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In the rapidly expanding world of social impact finance, “pay for suc-
cess” or “PFS” programs are increasingly popular vehicles for attracting pri-
vate resources to address historically intractable social problems. Also known
as “social impact bonds,” these programs are designed to encourage private
investors to advance capital to fund social services and receive a return from
the government only if predetermined “success metrics” for the target popula-
tions are met. As well as private investors and government agencies, partici-
pants include social service providers, technical advisors, and other entities
that have been recognized as tax-exempt under section 501(c)(3) of the Inter-
nal Revenue Code.

This Article is an effort to understand how the private benefit doctrine
might affect the structures of PFS programs in the United States, and might
limit or encourage their expansion in the future. The doctrine prohibits char-
itable entities from being operated more than incidentally for the benefit of
private interests. The boundaries that tax-exempt organizations must ob-
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serve when engaging with profit-making entities—whether through transac-
tional relationships or joint ventures—to achieve their charitable missions
are far from clear, because the private benefit doctrine has evolved in piece-
meal fashion without a coherent conceptual framework. As PFS programs
evolve and relationships between participating exempt organizations and
profit-making investors are designed, how will the exempt organizations en-
sure they are not violating the private benefit doctrine?

Despite the inconsistent jurisprudence surrounding the private benefit
doctrine, applying it to PFS programs demonstrates that it protects against
valid concerns not addressed elsewhere in the Code, and offers a cost-benefit
framework which we use to draw conclusions about the desirability of fund-
ing social services through PFS programs.
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INTRODUCTION

In September 2010, the launch of the first “social impact
bond” was announced in the United Kingdom.1 Designed to
reduce recidivism among short-term offenders at Peterbor-
ough Prison by at least 7.25%, the project was financed by a
consortium of charitable trusts and social investment groups
that would receive a premium should that target be met. In
July of 2017, the parties announced that the project reduced
re-incarceration by 9% overall, and that the 17 impact inves-
tors would be repaid their initial capital plus a return of just
over 3% per year for the five-year period of their investment.2

1. Private Backers Fund Scheme to Cut Prisoner Reoffending, BBC NEWS

(Sept. 10, 2010), http://www.bbc.com/news/uk-11254308. In this paper, we
use the term “pay for success” rather than “social impact bond.” Although
these financing mechanisms have features of debt/equity securities, they are
generally structured to more closely resemble loans that pay variable returns
than bonds or other securities. The phrase “pay for success” captures that
variable feature without conveying other characteristics of bond financing,
which may be inapplicable.

2. Press Release, Social Finance, World’s 1st Social Impact Bond Shown
to Cut Reoffending and to Make Impact Investors a Return (July 27, 2017),
http://www.socialfinance.org.uk/sites/default/files/news/final-press-relea
se-pb-july-2017.pdf.
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Since 2010, variations on this innovative vehicle for financing
social programs have been developed in over 20 countries,
with over 100 such programs worldwide as of January 2018.3 In
the United States, several PFS programs are underway, and
many more are in the pipeline, as cities and states conduct
feasibility studies and the federal government authorizes fund-
ing—including $100 million in the Bipartisan Budget Act of
2018—to support these programs.4

In July 2015, the first such program implemented in the
United States was terminated early. In that program, Goldman
Sachs Urban Investment Group made a $9.6 million loan to
support the delivery of therapeutic services to 16 to 18 year
olds incarcerated on Rikers Island in New York City, with a
goal of reducing their recidivism rate by 10%.5 The program
evaluator, the Vera Institute of Justice, reported that, “. . . the
program did not lead to reductions in recidivism for partici-
pants.”6 Because Goldman Sachs had secured a $7.2 million
guarantee from Bloomberg Philanthropies, its losses were lim-
ited to $2.4 million, or 25% of its investment.

In October 2015, the State of Utah made the first “success
payment” to investors in a PFS program designed to increase
school readiness among three and four year olds.7 In that pro-
gram, Goldman Sachs and the Pritzker Family Foundation in-
vested $4.6 million and $2.4 million, respectively, to expand an
existing preschool program to provide early education services
to up to 3,500 children in the Salt Lake City area.8 The success

3. Press Release, Social Impact Bonds Reach Global Mass: 108 Projects
Launched in 24 Countries, January 30, 2018, http://www.socialfinance.org
.uk/sites/default/files/news/sf_gn_100_sibs_press_release_final_30_jan_18
_1.pdf.

4. Noelle S. Baldini, Pay for Success: Financing Research-Informed Practice,
CASCADE, Fall 2015, at 2; Bipartisan Budget Act of 2018, Pub. L. No: 115-123,
§ 2064, 132 Stat. 64.

5. John Olson & Andrea Phillips, Rikers Island: The First Social Impact
Bond in the United States, 9 COMMUNITY DEVELOPMENT INVESTMENT REV. 97,
97–98 (2013).

6. VERA INST. OF JUSTICE, IMPACT EVALUATION OF THE ADOLESCENT BE-

HAVIORAL LEARNING EXPERIENCE (ABLE) PROGRAM AT RIKERS ISLAND (2015)
[hereinafter VERA INSTITUTE REPORT].

7. NONPROFIT FINANCE FUND: PAY FOR SUCCESS, FACT SHEET: THE UTAH

HIGH QUALITY PRESCHOOL PROGRAM 1 (2016), http://www.payforsuccess.org
/ resource / fact - sheet - utah - high - quality - preschool - program [hereinafter
UTAH PRESCHOOL FACT SHEET].

8. Id.
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payment represented 95% of the money saved by the State of
Utah in year one of the program due to fewer students receiv-
ing expensive special education services, and was the first of
many payments expected from this investment. Shortly after
reporting stellar results for the first student cohort—that
among the 110 students who had been expected to need spe-
cial education had they not attended preschool, only one actu-
ally required it in 2015—experts began to question the metrics
used to measure the success of the program.9

In April 2017, the evaluator in Chicago’s Child-Parent
Center PFS Initiative, designed to improve educational out-
comes through an expanded pre-kindergarten program, an-
nounced intermediate outcomes that triggered a success pay-
ment of $500,000 to the investors that had committed $16.7
million to the program, including Goldman Sachs and the
Pritzker Family Foundation.10 This program relies on in-
creased parent involvement and additional social services to
the families of 2,620 preschool students in order to make a
greater number of those students kindergarten ready.11

In October 2017, the city of Denver announced that its
PFS program designed to achieve housing stability for a small
group of chronically homeless people with arrest records had
been successful in its first year and will result in an initial pay-

9. Nathanial Popper, Success Metrics Questioned in School Program Funded
by Goldman, N.Y. TIMES, Nov. 3, 2015, at 1, http://www.nytimes.com/2015/
11/04/business/dealbook/did-goldman-make-the-grade.html?_r=0
(“[E]xperts . . . quickly identified a number of irregularities in how the pro-
gram’s success was measured, which seem to have led Goldman and the state
to significantly overstate the effect that the investment had achieved in help-
ing young children avoid special education . . . The program’s unusual suc-
cess — and the payments to Goldman that were in direct proportion to that
success — were based on what researchers say was a faulty assumption that
many of the children in the program would have needed special education
without the preschool, despite there being little evidence or previous re-
search to indicate that this was the case.”).

10. ERIKA GAYLOR, TRACY KUTAKA, KATE FERGUSON, CYNDI WILLIAMSON,
XIN WEI & DONNA SPIKER, EVALUATION OF KINDERGARTEN READINESS IN FIVE

CHILD-PARENT CENTERS: REPORT FOR 2014–15 (2016), http://www.chicagore
porter.com/wp-content/uploads/2016/05/SIB-CPC_Report_FINAL_0419
16.pdf.

11. See Melissa Sanchez, Investors Earn Max Initial Payment from Chicago’s
“Social Impact Bond”, THE CHICAGO REPORTER, May 16, 2016.
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ment to investors of $188,000.12 In February 2018, the Massa-
chusetts Homelessness PFS program announced that at the
close of the program’s second year, 93% of those housed by
the program remained housed after one year, exceeding the
85% target needed to trigger interim success payments to in-
vestors, and resulting in estimated savings to Massachusetts of
$2.2 million in shelter, emergency room, and in-patient hospi-
talization care costs.13

In addition to the domestic programs mentioned above,
at least nine others have been financed in the United States
and are in various stages of implementation, with several more
in development.14 These programs are intended to address so-
cial issues as diverse as incarceration recidivism, early child-
hood education, homelessness, substance abuse and chronic
unemployment. As details about these programs emerge, it is
clear that each transaction is idiosyncratic. Despite calls to re-
duce transaction costs by standardizing structures and docu-
mentation, new variations are being conceived and imple-
mented as the PFS phenomenon expands.15

Among these variations has been the role of tax-exempt
participants. Exempt organizations have acted as service prov-
iders delivering social services, as fiscal intermediaries or “spe-
cial purpose vehicles” (SPVs) through which financing flows,
as managing entities in those SPVs, as deal advisors that sup-
port program design and implementation, and as philanthro-
pies making program-related investments or guarantees. All of
the participating exempt entities to date have been public
charities or private foundations recognized under section
501(c)(3) of the Internal Revenue Code (the “Code”). Be-

12. See SARAH GILLESPIE, DEVLIN HANSON, MARY CUNNINGHAM, MICHAEL

PERGAMIT, URBAN INST., DENVER SUPPORTIVE HOUSING SOCIAL IMPACT BOND

INITIATIVE: HOUSING STABILITY OUTCOMES, REPORT TO THE GOVERNANCE COM-

MITTEE 3 (2017).
13. See Pay for Success Project Beats Interim Goal to Trim Homeless, MASSNON-

PROFIT NEWS (Feb. 13, 2018), http://www.massnonprofit.org/news.php?artid
=5221&catid=12.

14. Nonprofit Finance Fund (NFF) has created a “Pay for Success Learn-
ing Hub,” containing the most comprehensive collection of publicly availa-
ble PFS contracts, downloadable data sets and other related documentation.
Learn, NONPROFIT FINANCE FUND, http://www.payforsuccess.org/learn (last
visited April 7, 2018) [hereinafter NFF Learning Hub].

