
 

 

MEMORANDUM 
 
TO: 
 

Subcommittee on Human Services of the Joint Committee on Ways 
and Means 
 

CC: Sen. Richard Devlin and Rep. Peter Buckley 
 

FROM: 
 

Janet Bauer, Policy Analyst 

DATE: 
 

May 21, 2015 

RE: 
 

Concerns Regarding Social Impact Bond Financing of Pay for 
Prevention, Included in HB 5026, DHS Policy Option Package 090 

 
 
The Department of Human Services Policy Option Package 090 for HB 5026, in part to 
provide $5 million in social impact bond financing for a pilot phase of a “Pay for 
Prevention” program, raises a number of concerns. 
 
The concerns expressed below relate only to the proposed financing mechanism — social 
impact bonding. We support the human services component of the initiative; employing 
research-based preventive services that include rigorous quality assurance evaluation is 
a promising approach to social service delivery.  
 
This memo also recommends prudent means of financing the worthwhile preventive 
intervention components of Pay for Prevention, as alternatives to the problematic 
private investor financing scheme. 
 
Concerns 
 
Social impact bond financing has little track record 
 
The financing concept currently contemplated for Pay for Prevention follows the model 
of social impact bonds (SIBs), sometimes also referred to as social impact financing 
(SIF) and pay for success (PFS). This model has attracted much interest in the 
philanthropic, nonprofit and investment communities in recent years. Proponents have 
generated much written material promoting the approach. 
 
Despite the theoretical attention the SIB concept has received, research on their 
performance is scant. This is because no successfully completed project exists thus far 
anywhere in the world. While a number of jurisdictions across the United States have 
considered social impact bonds or are conducting feasibility studies, just five involving 
public contracts were operating as of 2014, of which none were completed to payout.1  



Social Impact Bond Financing 
May 21, 2015 

2 | P a g e  

 

 
Notably, the SIB program with the longest track record is abandoning the SIB financing 
structure. A prison recidivism intervention launched in 2010 in England plans to drop 
the investor model once it scales up to a national program in favor of direct public 
financing.2 
 
SIBs face difficulty attracting private investors 
 
The fact that project proponents are asking the state for $5 million for the pilot is cause 
for concern, as it subverts a premise of social impact financing.  
 
Under the SIB model, private investors provide the up-front funding for prevention 
activities, taking on risk in hopes of profiting later. This helps a state invest in 
prevention without needing to divert resources from other programs. The model 
envisions a successful intervention producing large savings to future state budgets, 
enabling the state to pay the investor (reimbursement plus profit) and gain some of the 
savings benefit for itself. In theory, investors are paid if the project achieves pre-
determined performance targets — targets that are expected to produce sufficient state 
savings. If the intervention fails to meet the performance targets, investors are not paid. 
In other words, the investors assume project risk. 
 
When Oregon proponents in 2014 asked the legislature for the initial $800,000 start-up 
investment, they stated, “These resources will leverage as much as $4.5 million in non-
government resources – more than a five-fold increase in the State’s initial 
investment.”3 The fact that proponents are now asking the legislature for $5 million 
more suggests that the investor community is not chomping at the bit to participate as 
proponents had assumed. 
 
When I asked why Oregon was being asked to finance the pilot contrary to the model, 
project coordinators told me that investors will not bite on a project at this stage unless 
they know that funds are available to secure a contract. I was told the requested $5 
million will serve as collateral while project managers continue to seek private 
investment.4 Although I was able to get these details from the project’s coordinators, I 
found no publicly available information detailing this role of the requested $5 million. 
Thus, as currently set forth, it is unclear what will happen to the $5 million and the pilot 
if private investors are not found.  
 
