effort that endured for nearly a decade, but it finally succumbed to
budget shortfalls, despite its documented savings.

As discussed above, fiscal retrenchment forces government agencies to dilute effective programs.
Although private investment might be expected to insulate SIBs from these pressures, reality is likely to
be harsher. Most standard SIBs fund programs that aren’t expected to save more than they cost, and
public sector payers are responsible for compensating investors if and when SIBs work. Supporters assert
that SIBs will produce other kinds of policy-relevant outcomes (e.g., increased child well-being and
educational success) that government should value even though they don’t pay for themselves. Even if
this is correct, responsible officials will try to capture those non-financial benefits at the lowest-possible
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cost. As a result, governmental counterparties understandably focus on up-front program costs and how
much they’ll have to pay when the time comes, rather than on how much government will save if
investors fund high-fidelity implementation.

Figure 32. Barriers to Successful Implementation at Scale”®
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This conundrum might help to explain a seemingly paradoxical feature of the South Carolina PFS project,
the only U.S. pilot designed to expand a certified EBP, Nurse-Family Partnership. The Medicaid waiver
that contributes $17 million in funding to the SIB requires “all participating providers ... to provide home
visit services in accordance with the NFP evidence-based service delivery model.”28¢ But the SIB contract
requires that NFP “establish and implement strategies to reduce the costs of the NFP Program by 25.0
percent by the end of the PFS Project.”?8”7 The contract defines the “NFP Program” as “the evidence-based
community health program known as the Nurse-Family Partnership.” Thus, the SIB requires that NFP
implement the program in complete fidelity with the certified model at 75% of the cost.

Further, although reliable cost-benefit analysis shows that NFP saves $1.61 for every $1 invested,?8 the
South Carolina SIB does not capture all of the attributable savings. The pilot project only counts savings
recovered during the 4-year contract term, even though NFP savings have been documented through the
child’s eighteenth birthday. It also credits investors with savings from just four outcome metrics (preterm
birth, healthy birth interval, child injury, and coverage of low-income ZIP codes), and excludes other
documented savings from reduced complications of pregnancy, infant deaths, youth criminal offenses
and substance abuse, and government benefits.28

It would be no mean feat for state health departments to design SIBs that account for very long-term
savings, as well as expenditures that have been avoided from the budgets of non-healthcare agencies, an
intra-governmental challenge referred to as “the wrong pockets problem.”??0 “It is much more difficult to
run an efficient and effective process when multiple agencies have various responsibilities within
individual outcome areas ...”?°! That’s why mainstream investors need to go first: they could develop
comprehensive financing proposals that wouldn’t be constrained by artificial budget silos.
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7. CONCLUSION: ADDING COMMERCIALLY-VIABLE SIBS TO THE MIX

The argument advanced in this paper rests on four premises:

*  First, there are pervasive and disabling social problems like the school-to-prison pipeline that
could be effectively eradicated by expanding a small number of certified EBPs commensurate
with unmet population needs.

*  Second, those CEBPs can’t achieve meaningful scale without sustainable funding that is orders of
magnitude beyond what is or could realistically become available from existing sources,
including direct government funding, philanthropy and standard SIBs.

*  Third, the necessary funding could be secured from mainstream capital markets under an
enhanced SIB model, Scale Finance, that would offer risk-adjusted, market-rate returns
contingent upon the achievement of auditable outcomes and savings that would exceed program
and financing costs.

*  Fourth, Scale Finance requires proactive development of comprehensive funding proposals by
hands-on commercial investors and model owners, and irrevocable payment obligations by
governmental counterparties.

The case presented here diverges from the view that “the future of PFS lies in aligning with impact-
seeking investors, not return-seeking investors.”292 At least in the case of CEBPs that meet the Scale
Finance criteria, the present paper respectfully disagrees with those who see “the emergence of
foundations ... as the potential major funding source for the PFS model,” and not private market capital.

The subordinate argument that future government savings can pay for SIBs is particularly unfashionable.
The Economist recently described SIB savings as “notional.”?%> A Center for American Progress brief
references “so-called cashable savings.”?** Two Harvard researchers claim that “governments sold on the
idea of SIBs as “paying for themselves” are realising this is only a half-truth.”2%> In fact, the linchpin might
simply be selecting the right CEBPs in the first place (Figure 33), and then developing market-based
transactions to expand them at their maximum feasible growth rates.

Figure 33. MST Cash Flows per Participa\nt296
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In addition to skepticism about whether SIBs can expand CEBPs, others question whether they should do
so. This notion of “big money” understandably disturbs many fair-minded people who believe (as does
the author) that funding social programs is the business of government, a basic tenet of the social contract
that members of civil society make with one another.