15. See Ana Demel, Second Thoughts on Social Impact Bonds, 9 N.Y.U J.L. &
BUS. 503, 504–05 (2013).
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cause a central feature in the financing of PFS programs is the
potential return to for-profit investors, the structure of the
programs and the relationships between exempt organizations
and those investors may implicate the private benefit doctrine
under the Code. That doctrine prohibits organizations exempt
under section 501(c)(3) of the Code from being operated
more than incidentally for the benefit of private interests.16

We explore these questions at this point in time because
the structures used for PFS programs have been evolving, cre-
ating new possibilities for expanding their use but also poten-
tially raising new concerns about the private benefit doctrine.
Our analysis reveals that the right to control charitable activi-
ties or assets is a particularly sensitive area in which PFS parties
should proceed with caution—a private benefit red flag. A PFS
program is effectively an extension of capital by private parties
to public charities, which is not a new concept. For example,
public charities often borrow money from private banks, and
banks may choose the charities to which they extend capital
and on what economic terms. However, in return for that capi-
tal, a charity may not delegate control over its charitable activi-
ties or assets to a private third party that is not bound by law to
act in the best interests of the charity or advance its mission.
Notwithstanding the private benefit doctrine’s uncertain his-
tory, it appears to be the primary provision of the Code availa-
ble to safeguard against these concerns in PFS programs.

In their brief history, PFS programs have generated an un-
usual level of interest and enthusiasm among policy makers
who are focused on finding better mechanisms for the delivery
of social services.17 That attention has outpaced the analysis of
applicable legal constraints under the Code.18 At the same
time, these programs are expensive to design and implement.

16. See Treas. Reg. § 1.501(c)(3)-1(d)(1)(ii).
17. See, e.g., Jessica Blum, Michelle Ciurea, Marjorie Levin, Tyler Moazed,

Allan Porowski & Alicia Sparks, State of the Pay for Success Field: Opportunities,
Trends, and Recommendations, Corporation for National and Community Ser-
vice, April 2015, http://www.nationalservice.gov/sites/default/files/docu
ments/CNCS%20PFS%20State%20of%20the%20Field%20Document%20Fi
nal%204-17-15%20sxf.pdf.

18. We are aware of only one examination of the private benefit implica-
tions of PFS programs, which was a student note published in May of 2013
when only one domestic PFS program (Rikers Island) had launched and no
documentation of that program—or others in development—was publicly
available. Peter G. Dagher, Jr., Note, Social Impact Bonds and the Private Benefit
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It is thus important to continue efforts to identify the circum-
stances in which PFS programs make sense—where the bene-
fits accruing from them justify the accompanying commitment
of public subsidy, taking into account all of the forms that pub-
lic support takes. In weighing the benefits, we should not dis-
regard the intangible benefit of a potential for restored confi-
dence in the government’s ability to mount such effort when
this financing model works and to limit expenditure of tax-
payer dollars when it does not.19 We argue that PFS programs
may be most easily defended when they fall into a particular
private benefit “sweet spot,” when a promising service delivery
model has not yet been widely tested and before it has been
successfully replicated. Under those circumstances, compen-
sating investors for the risk-shifting that is the central feature
of PFS financing produces a sufficient public reward to justify
the private benefit.

I.
PAY FOR SUCCESS PROGRAMS

PFS programs are collaborations between government,
nonprofit service providers, and investors to deliver services to
target populations.20 The social problems addressed by PFS
programs carry short-term costs, such as incarcerating individ-
ual offenders and housing homeless families, but may also en-
tail longer-term infrastructure costs, such as building and
maintaining prisons, homeless shelters, and other facilities,
that must be paid by the government. If the PFS program in-

Doctrine: Will Participation Jeopardize a Nonprofit’s Tax Exempt Status? 81 FORD-

HAM L. REV. 3479 (2013) [hereinafter, Dagher].
19. We do not address the absence of a mechanism for participation by

the beneficiaries of such programs in their design and implementation (as
may be found, for example, in “community benefit agreements”), a defi-
ciency predominant in both PFS programs and government-funded pro-
grams.

20. See LAURA CALLANAN, JONATHAN LAW & LENNY MENDONCA, MCKINSEY

& COMPANY, FROM POTENTIAL TO ACTION: BRINGING SOCIAL IMPACT BONDS TO

THE U.S. 4 (2012), http://mckinseyonsociety.com/downloads/reports/So-
cial-Innovation/McKinsey_Social_Impact_Bonds_Report.pdf [hereinafter
MCKINSEY REPORT]; Elizabeth Lower-Basch, Social Impact Bonds: Overview and
Consideration, CENTER FOR LAW AND SOCIAL POLICY, 1–2 (March 2014), http:/
/www.clasp.org/resources-and-publications/publication-1/CLASP-Social-Im
pact-Bonds-SIBs-March-2014.pdf.
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terventions are successful, savings of both kinds may be real-
ized.21

While there are many variations in PFS structures, one
consistent feature is that the up-front financing for the inter-
ventions is extended by private investors rather than by the
government. Investors stand to be repaid their original invest-
ment (their “principal”) plus a premium, or “success pay-
ment,” by the government if the interventions are successful;
they may also receive periodic interest payments regardless of
program success. If the interventions are not successful, the
investors stand to lose some or all of their principal. Parties
agree in advance as to the metrics for “success,” and an inde-
pendent evaluator reviews program results to determine
whether those thresholds for success have been met.

The PFS programs developed to date typically feature
other players as well. SPVs may be formed to receive and dis-
burse funds, and existing entities often assist with raising fi-
nancing, project management, and evaluation of outcomes.22

Teams of lawyers and technical assistance providers advise on
program structuring and documentation.

A. What is Truly Innovative About PFS Programs?
Consistent with the broader attention paid to social im-

pact investing, PFS programs have generated intense interest
over their brief history, attracting praise as an innovative
mechanism with enormous potential.23 But what is truly inno-
vative about PFS programs? A number of claims have been
made about their advantages, as compared to conventional
funding of social services by government. These claims, dis-
cussed below, warrant reexamination in the context of the pri-

21. PFS programs may also result in ancillary societal cost savings, such as
the savings for the public that are realized from a reduction in crime that
accompanies a successful prison recidivism project, that do not appear in a
government operating budget.

22. See MCKINSEY REPORT, supra note 20, at 9.
23. See, e.g., Deborah Burand, Globalizing Social Finance: Impact Bonds and

Social Impact Guarantees Can Scale Development, 9 N.Y.U. J.L. & BUS. 447, 452
n.8 (2013) [hereinafter Burand]; George Overholser & Caroline Whistler,
The Real Revolution of Pay for Success: Ending 40 Years of Stagnant Results for
Communities, 9 COMMUNITY DEVELOPMENT INVESTMENT REV. 5, 9 (2013);
Jonathan Greenblatt & Annie Donovan, The Promise of Pay for Success, 9 COM-

MUNITY DEVELOPMENT INVESTMENT REV. 19 (2013).
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vate benefit doctrine, which requires a weighing of the relative
public and private benefits and an assessment of whether the
activity can be accomplished without benefiting private indi-
viduals.

An examination of these claims reveals that many of the
objectives of PFS programs could be achieved using existing
delivery models if government were willing to do so.24 This is
not to say that government has demonstrated any appetite in
recent years for more expansive social service programming,
but rather that the proper comparison of the costs of PFS pro-
grams should be the costs to the government of directly fund-
ing and overseeing the same program.25

PFS programs require a demonstration of results. Because the
government is not obligated to expend funds on a PFS pro-
gram unless and until the targeted outcomes are achieved, the
introduction of this focus on outcomes in the delivery of social
services is sometimes claimed to be innovative.26 It is certainly
true that the predominant mode of government funding for
social programs has, for most of its long history, remained fo-
cused on “outputs” rather than outcomes—numbers of indi-
viduals served, numbers of services provided, and other met-
rics that do not measure changes in behavior in target popula-
tions. However, government programs in which funding is
dependent on outcomes, also known as “performance-based
contracting,” is not new, and has been a common feature of
government-funded programs that place workers in jobs and
families in permanent housing, as two examples, since the
1990s.27

24. Even the most enthusiastic advocates of PFS programs readily ac-
knowledge that PFS is not a panacea and is not an appropriate financing
mechanism in many instances. See Nathaniel Popper, For Goldman, Success in
Social Impact Bond That Aids Schoolchildren, N.Y. TIMES (October 7, 2015),
https://www.nytimes.com/2015/10/08/business/for-goldman-success-in-so-
cial-impact-bond-that-aids-schoolchildren.html.

25. The proper comparison is to government-funded social service deliv-
ery, rather than philanthropic support for social services. See EMILY GUSTAF-

SSON-WRIGHT, ET AL., BROOKINGS INST., THE POTENTIAL AND LIMITATIONS OF

IMPACT BONDS: LESSONS FROM THE FIRST FIVE YEARS OF EXPERIENCE WORLD-

WIDE 2 (2015) [hereinafter BROOKINGS REPORT].
26. See MCKINSEY REPORT, supra note 20, at 17; see also Overholser & Whis-

tler, supra note 23, at 7.
27. See Dennis C. Smith & William J. Grinker, The Promise and Pitfalls of

Performance-Based Contracting 17 (2004), http://seedco.org/wp-content/up
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Moreover, while investors’ returns in PFS programs are al-
ways dependent on outcomes, service providers’ compensation
may or may not be tied to outcome targets. When it is not so
tied, a service provider need not demonstrate results in order
to be paid; when it is, that compensation is indistinguishable
from other performance-based contracting funded directly by
the government.