Analysts observe that SIBs have had difficulty attracting private capital.5 Philanthropic 
capital has been the primary source of capital for such projects. In general, the few 
private equity partners involved in SIBs have required a third party guarantor, typically 
a philanthropist, to backstop their risk.6  
 
The lack of a strong market for SIBs is a concern for scaling up an Oregon project 
following the pilot. Philanthropic equity is unlikely to be sufficient to finance a project of 
substantial scale.7 
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The Oregon project lacks a financing plan 
 
Oregon lacks a financing plan showing that the pilot pencils out. Project coordinators 
testified in April that the economic modeling for the pilot is not yet complete.8  
 
The project needs a financing plan that demonstrates that the social service intervention 
will generate sufficient savings to the DHS budget to allow the state to pay for the 
project costs in time to make the payout payments when they are required. 
 
A completed financing plan should be a prerequisite for deciding to commit public funds 
for this pilot. Moreover, since the rationale for the pilot is a scaled up intervention, 
Oregon should also now require a draft financing plan for a scaled up program to assess 
whether a larger program could potentially succeed. It makes little sense to invest in a 
pilot if a larger program does not appear to be feasible.  
 
The Oregon project is not likely to save the state money 
 
At the risk of stating the obvious, SIB financing would not save the state money as 
compared to direct state financing of a prevention program, because SIBs involve 
considerable administrative and transaction costs.  
 
As previously mentioned, under the hypothesis of the SIB model, by the time the 
program is completed and it’s time to pay the investors, the budget savings are more 
than enough to cover the added costs involved in a SIB, resulting in savings to the state. 
That is the theory. 
 
In practice, however, state net savings are difficult to achieve. The social intervention 
chosen must meet a number of narrow criteria to be appropriate.9 Indeed, even SIB 
proponents assert that it is difficult to find interventions that fit the criteria and truly 
pay for themselves.10 
 
One factor is simply that SIBs are costly to implement. They are complex and involve 
new expenses — a project intermediary, risk management for all parties, contract design 
and implementation, an evaluator and an independent assessor. And, of course, there is 
the cost to the state of the profit garnered by the investors.  
 
Another factor is that any budget savings need to be “cashable,” meaning the relevant 
program budgets must actually shrink and do so within the timeframe of the SIB 
contracts. This may prove difficult when savings are dispersed among multiple state 
agencies or other levels of government not party to the contract, or when savings take 
longer to accrue than investors are willing to wait.11 The experience elsewhere shows 
that SIB investors are requiring payment within four to six years.12 
 
In short, there is reason to question an assumption about the ability of SIB projects to 
improve a state’s bottom line.13  
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SIBs may do little to overcome a lack of state funds for prevention 
 
In the case of the Oregon pilot, the $5 million general fund request imposes near-term 
budget pressures. The pilot project would take resources away from current programs, 
the very thing proponents claim SIBs enable states to avoid. 
 
Regarding SIBs generally, public accounting rules may require Oregon to budget for the 
potential payout payments with advance appropriations, perhaps over several biennia.14 

As suggested above, payout periods may not extend more than two to three biennia 
(since payouts may be due within four to six years). Thus, Oregon may need to allocate 
significant sums from current and near-term budgets. For a scaled up program, these 
advance appropriations would most certainly be large.  
 
Even if a state’s own rules do not compel it to budget for future risk, investors may 
require it. Some investors have expressed uncertainty about government’s ability to 
commit to making sizable future payouts.15 To ally its investor’s concerns, 
Massachusetts chose to make regular appropriations to a separate fund over the life of 
its SIB contract.16 
 
Oregon may have constitutional limits on committing funds beyond one biennium via 
an appropriation. If so, Oregon would be unable to make the advance appropriations 
commitments investors might desire. 
 
SIBs may not actually reduce the state’s risk 
 
Does SIB financing actually reduce risk to the state, as the model suggests? Analysts 
with the State of Maryland, which was considering whether to pursue a SIB, examined 
that question and found significant concerns. 
 