Regrettably, government won’t do so, largely because, given the nation’s sour fiscal prospects, it simply
can’t. Direct government funding for social programs has been eroding for decades, first steadily, and
now precipitously. There’s no historical evidence for the proposition that the public sector has had the
knowledge, capacity or inclination to scale any prevention or early intervention social program since the
1970s that is both evidence-based and cost-effective. Legislation as ambitious as the Affordable Care Act
rarely makes it through Congress, and even important accomplishments like MIECHV generally turn out
to be less than half-measures.

Significant expansions of appropriations for social programs are highly unlikely. For example, the new
head of the White House Office of Management and Budget has previously pledged support for “the
‘Cut, Cap, Balance’ plan,” which states that “a statutory spending cap, and Congressional passage of a
Balanced Budget Amendment to the Constitution is the minimum necessary precondition to raising the
debt limit.”297

The move toward evidenced-policymaking is clearly a positive development, but it is far from clear that it
represents the kind of paradigm shift needed to scale social innovation. Advocates for shifting public
funding from ineffective services to CEBPs face three dismaying hurdles. First, as the examples of
MIECHYV and unverified SIB interventions show, the line separating effective from ineffective programs
is often unclear and even debatable. Second, legacy programs won't relinquish long-established funding
without a fight, making it exceedingly difficult to reallocate funding. Third, all programs, good and bad,
face overwhelming fiscal pressures. At all levels, the public sector remains a domain “where spending
decisions are largely based on good intentions, inertia, hunches, partisan politics, and personal
relationships...”2%

Even traditional funders recognize the need for new paradigms. “While philanthropy has always relied
on other sectors to co-create and sustain social change, the fact remains that governments and traditional
philanthropy do not have sufficient funds to address the world’s most serious problems. Commercial
capital and the tremendous power of market forces will have to be part of the solution.”2® As the head of
the Edna McConnell Clark Foundation put it, “Without large, long-term investments of growth capital for
organizations with proven results, we’ll continue to salve but not solve our big social challenges.”3%0 One
investment banking and venture capital veteran believes that “the only way to address the scale of social
problems we confront is by encouraging mainstream capital into impact investing.”3"1 The Executive
Director of the U.S. Impact Investing Alliance recently said that “population growth, income inequality,
climate change and other social and environmental factors are shaping the world. The private sector has
a major role to play (and returns to make) in ameliorating these intractable challenges by investing in
ventures that are consistent with our values.”302

If so, the question then becomes how to engage the dynamism, acumen and assets of mainstream capital
markets. An honest appraisal of the capital needed for scaling CEBPs to meet unsatisfied demand —a
growth multiple of at least five to ten within a decade —shows that SIBs must generate the kind of large
and enduring deal flow that fund owners and managers expect both as a sound business proposition and
as part of their fiduciary obligations.

This is a categorically different kind of money than government, foundations and standard SIBs provide.
The head of the U.K.s Mulago Foundation recently divided social investment capital into “three buckets
of money”: “free money, real money, and maybe money.”3%® Grants are free money, investments that
expect financial returns are real money, and maybe money is something else altogether, as in “Maybe
we’ll get it back,” and “Maybe it will get this venture all the way to real money.”
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Maybe money comes from: a) smart investors who understand the risks and want to give
high-impact start-ups a chance, and b) less-smart investors who think they’re investing
real money. Some of the smart investors see maybe money as a kind of recyclable
philanthropy that they can re-invest in one high-impact idea after another. The kind of
people who consciously invest maybe money are obsessed with impact. They're not as
concerned about return; many would be happy if they just could preserve capital across a
portfolio.

Standard SIBs attract both “smart investors” and “less-smart investors” who seek to transform
philanthropy from an inherently dissipating pool to a re-investment vehicle powered by recycling. If
successful, outcomes-based finance could become a reliable way to steadily replenish R&D funding for
social innovation, and that may well be the important contribution that standard SIBs ultimately make. It
would not, however, turn maybe money into the real money needed to build and sustain a sturdy system
of effective prevention and early-intervention programs:

The hard truth is that no for-profit idea achieves big scale without real money. And
impact at a scale that really matters comes from industries —lots of similar businesses —
not one-off businesses. Nobody wants to invest real money into businesses that don’t
generate solid profits, and nobody wants to imitate them either. You can’t scale on
maybe money, and you can’t get to real money without real profit.30+

The once-bifurcated world of markets and philanthropy has become superannuated, but the wall
between fiduciary and concessionary investors remains firmly in place. When it comes to SIBs, there
hasn’t been any real money yet, and structural limitations of the standard model make it unlikely that
will change anytime soon. This isn’t a problem for promising programs that standard SIBs can expand
slowly and incrementally, but it deprives social enterprises offering definitive CEBPs of the only source of
capital that can move mountains.