PFS programs promote evidence-based evaluation. One feature
of PFS programs that is emphasized as a different way of vali-
dating service delivery is the use of rigorous evaluation meth-
ods. Because success payments are not made unless an inde-
pendent evaluator certifies that pre-agreed benchmarks have
been met, nonprofit service providers and the participating
government agencies may adopt a different mindset and a new
appreciation for data-driven program assessment. While this is
a beneficial central feature of PFS programs, describing it as
an innovation disregards the growing trend toward evidence-
based outcomes measurement in the nonprofit sector gener-
ally, including in the context of performance-based con-
tracting funded directly by government.28 The fact that these
evaluations are performed by entities independent of the ser-
vice provider may provide additional credibility for the conclu-

loads/2011/11/The-Promise-and-Pitfalls.pdf; Swati Desai, Lisa Garabedian
& Karl Snyder, Performance-Based Contracting in New York City, ROCKEFELLER

INST. (2012), http://www.rockinst.org/pdf/workforce_welfare_and_social_
services/2012-06-Performance-Based_Contracts.pdf; BIN CHEN & JACK KRAUS-

KOPF, ACCOUNTABILITY OR DISCRETION? CHALLENGES FOR MULTI-SERVICE NON-

PROFIT AGENCIES IN PERFORMANCE-BASED CONTRACTING IN NEW YORK CITY: A
PRELIMINARY REPORT (Baruch Coll. CUNY Sch. Pub. Aff. Working Paper,
2009), http://www.baruch.cuny.edu/mspia/centers-and-institutes/center-
for-nonprofit-strategy-and-management/documents/ChenKrauskopf_Accou
ntabilityOrDiscretion.pdf. Studies by the Urban Institute reveal an increas-
ing use of performance-based contracting by government funders. In a re-
port comparing national surveys of nonprofit organizations conducted in
2010 and 2013, 27% of the nonprofits responding reported an increase in
government use of performance-based compensation. Sarah Pettijohn, Eliza-
beth T. Boris, Carol J. De Vita & Saunji D. Fyff, Nonprofit-Government Contracts
and Grants: Findings from the 2013 National Survey, URBAN INST. 18 (2013),
http://www.urban.org/research/publication/nonprofit-government-contra
cts-and-grants-findings-2013-national-survey.

28. See, e.g., HARRY P. HATRY, URBAN INST., TRANSFORMING PERFORMANCE

MEASUREMENT FOR THE TWENTIETH CENTURY 1-3 (2014), http://www.urban
.org/research/publication/transforming-performance-measurement-21st-
century.
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sions, but that feature also adds additional cost to the delivery
of services, and it is a feature that could be used with perform-
ance-based contracting outside the PFS model, should govern-
ment funders choose to pay an independent party for those
evaluations.

PFS programs operate for longer duration. In contrast to social
service contracts constrained by defined public budget cycles
that apply to programs funded directly by the government,
PFS programs are said to embrace a longer horizon and ad-
dress problems that cannot be effectively resolved in a fiscal
year.29 However, many government direct funding programs
are actually carried out through contracts that are renewable
for years, particularly when the services provided—operating a
homeless shelter, for example—entail “sunk costs” that
neither the government nor service providers can be expected
to undertake on a single-year basis. In fact, the duration of
programs funded directly by the government is sometimes
longer than PFS programs to date, the majority of which have
been five years or less and can be as short as three years.30

PFS programs make it possible to bring interventions to scale.
One of the benefits ascribed to PFS programs is the ability to
use private dollars to bring social programs to a scale that
would not otherwise be possible. In an era of decentralized,
divided public governance, when tax revenues for social pro-
grams seem to be in ever more limited supply, it is argued that
programs on such a scale would never be fully funded at that
level by either government agencies or private philanthropic
sources.31 However, while such pessimism may be an accurate
assessment of the current state of the public appetite for fund-
ing social programs, that large scale conventional, direct pub-
lic funding is not an impossibility. Further, the number of ben-

29. See Burand, supra note 23, at 462.
30. See, e.g., City’s Top 100 Contracts Focus on Human Services, 17 CityLaw

121, at 121, November/December 2011 (“Overall the City [of New York]
committed $15 billion through contracts in FY 2011, of which human ser-
vices contracts accounted for $7.1 billion . . . . Many contracts for human
services typically recur in three- to six-year cycles. An agency’s portfolio of
contracts may consist of multi-year contracts awarded pursuant to a single
Request for Proposals. Many human services contracts also have renewal
clauses.”); NFF Learning Hub, supra note 14, at Dataset, Table 8.1.

31. Kristin Giantris & Bill Pinakiewicz, Pay for Success: Understanding the
Risk Trade-Offs, 9 COMMUNITY DEVELOPMENT INVESTMENT REV. 35, 36 (2013).
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eficiaries targeted in the PFS programs developed to date is
relatively modest, ranging from 135 to 4,000, with more than
half of the programs designed to serve 2,000 persons or
fewer.32

PFS programs introduce new funding. One of the benefits
claimed for PFS programs is the introduction of private financ-
ing for social services, augmenting traditional government and
philanthropic support for those activities.33 While the sources
of some of that private “new capital” may be unprecedented in
funding social services, mechanisms that introduce private
capital to address social problems are hardly a new phenome-
non.34 If this type of social investment opportunity attracts the
interest of investors who would otherwise sit on the sidelines,
then this claim has some merit.35 Whether that financing rep-
resents additional support when viewed from the perspective of
any individual PFS program, however, is open to debate. If a
PFS program succeeds, no new capital is made available be-
cause the government repays investors’ principal plus a pre-
mium. That represents a net loss of public resources when
compared to the scenario in which the government directly
funds that same program without making interest or success
payments to third parties.36 Only in the event that the PFS out-

32. See NFF Learning Hub, supra note 14, at Dataset, Table 1 and accom-
panying text.

33. See BROOKINGS REPORT, supra note 25, 37–38.
34. Private financing for charitable activities is well established, in vehi-

cles such as the low income housing tax credit (Tax Reform Act of 1986,
Pub. L. No. 99–514, § 252, 100 Stat. 2085, 2086 (1986), new market tax cred-
its (Community Renewal Tax Relief Act of 2000, Pub. L. No. 106–554, app. G
§ 121, 114 Stat. 2763, 2763A-587 (2000), and various social impact invest-
ment mechanisms, such as “green bonds” (See International Capital Markets
Association, Green Bond Principles 2015 – Voluntary Process Guidelines for Issuing
Green Bonds, March 2015, http://www.icmagroup.org/Regulatory-Policy-and-
Market-Practice/green-bonds/ (last visited Apr. 7, 2018).

35. Although the argument is less compelling to the extent that those
investors would have instead directed their resources to other social impact
investment opportunities, rather than investments without a social return.

36. We acknowledge that a successful PFS program may generate savings
to the government (for example, by providing early education services that
reduce future spending on special education services), and the government
may choose to pay investors only a portion of those savings and retain the
rest. Even in these circumstances, these savings realized by the government
do not represent “new capital” when compared to direct government fund-
ing of the same program.
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comes are not met is private capital paying for the delivery of
social services, with a value to the extent that target popula-
tions are assisted, albeit not at the projected levels, and to the
extent that the government can test the efficacy of a service
model relying on the private sector to bear the cost.37 In addi-
tion, while most PFS programs to date involve co-investments
by one or more philanthropic investors, this is only new phil-
anthropic funding to the extent these investors would not have
otherwise used these funds for conventional grant making or
program-related investments for the same objectives.38

PFS programs provide scarce front-end financing. Another fea-
ture of PFS programs that is emphasized as a benefit is the
investors’ commitment of funding for services at the outset of
the project, rather than after expenses are incurred, as would
be the case in cost-based contracting, or after outcomes are
met, as would be the case in performance-based contracting.
While delays in payments on government contracts are an en-
demic problem at all stages, those issues are not necessarily a
function of contract design but rather a consequence of bu-
reaucratic paralysis.39 In fact, both cost-based and perform-
ance-based government social service contracts typically in-
clude advances and other mechanisms that permit cash-
strapped nonprofits to hire employees and pay for other
“ramp up” expenses that are necessary in order to perform on
schedule. The availability of investor financing may sidestep or
reduce bureaucratic processes that cause delay, but that “front

37. It is also true that, during the period when private capital is support-
ing the delivery of services, public funds are not dedicated in a way that they
would have been committed in a program directly funded by the govern-
ment. Whether the time value of money has the same significance for gov-
ernment agencies that are constrained by annual appropriations processes,
however, is debatable.

38. Participation as lenders in PFS programs may serve other philan-
thropic priorities, however, to the extent that such programs ultimately pave
the way for greater support by government and for-profit investors and re-
duce reliance on philanthropic grant making.

39. See Sarah L. Pettijohn, Elizabeth T. Boris & Maura R. Farrell, National
Study of Nonprofit Contracts and Grants 2013: State Profiles, URBAN INSTITUTE, at
11 (April 2014), http://www.urban.org/research/publication/national-
study-nonprofit-government-contracts-and-grants-2013-state-profiles (45% of
nonprofits surveyed indicated that late payments on government contracts
were a problem in 2013, and 19% reported that such delays were a big prob-
lem).
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end” funding is not an entirely new feature in social service
contracting.40

PFS programs shift performance risk. The truly innovative fea-
ture, and the most unmistakable benefit, of PFS programs, is
the shifting of risk to private investors.41 By allocating the risk
of failure of the program to meet its outcome targets to private
investors, the performance risk that is borne by nonprofit ser-
vice providers in performance-based contracting, and by gov-
ernment funders in cost-based contracting, is avoided. Even di-
rect government funding via performance-based contracting
does not include this robust protection against the risk of inef-
ficient allocation of public dollars, as those contracts typically
feature non-recoupable advances that will be retained by prov-
iders even when performance-based benchmarks are not
achieved. As was dramatically illustrated in the termination of
the Rikers Island PFS program, this feature has the immediate
benefit of saving public resources that would otherwise have
been spent on disappointing results.42 It also may carry an in-
direct benefit of changing public perception of the ability of
government to deliver social programs in a way that is both
cost-effective and programmatically sound.

B. Parties, Roles and Flow of Funds
At the time of this writing, there are at least 13 domestic

PFS projects underway in 9 states, as well as the Rikers Island
PFS program that was terminated early, addressing issues such
as incarceration recidivism, early childhood and special educa-
tion, foster care, homelessness, unemployment, and substance
abuse, as shown in the chart below.  Although there are several
other projects in various stages of development, our discussion

40. Obtaining front end financing via PFS contracts also involves bureau-
cratic processes that cause delay and exhaust service providers’ resources.
For example, state legislatures must pass enabling laws, government con-
tracting and RFP processes can be long and expensive, newly elected admin-
istrations may delay or cancel initiatives of prior administrations, and pro-
grams often involve a “pilot” or “ramp up” period to prove project feasibility.