The Maryland analysts found no tangible examples of significant 
risk shifting away from governments involved in SIBs.17 In the 
absence of an established SIB market for high-risk instruments 
to finance government social programs, the state would end up 
incurring substantial costs in protecting against risk in the 
course of designing the program, selecting partners and 
designing contracts.  
 
Maryland’s evaluation noted that the complex, high-stakes 
contracts with investors and others create new risks for the 
state.18 Take, for example, the evaluation component. A SIB 
contract depends upon an independent evaluator definitively 
showing whether the program caused the target outcomes to 
occur. There’s a lot of money riding on that evaluation. The risks 
to the state include a flawed evaluation that results in erroneous 
state payouts or in other parties contesting when payouts are 
found not to be required.  
 
Maryland ultimately chose not to pursue a SIB. 

 

“This ‘money-back 
guarantee’ has been very 

attractive to governments…. 
But in the longer run, it may 

be necessary for 
governments to share more 
of the failure risk… The pool 
of capital available and the 

number of policy areas 
where it will be possible to 
convince investors to take 

on all of the risk are likely to 
be limited.” 

 
—Hanna Azemati, et al. “Social 
Impact Bonds: Lessons Learned 
So Far, Community Development 
Investment Review, Volume 9, 
Issue 1, 2013, p. 31. 
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Further, contract partners would need to accept arrangements preventing early 
termination if risk were to actually shift away from the state to other partners. The 
Maryland analysts noted that in the event partners cancel a contract, there could be 
strong political, ethical and administrative reasons for continuing a program.19 Without 
such an agreement, the government could be left responsible for a potentially 
underfunded or unsuccessful enterprise. It is unknown whether partners would accept 
such terms preventing exit. 
 
In fact, non-governmental SIB partners have shown interest in limiting their risk.20 In 
Massachusetts, for instance, investors have a termination clause whereby they can 
cancel early if the project is not performing well.21  
 
Partial payout clauses and renegotiation features in proposed contracts elsewhere limit 
the degree to which risk is actually shifted away from the state.22 Coordinators for the 
Oregon project have mentioned partial payment could be a feature of Oregon 
contracts.23  
 
In any case, a thorough risk review of the Oregon pilot project would be prudent.  
 
Opportunities 
 
Oregon can capture the benefits of prevention without SIB financing 
 
Oregon could vigorously pursue performance-based human services contracts without 
using private investor financing. Oregon has already embraced this approach in its 
health care transformation effort. 
 
Additionally, Oregon could allocate a share of human services program funding for on-
going, independent, data-driven program evaluation and quality improvement 
irrespective of how programs are financed. We recommend making this investment to 
increase program effectiveness. 
 
In fact, private investor financing is not a prerequisite for accomplishing the particular 
preventive interventions envisioned under the Pay for Prevention proposal. Oregon 
could effectively implement the interventions developed to date for the pilot without the 
involvement of Wall Street. 
 
Oregon could overcome the problem of under-investment in prevention in 
other ways 
 
Oregon could boost its direct funding of human services prevention activities and assure 
their continuation even during difficult budget times. The most prudent approach would 
be to make a particular preventive intervention, whether a pilot or expanded program, a 
budget priority. The budget outlays for a direct-funded approach may differ little from 
the biennial advance payments a SIB might require.  
 
Such an effort could also be supported through a robust rainy day fund.  
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Short of these most prudent direct spending approaches, Oregon could explore 
conventional methods of state borrowing. 
 
Any of these approaches would be more cost-effective than a SIB, as they would allow 
the state to capture more if not all of the savings from interventions and would allow the 
state to avoid incurring significant new risk. 
 
Conclusion 
 
The financing approach currently contemplated for the Pay for Prevention pilot and a 
scaled up Oregon project raises a number of concerns. The proposal calls for a close look 
at its financing arrangement, specifically, the feasibility of achieving private financing, 
the likelihood of state net savings and a thorough assessment of state risk.  
 
The state should also evaluate a SIB financing proposal against other means of financing 
priority preventive interventions. 
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