Starting in the 1930s, America boldly pursued such ambitious projects as rural electrification, the
“Arsenal of Democracy,” the GI Bill, the Interstate Highway System, and the March of Dimes against
polio.305 Over the past three decades of governmental retrenchment, however, the social sector has not
yet developed a plausible business case for mainstream investment. Virtually all SIBs launched to date
have made unsecured investments in promising, but unproven social innovations, rather than “scaling
what works.” While these pilots can support the incremental expansion of fledgling innovations, they are
not designed to raise large amounts of capital from institutional investors to finance long overdue
systemic change.

Scale Finance is dedicated to the “moon shot” proposition that SIBs can be developed today —not ten or
twenty years from now —that could attract mainstream investment to expand proven social innovations
commensurate with unmet population needs. The model is designed exclusively to marshal the “big
money” needed to solve systemic problems we already know how to fix, like dismantling the school-to-
prison pipeline or ensuring that poor and low-income first-time mothers receive high-quality pre- and
post-natal care.

When we think about connecting social innovation with private investment, we cannot afford to ignore
proven, scalable interventions on the mistaken assumption that government “should,” “must” or “will”
fund such programs to any meaningful extent. Programs like MST and FFT have been available for
decades, but government clings to policies like juvenile mass incarceration that cause more harm than
good and cost five or more times as much. To the extent that government has belatedly and inadequately
cut back on draconian detention policies, it has still failed to expand proven early interventions that could
pay for themselves through savings.

Scale Finance provides the opportunity for institutional investors and their advisors to take the lead on
structuring the finance and supporting the enterprises whose growth can become the social-sector
equivalent of railroads, energy grids and digital communication networks. The model exemplifies a
“governing by network” approach with a “heavy reliance on partnerships, philosophy of leveraging
nongovernmental organizations to enhance public value, and varied and innovative business
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relationships,” along “with measurable performance goals, assigned responsibilities to each partner, and
structured information flow.”3% Mainstream investors would have the initial responsibility of figuring
out how to bring the big money to the table that would be capable of solving social problems we already
know how to fix. Government, in turn, would have the responsibility of acting as the dependable
counterparty needed to consummate transactions of the necessary magnitude while protecting the public
interest.

This paper asks, first, whether the lack of commercial finance for SIBs matters, and, second, if so, whether
anything can be done to correct the deficiency in the near term. The case is made here that funding from
“a very narrow band of social investors”37 isn’t a problem for standard SIBs, but it is a show-stopper for
a few singularly important ones. However, those few offer potentially groundbreaking business
opportunities that will come to fruition only “if investors can find the same courage the early institutional
backers of the venture capital industry found ...”30%8

Standard SIBs have taken on the formidable challenges of improving government and nonprofit
performance, and applying those enhanced powers to nurture, sustain and expand social innovation. To
those ends, their sponsors have developed frameworks and capacities for providing new kinds of
technical assistance needed to adopt outcomes-based contracting, which could help ameliorate the
longstanding disconnection between the results nonprofits achieve and the funding they receive.

SIB technical experts have also helped the public sector begin to structure rather more substantial and less
ephemeral transactions by targeting programs with at least some evidence of effectiveness and potential
cost savings. Subjecting promising programs to rigorous evaluations and calculations of estimated
savings and other positive results has been exacting and sometimes grueling work, but measurable
progress has been achieved in just six years, with steady replication building noticeable momentum.

However, baby steps alone won't engage the untapped energies of private capital markets. Scale Finance
seeks to cross the capital market chasm for the sole purpose of “scaling what works,” defined here as
making programs with the strongest levels of evidence and savings available to effectively everyone who
wants them within ten years time. Only by focusing on such incontrovertible EBPs, it is argued, can SIBs
attract self-replicating capital from aggregated asset pools to surmount problems like the school-to-prison
pipeline. Further, marshaling those assets requires a new approach to developing SIB transactions that
calls upon mainstream investors and their advisors, working with the owners of CEBP intervention
models, to devise financeable transactions at scale and offer them for consideration through reverse
procurements to states and counties willing to act as responsible counterparties with enforceable security
for investors.

Of course, there aren’t many social interventions with that kind of untapped potential. But the loss to
society comes not from the number of programs, but from the vast expanse of unmet population needs:
the enormous gap between the widespread demand for these transformational services and their
relatively meager availability on the ground.

In his important new book, The Rise and Fall of American Growth, Northwestern University’s Robert
Gordon calls out four “headwinds —inequality, education, demography, and debt repayment—that are
buffeting the U.S. economy and pushing down the growth rate of the real disposable income of the
bottom 99 percent of the income distribution to little above zero.”3% Those forces already consign tens of
thousands of black and brown adolescents to lives of intergenerational poverty, but mainstream
investment has the wherewithal to finance and build a nationwide support system that government and
philanthropy lack. Now that a few “scalable opportunities” have finally appeared, it is time to see what,
if anything, the “big money” can do with them.
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