41. See BROOKINGS REPORT, supra note 25, at 39–40.
42. Eduardo Porter, Wall Street Money Meets Social Policy at Rikers Island,

N.Y. TIMES (July 28, 2015), https://www.nytimes.com/2015/07/29/business
/economy/wall-st-money-meets-social-policy-at-rikers-island.html?_r=0.
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in this Article is limited to the programs in the chart below
unless noted otherwise.43

 Project Objective(s) Individuals 
Served Issue Area 

Initial 
Private 

Investment 
($ millions) 

1. NYC ABLE 
Project for 
Incarcerated 
Youth (“Rikers 
Island”) 

Reduce recidivism 
by at least 10 percent

17,287 
(projected); 
4,000 
(actual) 

Recidivism $9.60  

2. Utah High 
Quality Preschool 
Program (“Utah 
Preschool”) 

Increase school 
readiness and 
academic 
performance; 
Reduce the need for 
special education 
services 

3,500 Early 
Childhood 
Education 

$7.00  

3. New York 
Increasing 
Employment and 
Improving Public 
Safety (“NYS 
Community Re-
entry”) 

Support 2,000 high-
risk recent offenders 
in New York State 
transition back to 
the community 
through re-entry 
transitional 
employment services 
aimed at increasing 
unsubsidized 
employment and 
reducing recidivism 

2,000 Recidivism $13.50  

4. Massachusetts 
Juvenile Justice 
PFS Initiative 
(“Massachusetts 
Justice”) 

Reduce 
incarceration by 
40%;  Increase job 
readiness and 
employment 

929 Recidivism $21.70  

5. Chicago Child-
Parent Center Pay 
for Success 
Initiative 
(“Chicago Early 
Childhood”) 

Increase school 
readiness and 
academic 
performance; 
Reduce the need for 
special education 
services 

2,620 Early 
Childhood 
Education 

$16.70  

43. NFF Learning Hub, supra note 14. This chart is an excerpt from Ta-
ble 1 of NFF’s “Downloadable Data Set.” The full chart shows several other
projects in various stages of development that have not yet launched. Tables
for Projects in Progress, NONPROFIT FINANCE FUND, http://www.payforsuccess.
org/projects/comparison (last visited Apr. 7, 2018).
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 Project Objective(s) Individuals 
Served Issue Area 

Initial 
Private 

Investment 
($ millions) 

6. Cuyahoga 
Partnering for 
Family Success 
Program (“Ohio 
Child Welfare”) 

Reduce the length of 
stay in foster care 
and achieve 
permanency and/or 
family reunification 

135 
caregivers 
and their 
families 

Child Welfare $4.00  

7. Massachusetts 
Chronic 
Homelessness Pay 
for Success 
Initiative 
(“Massachusetts 
Homelessness”) 

Provide 500 units of 
stable supportive 
housing for up to 
800 chronically 
homeless individuals

800 Homelessness $3.50  

8. Santa Clara 
Project Welcome 
Home (“Santa 
Clara 
Homelessness”) 

End homelessness, 
increase stability and 
improve health by 
achieving 12 months 
of housing stability 

150-200 Homelessness $6.90  

9. Denver 
Housing to 
Health Initiative 
(“Denver 
Homelessness”) 

Achieve housing 
stability; Decrease 
jail bed days; Access 
to affordable 
housing and 
supportive services 

250 Homelessness $8.70  

10. South 
Carolina Nurse 
Family 
Partnership 
(NFP)(“South 
Carolina Family 
Health”) 

Support the health 
and development of 
first-time mothers 
and their children;  
Build a pathway to 
sustainability for 
NFP in South 
Carolina; Evaluate 
effectiveness of 
efficiencies in NFP 
model 

3,200 
mothers and 
their 
children 

Maternal and 
Child Health 

$17.00  

11. Connecticut 
Family Stability 
Pay for Success 
Project 
(“Connecticut 
Early 
Childhood”) 

Promote family 
stability and reduce 
parental substance 
use for CT 
Department of 
Children and 
Families (DCF)-
involved families 

500 families Early 
Childhood 

$11.20 
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 Project Objective(s) Individuals 
Served Issue Area 

Initial 
Private 

Investment 
($ millions) 

12. Massachusetts 
Pathways to 
Economic 
Advancement 
(“Massachusetts 
Workforce”) 

Support 2,000 adult 
English language 
learners who are 
seeking to transition 
to employment, 
higher wage jobs, 
and/or higher 
education 

2,000 Workforce $12.43 

13. Salt Lake 
County Homes 
Not Jail (“Utah 
Homelessness”) 

Offer 315 individuals 
rapid re-housing and 
a range of housing 
assistance and 
support services - 
including access to 
behavioral health 
treatment and 
employment 
counseling - to 
improve housing 
stability, criminal 
justice and 
behavioral health 
outcomes 

315 Homelessness $11.50 
(between 
this project 
and project 
14 below) 

14. Salt Lake 
County REACH 
(“Utah 
Recidivism”) 

Provide risk-need 
informed behavioral 
health treatment, 
housing, and case 
management 
services to 225 
formerly 
incarcerated adult 
males in order to 
lower the rate of 
recidivism and help 
these individuals 
recover stable lives 

225 Recidivism $11.50 
(between 
this project 
and project 
13 above) 

1. Parties and Roles
Investors. Investors provide the financing upfront or dur-

ing the project to fund the intervention, in the form of senior
or junior (subordinated) loans, investments and grants. Inves-
tors include for-profit banks and institutional investors; a “for-
profit philanthropy” (Google.org); tax-exempt investors in-
cluding community development financial institutions
(CDFIs), public charities and private foundations; and wealthy
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individuals (see Appendix A for a list of investors). Note that
government agencies and foundations may also contribute to
the cost of PFS program design and other start-up costs.44 The
outcome payor repays the investors’ principal and any interest
and, in most cases, an additional “success payment” if the in-
tervention achieves certain pre-agreed outcomes.

Guarantor. In two PFS transactions, a guarantor has guar-
anteed the repayment a portion of the up-front investment. In
the NYS Community Re-entry program, The Rockefeller Foun-
dation provided a $1.32 million guarantee, representing 10%
of the total capital invested by 44 individual investors and
other foundations; in the Rikers Island program, Bloomberg
Philanthropies guaranteed 75% of the $9.6 million investment
by Goldman Sachs.

Financial/Fiscal Intermediary. The financial or fiscal inter-
mediary (which we refer to in this Article as the “intermedi-
ary”) receives upfront capital and disburses it to the social ser-
vice providers and other third parties to deliver and measure
the intervention. It may also have coordination responsibili-
ties, such as entering into contracts with providers. It is the
“borrower” that signs the loan agreement with investors in PFS
programs that have been structured as loans, and the “issuer”
that signs the purchase agreement with the investors in pro-
grams that have been structured as securities. It is also a signa-
tory to the PFS contract (the investors are not). Further detail
about intermediaries is provided in Part I.B.2.c below.

Social Service Provider. The social service provider delivers
the intervention. It is a party to the PFS contract. Social service
providers are typically nonprofit organizations with a track re-
cord of success seeking to scale their proven methods, but
have also been public or quasi-public entities such as public
schools.45 They help design the intervention and may also par-

44. For example, in the Massachusetts Homelessness program, a state
housing agency and a state Medicaid program also contributed to the up-
front costs (without any expectation of repayment) in the form of housing
vouchers and other services. See NONPROFIT FINANCE FUND, MASSACHUSETTS

CHRONIC HOMELESSNESS PAY FOR SUCCESS INITIATIVE – PROJECT CONTRACT, at
M-1 (2014), http://www.payforsuccess.org/sites/default/files/resource-
files/homelessness-pfs-contract-executed-12-3-14_1.pdf [hereinafter MASSA-

CHUSETTS HOMELESSNESS PFS CONTRACT].
45. See BROOKINGS REPORT, supra note 25, at 24. In the Chicago Early

Childhood program, the services are delivered by the Chicago Public
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ticipate in the formation or operation of the SPV.46 They are
typically compensated in the form of reimbursement for costs
incurred,47 but they may also agree to defer a portion of such
reimbursement until after the project demonstrates certain
outcomes and investors are paid, and they may be eligible for
additional “success fees” if certain outcomes are achieved.48

Deal Advisor and/or Program Coordinator. The deal advisor49

helps to arrange investor financing, and provides structuring,
coordination, expertise and advisory services throughout the
transaction for a fee. Some or all of this role may be filled by a
program coordinator, who may also engage and oversee other
service providers and manage the PFS contract.50 All deal advi-
sors and program coordinators thus far have been tax-exempt

Schools; in the Utah Preschool program, the services are delivered by the
Granite School District, Park City School District, Guadalupe School, YMCA
of Northern Utah, Children’s Express and Lit’l Scholars. See id. at 108, 114.
There is no reason that a for-profit corporation could not serve as social
services provider and, in fact, the NFF Learning Hub, supra note 14, at
Dataset, Table 1, lists a new program in Santa Clara, CA to address mental
health issues in which the government directly funds a for-profit social ser-
vices provider (with no involvement of private investors); the authors view
this as a “performance-based” contract directly funded by government and
not as a PFS program.

46. Infra notes 67–68.
47. See, e.g., NONPROFIT FINANCE FUND, PARTNERING FOR FAMILY SUCCESS

PROGRAM – PROJECT CONTRACT, at B-14 (2014), http://www.payforsuccess.
org/sites/default/files/resource-files/cuyahoga-county-pfs-contract_0.pdf
[hereinafter OHIO CHILD WELFARE PFS CONTRACT].

48. See NONPROFIT FINANCE FUND, MASSACHUSETTS JUVENILE JUSTICE INITI-

ATIVE – CONTRACT, at H-2, H-16 (2014), http://www.payforsuccess.org/sites/
default/files/resource-files/final_pay_for_success_contract_executed_1_7_
2013_1.pdf [hereinafter MASSACHUSETTS JUSTICE PFS CONTRACT]; Project Wel-
come Home Fact Sheet 2, SANTA CLARA CTY. (2015), https://www.sccgov.org/
sites/opa/nr/Documents/FINAL%20-%20150814_SCC%20CH%20PFS_
Fact%20Sheet_vFinal.pdf; Massachusetts Workforce Fact Sheet 2, SOC. FIN.
(2017), http://socialfinance.org/content/uploads/MAPathways_FactSheet.
pdf.

49. We have also seen this role described as “Transaction Coordinator
and Government Advisor” or as “Strategic Advisor.”

50. Third Sector shared the responsibilities (as “advisor”) with Enterprise
Community Partners (as “Project Manager”) in the Ohio Child Welfare PFS
program. In the Rikers Island PFS program, MDRC performed this role. In
the Massachusetts Homelessness PFS program, the role was divided among
the Massachusetts Housing and Service Alliance (the service provider), the
United Way, and the Corporation for Supportive Housing. See BROOKINGS

REPORT, supra note 25, at 106–07, 115–18.
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organizations. Third Sector Capital Partners, Inc., and Social
Finance, Inc., both not-for-profit corporations, have each
served as deal advisor for several programs. Neither provides
charitable services directly to individuals.51

Independent Evaluator and/or Validator. The independent
evaluator measures and reports on the results of the interven-
tion for a fee. In three PFS programs, there is also a “validator”
that confirms the findings of the evaluator on behalf of the
outcome payor or the investors.52 The entities that fill these
roles are generally research or consulting firms, university de-
partments, or tax-exempt organizations.

Technical Service Provider. The technical service provider
provides subject matter expertise and technical assistance for a
fee. This may include lending out staff members to work as
residents with a government office. The entity filling this role
is generally a university department or laboratory, but may also
be a for-profit entity or a social enterprise.

Outcome or “Back-End” Payor. The outcome payor pays the
investors if the program is successful. In all of the PFS pro-
grams to date, the outcome payor has been a state or munici-
pal government (but a philanthropy, insurer or other entity
could serve in this role). It is a party to the PFS contract.53 The

51. Third Sector’s principal mission is “to increase the strength and vital-
ity of the nonprofit sector and thereby give all communities the opportunity
to thrive . . . . by promoting and implementing pay for success [ ] projects,
. . . that lessen the burden of government by generating government savings
and by improving the quality and efficiency of the social sector.” See Third
Sector Application for Recognition of Exemption on Form 1023, Attach-
ment A, at 1. Copy on file with authors. Social Finance “is dedicated to pro-
moting social investment through combined public and private partnerships
that align . . . interests . . . around specific social outcomes. The primary
focus of the Organization is research, development and implementation of
models for so-called Social Impact Bonds . . . to address various social
problems . . . .” See Social Finance Application for Recognition of Exemption
on Form 1023, Exhibit D, at 5. Copy on file with authors.

52. See MASSACHUSETTS JUSTICE PFS CONTRACT, supra note 48, at 12; UTAH

PRESCHOOL FACT SHEET, supra note 7; NONPROFIT FINANCE FUND, HOUSING

TO HEALTH INITIATIVE – PROJECT CONTRACT, at 6 http://www.payforsuccess.
org/sites/default/files/resource-files/Denver%20PFS%20Contract_201523
939_20160205_172505.pdf.

53. In some PFS programs, federal matching grants may be awarded to
state or city governments to fund success payments. This was the case in the
NYS Community Re-entry Program, where the U.S. Department of Labor
provided a grant. See NONPROFIT FINANCE FUND, INCREASING EMPLOYMENT
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outcome payor works with lawmakers to enact authorizing leg-
islation, and coordinates with relevant government agencies to
provide referrals and information about the population being
served.

2. Flow of Funds – Following the Money
In this section, we explore the terms on which investors

agree to extend capital and the extent to which they may influ-
ence decisions about program delivery; the corporate form,
tax-status and governance of the intermediary; the disburse-
ment of funds to the service providers; and the assets contrib-
uted by the social service provider to the transaction. The fol-
lowing diagram developed by Nonprofit Finance Fund should
be helpful as we consider these questions:54

AND IMPROVING PUBLIC SAFETY – PROJECT CONTRACT, at 1 (2013), http://
www.payforsuccess.org/sites/default/files/resource-files/pfsmainagreement
_sched_0314_0.pdf [hereinafter NYS COMMUNITY RE-ENTRY PFS CONTRACT].

54. See Financing and Social Impact Bonds, PAY FOR SUCCESS, http://www
.payforsuccess.org/learn/basics/#pay-for-success-financial-and-social-impact-
bonds (last visited Apr. 7, 2018). Note that this diagram simplifies the struc-
ture by showing a single “Intermediary.” In reality, the intermediary in this
diagram encompasses the fiscal intermediary and any other advisors and
coordinators.
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a. Investment Terms
Investors provide capital in the form of senior or junior

loans, securities (generally equity in the issuer in the form of
LLC interests), program-related investments or grants. The
terms of the investments generally range from 4 to 7 years,
with longer terms in the Utah Preschool program (12 years)
and the Chicago Early Childhood program (17 years); the to-
tal amount of up-front capital from investors ranges from $3.5
to $21.7 million (with anywhere from zero to $16.9 million
from for-profit entities). The potential returns to investors are
difficult to compare across PFS transactions—one source re-
ported annual returns ranging from approximately 5% to
12.5% per year, and maximum potential losses ranging from
25% to 100% of the total investment;55 another source re-
ported returns (without specifying whether annual or over the
life of the investment) ranging from 3.5% to 22%. See Appen-
dix A for a list of investors and investment amounts; see Ap-
pendix B for detailed repayment terms.

In the case of philanthropic investors, certain grant agree-
ments require that if at the project’s successful conclusion
there are excess funds after investors and service providers are
paid in full, such grant funds must be “recycled” into other
projects aimed at addressing similar social issues.

b. Investor Control Rights
Investors have certain control and consent rights relating

to the activities of the borrower/issuer or social service pro-
vider, or relating to the larger PFS program. These rights are
typically set forth in the contracts between the investors and
the borrower/issuer. Other than the loan agreements in the
Chicago Early Childhood program, these contracts are not
public. However, publicly available PFS contracts make refer-
ence to many of these rights.

Most of these rights are analogous to standard rights in a
commercial loan or investment agreement that allow an inves-
tor to “police” the agreed-upon terms of its loan and manage
credit risk. For example, in the Massachusetts Justice program,
the borrower agrees to allow investors to inspect its books and
records, and that it will not terminate the PFS contract under

55. See BROOKING REPORT, supra note 25, at 106–18.
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which it receives the success payments that will be used to pay
investors. The borrower in the Massachusetts Justice program
also agrees that it will not replace the social service provider,
or amend the project fees or funding schedule, without the
investors’ consent.56

In a few limited circumstances, these rights may provide
investors with a degree of control, or at least influence, over
the core activities of a tax-exempt entity—those activities
which form the basis for its tax exemption. It is these rights
that raise the specter of private benefit, and we address them
below in the order of least to most likely to raise private bene-
fit concerns.

In several programs, for example, investors may participate
in (or at least observe) meetings of certain committees
charged with overseeing the management and operations of
the project.57 Matters discussed in these meetings include sig-
nificant changes to the services or to the referral or enroll-
ment processes being considered or implemented.58 Further,
these investors may be members of an Investor or Lender
Committee, the consent of which is required before parties to
the PFS contract can take certain actions.59 In the Massachu-
setts Justice program, the borrower covenants that it will not
agree to amend the PFS contract to expand the geographic
service area without the consent of the Investor Committee.
Importantly, though their consent is required, these investors
are not voting members of these oversight or steering commit-
tees.

In the Chicago Early Childhood program, the borrower
agrees not to cause or permit any change to the “Core Pro-
gram Principles” (which set out the guiding programmatic
principles for the intervention, such as maximum class size
and minimum number of teaching staff per class, class loca-
tion, parental involvement and engagement, and teacher de-
velopment) or to the PFS contract without the prior written
consent of the lenders.60

56. See MASSACHUSETTS JUSTICE PFS CONTRACT, supra note 48, at H-18–19.
57. See, e.g., id. at 27–29; OHIO CHILD WELFARE PFS CONTRACT, supra note

47, at 17–20.
58. MASSACHUSETTS JUSTICE PFS CONTRACT, supra note 48, at 27–28.
59. Id. at H-14–15.
60. See Schedule 1(b) of Senior Loan Agreement between Goldman

Sachs Impact Fund, L.P. and IFF Pay for Success I, LLC, Oct. 6, 2014, http:/
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More recently, in the Denver Homelessness program, in-
vestors (only one of whom is a for-profit entity) are voting mem-
bers of a “governance committee” established for the purpose
of “resolving disputes and making certain determinations,”
and the unanimous consent of the committee is required to
replace any of the service providers, to approve most events
that would result in the early termination of the project, and
to approve corrective action plans.61 Similarly, in the Utah
Homelessness and Utah Recidivism programs, investors are
one of five voting members of an Executive Committee
charged with “overseeing the Projects and the administration
of [the] PFS Contract.”62 The Executive Committee’s jurisdic-
tion generally encompasses any major changes to program de-
sign, evaluation or payment structure, and “special majority”
approval—meaning the committee votes in favor must include
the investors and the government—is required for a long list
of matters.63 The PFS contract for these Utah programs in-
cludes broad statements that investor influence is intended to
be limited to matters that may materially adversely affect the
amount or timing of payments to investors or other investor
rights, though in practice, many of these decisions would im-
pact the delivery of programs.64

In addition, we note that in most PFS programs, investors’
rights are bolstered in a wind-down or default scenario. For
example, in the Massachusetts Justice program, lenders may
discontinue funding or force a remediation plan if the num-

/www.chicagoreporter.com/wp-content/uploads/2016/05/EXECUTED-Go
ldman-Sachs-Senior-Loan-Agreement.pdf.

61. NONPROFIT FINANCE FUND, HOUSING TO HEALTH INITIATIVE – PROJECT

CONTRACT, at 20 (2016), http://www.payforsuccess.org/sites/default/files/
resource-files/Denver%20PFS%20Contract_201523939_20160205_172505.
pdf [hereinafter DENVER HOMELESSNESS PFS CONTRACT].

62. NONPROFIT FINANCE FUND, SALT LAKE COUNTY PAY FOR SUCCESS INITIA-

TIVE CONTRACT, at § 5.02(a) (2016), http://www.payforsuccess.org/sites/de-
fault/files/resource-files/7_-PFS-Contract.pdf [hereinafter UTAH HOMELESS-

NESS AND RECIDIVISM PFS CONTRACT].
63. Id. at 5.02(f).
64. Id. at 5.02(f)(xxviii). Perhaps recognizing this tension, the following

“catch all” provision appears at the end of the section about the Executive
Committee: “In no case shall the Executive Committee take any action that
would be deemed to cause either Project to be operated in a manner other
than exclusively for charitable purposes consistent with Section 501(c)(3) of
the Tax Code.” See id. at 5.02(h).



532 NYU JOURNAL OF LAW & BUSINESS [Vol. 14:507

ber of young people served in the program falls below certain
threshold levels,65 and, following the exercise by a lender of its
right to discontinue funding, the unanimous vote of the
lender committee is required before any additional enroll-
ments occur or expenses are incurred.66

Although the Code may support the general principal
that, as in a commercial loan, a PFS investor should be able to
approve decisions that will have a material economic impact
on an exempt service provider so long as it does not interfere
with operational decisions about delivery of services, it is not
always possible to separate economic decisions from program-
matic decisions. A commercial loan is quite different than an
investment in a PFS program, the latter being an inherently
more collaborative vehicle to bring together various stakehold-
ers to design, fund and deliver an intervention; because of the
collaborative nature of PFS programs, investors may exert cer-
tain influence even when they do not have formal decision-
making authority.

c. Corporate Form, Tax Status, and Control of
Intermediary
In nine PFS programs, the intermediary has been a newly

formed special purpose vehicle (four of which were tax-ex-
empt entities, and five of which were for-profit entities) which
is owned or controlled by an existing tax-exempt entity.67 In

65. See MASSACHUSETTS JUSTICE PFS CONTRACT, supra note 48, at H-6–7.
66. See id. at H-14–15.
67. In the Massachusetts Justice and Utah Homelessness and Recidivism

programs, the intermediary is a tax-exempt not-for-profit corporation. See
Youth Services, Inc., Articles of Organization, http://corp.sec.state.ma.us/
CorpWeb/CorpSearch/CorpSummary.aspx?FEIN=461695065&SEARCH_
TYPE=1; UTAH HOMELESSNESS AND RECIDIVISM PFS CONTRACT, supra note 62,
at 1. In the Massachusetts Homelessness program, it is a tax-exempt LLC. See
Massachusetts Alliance for Supportive Housing LLC, Certificate of Organiza-
tion, http://corp.sec.state.ma.us/CorpWeb/CorpSearch/CorpSum-
mary.aspx?FEIN=001139685&SEARCH_TYPE=1. In the Ohio Child Welfare,
NYS Community Re-entry, Chicago Early Childhood, Denver Homelessness
and Massachusetts Workforce programs, the intermediary is a for-profit LLC.
See OHIO CHILD WELFARE PFS CONTRACT, supra note 47, at 2; NYS COMMU-

NITY RE-ENTRY PFS CONTRACT, supra note 53, at 2; NONPROFIT FINANCE FUND,
CHILD–PARENT CENTER PAY FOR SUCCESS INITIATIVE – PROJECT CONTRACT, at
1, http://www.payforsuccess.org/sites/default/files/resource-files/o2014-
8677_0.pdf; DENVER HOMELESSNESS PFS CONTRACT, supra note 61, at 5; MAS-
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four PFS programs, the entity serving in this role is an existing
tax-exempt entity that plays other roles in the PFS program.68

The intermediary is governed in accordance with its orga-
nizational documents, by a board (in the case of a corpora-
tion) or by one or more members (in the case of an LLC), and
by the law of the relevant jurisdiction. However, as mentioned
above, most significant decisions with respect to a PFS pro-
gram are subject to approval by the government entity serving
as outcome payor and the social service provider, and, for cer-
tain decisions that may impact their investments, the investors.
In addition, in the PFS programs in which equity investors
purchase LLC interests in the SPV issuer serving as intermedi-
ary, those investors may receive voting and other control rights
over that intermediary.69

Factors that may drive the choice of corporate form and
tax-status of the intermediary include (1) private foundations
may prefer to make grants and/or program-related invest-
ments to tax-exempt entities to avoid the expenditure over-
sight or other responsibilities that accompany grants to non-
exempt recipients;70 (2) investors that are banks may require

SACHUSETTS WORKFORCE PFS CONTRACT, at 5, http://www.mass.gov/anf/
docs/anf/ma-pathways-to-econ-advancement-amended-091216.pdf.

68. In the Rikers Island program, MDRC served as intermediary and pro-
gram coordinator. See MDRC Diagram of Project Structure and Key Partners,
NONPROFIT FINANCE FUND http://www.payforsuccess.org/sites/default/files/
resource-files/sib-stakeholders-large.pdf. In the Utah Preschool program,
United Way of Salt Lake serves as intermediary and program coordinator to
manage repayments to lenders. Park City Community Foundation oversees a
Performance Account Manager that serves as a fiscal agent. See Blum et al.,
supra note 17, at 10–11. In the Santa Clara Homelessness program, up-front
financing and outcome payments flow through operating accounts held by
service provider Abode Services. See NONPROFIT FINANCE FUND, PROJECT WEL-

COME HOME – SERVICE PROVIDER AGREEMENT, at § 4.04 (2015), http://www
.payforsuccess.org/sites/default/files/resource-files/Attachment-139169
.pdf. In the South Carolina Family Health program, an existing not-for-profit
corporation established by the state legislature to award grants serves as fi-
nancial trustee. See SOUTH CAROLINA PFS CONTRACT (2016), https://www.sc
dhhs.gov/sites/default/files/2016_0321_AMENDED%20NFP%20PFS%20
Contract_vFinal%20Executed.pdf.

69. See NYS COMMUNITY RE-ENTRY PFS CONTRACT, supra note 53, at 14–15.
The investment agreements for these programs are not publicly available,
but we expect these voting and other control rights are generally passive
rights vis-à-vis the service provider so as not to conflict with the governance
and management regime set forth in the PFS contract.

70. See Treas. Reg. § 53.4945-5(b).
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that a borrower be a tax-exempt entity in order to earn Com-
munity Reinvestment Act credits; (3) investors may view cer-
tain corporate forms as more favorable for purposes of tax
treatment, secondary sales to other investors, or treatment in
the event the borrower enters a bankruptcy scenario; (4) the
government instrumentality may prefer that success payments
be made to a tax-exempt entity whose directors and officers
are bound by the nonprofit laws and fiduciary duties of that
government’s jurisdiction; and (5) the parties may want to
avail themselves of the exemption from registration under the
federal securities laws available for certain securities issued by
nonprofit corporations.71

With respect to control over the intermediary’s assets, up-
front capital and success payments are generally deposited
into a bank account of the intermediary. The intermediary en-
ters into a pledge and security agreement pursuant to which it
grants the lenders a priority lien and security interest in the
bank account and all of its rights to receive payments under
the PFS contract.72 The intermediary also enters into a deposit
agreement with the investors and the account bank setting
forth the limited circumstances under which the intermediary
may withdraw and apply funds, and the investors’ right to take
control over the account if there is an the event of a default
under the PFS contract and apply all amounts in the account
as described in the PFS contract.

d. Disbursement of Funds to Service Providers
After the up-front capital is deposited into the intermedi-

ary’s account, it disburses payments to the social service pro-
vider and other third parties, such as the evaluator and techni-
cal service provider, for costs incurred in connection with the

71. See Section 3(a)(4) of the Securities Act of 1933, 14 U.S.C. § 77c (the
“Act”). It does not appear that entity choice has been driven by securities
laws. In the NYS Community Re-entry program, in which the investments are
most likely to be viewed as securities rather than loans, we understand that
the parties have relied primarily on the exemption from registration under
Section 4(a)(2) of the Act for sales of securities by an issuer (either for-profit
or tax-exempt) “not involving any public offering” (which generally means
the offering is made to a small number of sophisticated investors).

72. See NONPROFIT FINANCE FUND, CHILD–PARENT CENTER PAY FOR SUC-

CESS INITIATIVE, at § 2.1 (2014), http://www.payforsuccess.org/sites/de
fault/files/resource-files/o2014-8677_0.pdf.
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intervention. The timing of disbursements is typically set forth
in a schedule in the PFS contract, and the amounts are typi-
cally intended to reimburse service providers for costs in-
curred throughout the duration of the project.

e. Assets Contributed by Social Service Providers
In general, the social service providers contribute time,

resources, expertise and labor to the transaction. They are typ-
ically compensated in the form of reimbursement for costs in-
curred for delivering the services. However, in the Massachu-
setts Justice and Santa Clara Homelessness programs, the ser-
vice provider also contributed to the upfront capital needed to
support the project by agreeing to defer reimbursement of a
portion of their fees until after the project demonstrates cer-
tain outcomes, and, in the Massachusetts Justice program, un-
til after investors are paid in full.73 If service providers’ reim-
bursements fall short of the true costs of delivering services, or
there are delays between when they incur a cost and when they
are reimbursed, then the difference between costs incurred
and reimbursed (or the lost value while awaiting reimburse-
ment) would also represent a contribution of assets by the so-
cial service provider.

II.
THE PRIVATE BENEFIT DOCTRINE

The private benefit doctrine prohibits more than inciden-
tal benefit conferred on private parties by organizations recog-
nized as tax-exempt, including those recognized under section
501(c)(3) of the Code. Unlike the related prohibition on pri-
vate inurement, which prohibits benefits conferred on insid-
ers,74 the basis for the private benefit doctrine is not found in
the Code itself. Instead, its textual authority is contained in the
IRS Treasury Regulations, which provide that, “An organiza-
tion is not organized or operated exclusively for one or more

73. See MASSACHUSETTS JUSTICE PFS CONTRACT, supra note 48, at H-2, H-
9–10; Project Welcome Home Fact Sheet, supra note 48 at 2.

74. Section 501(c)(3) permits exemption to an organization only if “. . .
no part of the net earnings of which inures to the benefit of any private
shareholder or individual.” I.R.C. § 501(c)(3) (2015).
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[charitable] purposes unless it serves a public rather than a
private interest.”75

The IRS’s and the courts’ application of the private bene-
fit doctrine has been far from consistent since its first appear-
ance.76 In early iterations, the doctrine was often a proxy for
the common law principle that organizations could only be ex-
empt if they served a class of beneficiaries that was sufficiently
broad.77 Throughout its history, private benefit has also been
confused with private inurement, with the courts and the IRS
summoning the doctrine when the benefits in question flowed
to insiders who were personally or professionally associated
with the exempt organization.78 By the 1980s, however, the
private benefit doctrine began to be redefined to focus on a
concern that remains at its core today: the distribution of ben-
efits through an organization’s otherwise exempt activities to
persons or entities outside of the organization’s charitable
class.79 We discuss benefits conferred on outsiders resulting

75. Treas. Reg. § 1.501(c)(3)–1(d)(1)(ii).
76. See, e.g., John D. Colombo, Private Benefit: What Is It, and What Do We

Want It To Be?, Annual Conference of the National Center on Philanthropy
and the Law (2011), http://ncpl.law.nyu.edu/zz_resources/documents/
JohnColomboFormattedNCPLPaper2011.pdf; Darryll K. Jones, Third-Party
Profit-Taking in Tax Exemption Jurisprudence, 2007 B.Y.U. L. REV. 977, 984.

77. Compare Rev. Rul. 75-286, 1975-2 C.B. 210 (1975) with Rev. Rul. 68-14,
1968-1 C.B. 243 (1968) (indicating that an organization dedicated to im-
proving one city block is ineligible for exempt status because it did not serve
a large enough class to be charitable, but an organization devoted to beauti-
fying an entire city is eligible).

78. This confusion may not be entirely surprising, as the IRS has articu-
lated that private inurement is a subset, albeit a distinct one, of the private
benefit doctrine. See I.R.S. Gen. Couns. Mem. 39862 (Nov. 21, 1991); Harvey
P. Dale, Permitting Inurement: Reconsidering Sanctions for Charities Impermissibly
Benefitting Insiders 13–14 (Nov. 2011), http://ncpl.law.nyu.edu/zz_resources
/documents/HarveyDaleUpdatedFormattedNCPLPaper2011.pdf. This con-
fusion is nonetheless striking, as these two features of the Code’s operational
test are dramatically different in the way that they function. See Harvey P.
Dale, The Crux of Charity: Inurement, Private Benefit, and Excess Benefit Transac-
tions 14 (Oct. 28, 2004) http://ncpl.law.nyu.edu/pdfs/2004/
Conf2004_Dale_DRAFT.pdf (“[T]he inurement rules require the finding of
an ‘insider’ and are then trigger happy; the private benefit rules apply to any
recipient of a private benefit but require a balancing of benefits to the pub-
lic against the benefits to the recipient.”).

79. This is not to suggest that the private benefit doctrine has been doc-
trinally consistent thereafter. Confusion with the private inurement prohibi-
tion or the requirement of a sufficient charitable class has persisted. See Co-
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from contractual relationships—what we call “transactional
private benefit”—in Part II.A below.

More recently, regulatory scrutiny has been especially fo-
cused on the private benefit implications of joint ventures be-
tween exempt organizations and profit-taking co-venturers.
While such arrangements have been possible without inordi-
nate private benefit since 1980, the IRS and the courts closely
scrutinize such arrangements not only to examine the extent
of the benefits obtained by the private parties, but also to focus
on indicators such as control by private parties over the joint
venture and its charitable activities.80 While the application of
the doctrine is less clear in scenarios in which an exempt or-
ganization contributes only a portion (rather than all) of its
assets to the joint venture, it appears that a more relaxed appli-
cation of the doctrine will apply in that scenario.81 However,
joint venture activity continues to present particular concerns
in assessing whether private benefit is more than incidental in
relationships between exempt organizations and profit-making
entities, as discussed further in Part II.B below.

A. Transactional Private Benefit
In 1987, the IRS issued guidance articulating a more re-

fined approach to the private benefit doctrine. IRS General
Counsel Memorandum 39,598 addressed the question of
whether a subsidiary of the exempt parent organization of a
reorganized hospital system, which leased a medical office
building from a partnership controlled by physicians on the
staff of the exempt hospital in the system and which subleased
most of the space in the building to another partnership con-
trolled by the same physicians, qualified for exemption under

lombo, supra note 76, at 17–18 (reporting that a sampling of Private Letter
Rulings for a 17-month period revealed a substantial number of the rulings
that actually applied the private benefit doctrine were in one or the other of
those categories). The IRS has also turned to the private benefit doctrine to
address a series of disparate practices that do not reflect this core concern.
See, e.g. Rev. Rul. 2006-27, 2006-1 C.B. 915 (2006) (circular cash flow arrange-
ments benefiting sellers of homes to low-income purchasers).

80. Plumstead Theater Soc’y, Inc. v. Comm’r, 74 T.C. 1324 (1980), aff’d,
675 F.2d 244 (9th Cir. 1982); Redlands Surgical Servs., Inc. v. Comm’r, 113
T.C. 47, 71–97 (1999), aff’d, 242 F.3d 904 (9th Cir. 2001).

81. Rev. Rul. 2004-51, 2004-1 C.B. 974 (2004).
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section 501(c)(3) of the Code.82 In determining that the sub-
sidiary would not be eligible for exemption, the IRS observed
that,

A private benefit is considered incidental only if it is
incidental in both a qualitative and a quantitative
sense. In order to be incidental in a qualitative sense,
the benefit must be a necessary concomitant of the
activity which benefits the public at large, i.e., the ac-
tivity can be accomplished only by benefiting certain
private individuals. . .To be incidental in a quantita-
tive sense, the private benefit must not be substantial
after considering the overall public benefit conferred
by the activity.83

In applying these tests to the facts, the Memorandum
spelled out in some detail how exacting the IRS was prepared
to be in analyzing the fairness of the terms of transactions in
order to determine whether the private benefit conferred was
substantial. Comparing these facts to those described in a pre-
vious General Counsel Memorandum in which a rural hospital
purchased adjacent land to lease to medical staff and financed
construction of a facility for their use on that site, General
Counsel Memorandum 39,598 noted that in the earlier analy-
sis, “the financing at a reasonable rate and the lease at fair
rental value resulted in only incidental private benefit, but that
a lease at below fair rental value resulted in more than inciden-
tal private benefit to the staff doctors” and “consideration of
whether this private benefit to the partners [benefiting from
the lease and the financing] brought about by [the hospital’s]
activities was more than incidental in a qualitative sense re-
quires an inquiry into whether the stated purposes of [the hos-
pital] could have been accomplished only by benefiting these
private individuals in this manner.”84 General Counsel Memo-
randum 39,598 further distinguished the earlier guidance, as-
serting, “Again, no evidence has been presented in the instant
case to suggest that the lease/sublease/management arrange-
ment is similarly commercially reasonable.”85

82. I.R.S. Gen. Couns. Mem. 39,598 (Jan. 23, 1987).
83. Id. at 6.
84. Id. at 7–8.
85. Id. at 9.
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The second test articulated by the IRS in General Counsel
Memorandum 39,598, the quantitative test, was later em-
braced by the courts in American Campaign Academy v. Commis-
sioner, in which the tax court compared the “primary” public
benefit of training individuals to be campaign professionals
with the “secondary” private benefit of supplying that talent to
an undue extent to the Republican party.86 Noting the over-
whelming extent to which the training programs offered by
petitioner were producing Republican candidates for elective
office, the tax court concluded that, notwithstanding other in-
stances in which numerous private employers had benefitted
from job training programs operated by exempt organizations,
the concentration of benefits in a single private entity, the Re-
publican party, made the private benefit substantial and, at
least implicitly, outweighed the public benefit of having better
trained candidates for public office.87

The quantitative test was later applied by the IRS in a sig-
nificant ruling in 1997 involving incentives offered by hospitals
used to recruit physicians to join a hospital’s medical staff or
provide medical services in the community.88 Analyzing a se-
ries of fact patterns in which hospitals offered various recruit-
ment incentives such as relocation expenses, bonuses, mort-
gage assistance, insurance subsidies, and facilities subsidies,
the ruling concluded that such inducements did not violate
the private benefit doctrine because “. . . the community bene-
fit provided by the activity outweighs the private benefit. . . .”89

Because the ruling emphasized that these recruitment efforts
were motivated by a need to bring medical services not already
sufficiently available in the community, the ruling applied the

86. Am. Campaign Acad. v. Comm’r, 92 T.C. 1053, 1073 (1989). This
“secondary benefit” analysis, outside the context of transactional relation-
ships, had been introduced earlier in IRS guidance. See Rev. Rul. 70-186,
1970-1 C.B. 128 1970 IRB LEXIS 607 (Activities of a private lake front organ-
ization to improve the lake as a recreational facility benefitted individual
homeowners as well as serving a charitable purpose, but not to an extent that
precluded exemption); Rev. Rul. 75-471, 1975-2 C.B. 207, 1975 IRB LEXIS
191 (Individual film makers whose films were shown at a film festival spon-
sored by an organization received a private benefit from the activity, but not
a sufficient benefit to make the organization ineligible for exemption).

87. Am. Campaign Acad., 92 T.C. 1070–1072 (1989) (distinguishing Rev.
Rul. 76-456, 1976-2 C.B. 151).

88. Rev. Rul. 97-21, 1997-1 C.B. 121.
89. Id at 11.
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quantitative test in a manner that relied on a community bene-
fit that goes beyond the charitable activity already conducted
by a hospital, a “value added” that justifies private benefit to
the extent of the recruitment incentives.90

While the qualitative test was not explicitly discussed in
American Campaign Academy, it is a theme that had been articu-
lated by the IRS and the courts prior to the dual tests articu-
lated in General Counsel Memorandum 39,598, and contin-
ued to appear thereafter. For example, in est of Hawaii v. Com-
missioner the tax court had examined the particulars of a
business arrangement between an organization seeking recog-
nition of exempt status for its self-realization seminars (which
the court accepted as being charitable in nature) and three
existing for-profit corporations, denying exemption because
“petitioner’s only function is to present to the public for a fee
ideas that are owned by [one of the for-profit corporations]
with materials and trainers that are supplied and controlled by
[another of the for-profit corporations].”91  The court con-
cluded that the exempt participant was “part of a franchise sys-
tem which is operated for private benefit” and was “simply an
instrument to subsidize” private investors and not vice versa.92

This willingness to examine the particulars of business re-
lationships in assessing whether the private benefit was sub-
stantial was later illustrated in two of the three examples ac-
companying the Treasury Regulations issued describing pri-
vate benefit transactions.93 In the second example, the
regulations describe an art museum with an independent
Board of Trustees, unrelated to the artists whose work it dis-
plays, that enters into consignment arrangements that allocate

90. Id. Presumably, recruitment incentives offered to lure physicians
away from other local hospitals would have produced a different result. See
DOUGLAS M. MANCINO, TAXATION OF HOSPITALS AND HEALTHCARE ORGANIZA-

TIONS loc. § 20.02[4][f] (2017) (ebook). This was not the first time that the
IRS relied upon an identifiable additional benefit, beyond that provided by a
hospital’s ongoing charitable activity. I.R.S. General Counsel Memorandum
39,598 had itself cited this feature with approval when first articulating the
dual tests, noting that, in I.R.S. General Counsel Memorandum 37,789, “The
hospital in question was the only non-profit general hospital in a rural com-
munity without any specialists in certain areas such as orthopedic surgery
and gynecology.” I.R.S. Gen. Couns. Mem. 39,598 at 7 (Dec. 8, 1986).

91. Est of Hawaii v. Comm’r, 71 T.C. 1067, 1080 (1979).
92. Id. at 1080-81.
93. Treas. Reg. § 1.501(c)(3)-1(d)(1)(iii).
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90% of the sales proceeds to those artists.94 The example con-
cludes that the museum is ineligible for exempt status, “Be-
cause [the museum] gives 90 percent of the proceeds from its
sole activity to the individual artists, the direct benefits to the
artists are substantial and [the museum’s] provision of these
benefits to the artists is more than incidental to its other pur-
poses and activities. . .This arrangement causes [the museum]
to be operated for the benefit of private interests in violation
of the restriction on private benefit . . .”95 In the third exam-
ple, a training organization licenses its curriculum from a for-
profit corporation, and that corporation also provides teachers
for the program and is assigned the rights to any new course
materials developed by the training organization.96 The regu-
lation concludes that the training organization is ineligible for
exempt status because its activities are conducted for the bene-
fit of the for-profit corporation, “regardless of whether the roy-
alty payments from [the training organization] to [the for-
profit corporation] for the right to teach the program are rea-
sonable.”97

An examination of business relationships in the private
benefit context also appeared in the Seventh Circuit’s decision
in United Cancer Council v. Commissioner.98 In an appeal from a
tax court ruling revoking exempt status for a cancer preven-
tion charity that contracted to pay more than 90% of its solici-
tation proceeds to a professional fundraiser on private inure-
ment grounds, the court of appeals reversed, observing that,
“There was no diversion of charitable revenues to an insider
here, nothing that smacks of self-dealing, disloyalty, breach of
fiduciary obligation or other misconduct of the type aimed at
by a provision of law that forbids a charity to divert its earnings
to members of the board or other insiders.”99 But Judge Pos-
ner went further, and suggested that on remand the matter
might be adjudicated under the private benefit doctrine:

94. Id. at Example 2.
95. Id.
96. Treas. Reg. §1.501(c)(3)-1(d)(1)(iii), Example 3.
97. Id.
98. United Cancer Council v. Comm’r, 165 F.3d 1173 (7th Cir. 1999).
99. Id. at 1179. This holding seems manifestly correct, as the degree of

control that characterizes inurement should not be inferred from the extent
of the benefit conferred.
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The usual “private benefit” case is one in which the
charity has dual public and private goals . . . and that
is not involved here. However, the board of a charity
has a duty of care, just like the board of an ordinary
business corporation . . . and a violation of that duty
which involved the dissipation of the charity’s assets
might (we need not decide whether it would—we
leave that issue to the Tax Court in the first instance)
support a finding that the charity was conferring a
private benefit, even if the contracting party did not
control, or exercise undue influence over, the char-
ity. This, for all we know, may be such a case.100

In effect, Judge Posner was articulating a theory of the pri-
vate benefit doctrine that served to protect exempt organiza-
tions from themselves, and preclude them from entering into
arrangements that put their assets at undue risk.101

The occasions on which the IRS and the courts have ex-
amined benefits conferred on outsiders that result from con-
tractual relationships leaves even the most careful reader with-
out a clear indication about how the qualitative test will be ap-
plied in determining whether a particular charitable activity
“can be accomplished only by benefiting certain private indi-
viduals.”102 Some of these occasions have been instances of
business terms that favor private parties to a disproportionate
extent.103 Others carry more than an intimation that the pri-
vate parties, though independent in the strict private inure-
ment sense, nevertheless exercise influence over the charity to
an unsavory extent.104 Still others involve arrangements that
give outsiders control over all or part of the manner in which
the charitable activity in question is carried out, or control

100. Id. at 1179–80 (internal citations omitted).
101. See Colombo, supra note 76, at 11.
102. I.R.S. Gen. Couns. Mem. 39,862, at 5 (Nov. 22, 1991).
103. See, e.g. Treas. Reg. § 1.501(c)(3)-1(d)(1)(iii), Example 2 (artists re-

ceive 90% of sale proceeds of their work).
104. See, e.g., Est of Hawaii v. Comm’r, 71 T.C. 1067, 1080 (1979) (“To

accede to petitioner’s claim that it has no connection with International is to
ignore reality. While it may be true that they are not formally controlled by
the same individuals, International exerts considerable control over peti-
tioner’s activities.”).
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over the assets necessary to do so.105 These egregious instances
may be the genesis of the IRS’ and the courts’ unwillingness to
presume that transactions with outsiders are inherently con-
ducted at arms-length.106

Nevertheless, from the earliest articulation of the modern
formulation of the doctrine in General Counsel Memorandum
39,598 through Judge Posner’s observations in United Cancer
Council, these and other examples demonstrate the IRS’s and
the courts’ willingness to examine deal terms to confirm that
alternatives to transactions with particular private individuals
were not available.107 That propensity seems to require an ex-
amination not only of whether a particular type of transaction
is appropriate, but also whether the specific terms of a transac-
tion unduly favor parties outside the beneficiary class.108 In
practice, that examination of the specific terms of any transac-

105. See, e.g., Treas. Reg. § 1.501(c)(3)-1(d)(1)(iii), Example 3 (2017); Est
of Hawaii, 71 T.C. at 1080.

106. The way in which the IRS has chosen to deal with transactions with
outsiders in transition to becoming insiders presents a curious conceptual
contrast. In the proposed Treasury Regulations implementing I.R.C. § 4958,
the IRS had included the setting of initial compensation for an incoming
“key employee” as a potential excess benefit transaction involving a disquali-
fied person. After extensive public comment noting that those negotiations
should be considered to be at arms-length, and acknowledging the United
Cancer Council holding in the preamble, the final regulations omitted that
coverage. Treas. Reg. § 53.4958-4(a)(3) (2017); see Dale, The Crux of Charity,
supra note 78, at 17.

107. I.R.S. Gen. Couns. Mem. 39,598 at 5 (January 23, 1987). For this rea-
son, Judge Posner likened the prohibition against private benefit to the duty
of care under corporate law, applicable in situations where a “dual benefit”
was not part of the transaction’s design and the outcome reflected fiduciary
neglect or ineptitude. One commentator likened this to “alternate means of
supervising ‘bad’ agreements between exempt charities and for-profit outsid-
ers” and proposed a new federal standard of “failure to conserve charitable
assets” for the private benefit doctrine. Colombo, supra note 76, at 25–47.
Another suggested that compensation arrangement with outsiders might
better be regulated by the introduction of a strengthened version of the pri-
vate inurement regulations under I.R.C. § 4958, among other reforms. Jill S.
Manny, Nonprofit Payments to Insiders and Outsiders: Is the Sky the Limit?, 76
FORDHAM L. REV. 735 (2007). If Judge Posner is correct, that framework may
already be in place.

108. I.R.S. Gen. Couns. Mem. 39,598 at 5 (January 23, 1987), citing I.R.S.
Gen. Couns. Mem. 37,789 (December 18, 1978) (“We determined that the
financing at a reasonable rate and the lease at fair rental value resulted in
only incidental private benefit, but that a lease at below fair rental value
resulted in more than incidental private benefit to the staff doctors.”).
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tion inevitably leads to an assessment of the extent to which
particular deal terms favor those private parties, leading the
qualitative test to resemble the quantitative test in its applica-
tion.

Questions remain unresolved about the application of
both the qualitative and the quantitative tests in the future.
How closely is the IRS prepared to examine the advantages
and disadvantages of deals between exempt organizations and
outsiders, and condition exempt status on the terms of those
deals? Will those transactions be permissible in the absence of
grossly disproportionate private benefit or undue influence by
private parties over charitable activities and assets? How much
public benefit must accrue in order to outweigh the private
benefit in transactions in which the private benefit takes the
form of variable returns? Must those returns necessarily be
capped or controlled to insure the balance favors the public
benefit? Can the “value added” take the conditional form of a
mitigation of risk that would otherwise be assumed to the det-
riment of the public interest, for example preventing the gov-
ernment from paying for ineffective programs?

In the context of PFS programs, the participation of gov-
ernment entities with the authority to approve project design
and the amount of payments that will be available to private
investors, cannot in and of itself inoculate an exempt partici-
pant in a PFS program when conferring more than an insub-
stantial private benefit, unless that government entity is the
IRS.109 Similarly, the fact that it is a government and not an
exempt entity that makes success payments to private parties
may be one helpful fact that weighs against a finding of imper-
missible private benefit, but it is also not curative if the exempt

109. The extent of that governmental entity’s review of private benefit is-
sues would likely be limited to requiring exempt participants to represent, or
their counsel to opine, that no such problem lurks in a particular proposed
PFS program. Of course, the IRS’s blessing could be obtained by exempt
participants through the Private Letter Ruling process, much as one pro-
gram coordinator (Social Finance Inc.) received a “no-action” letter from
the Securities and Exchange Commission indicating it “would not recom-
mend enforcement action . . . if Social Finance were to assist various not-for-
profit social service providers in obtaining funding for their operations or
social programs through the offer and sale of SIBs without registering as a
broker-dealer pursuant to Section 15(b) of the Exchange Act.” Social Fi-
nance Inc., SEC No-Action Letter, (November 13, 2014).
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participants agree to arrangements that unduly favor private
investors.

1. Applying the Qualitative Test to PFS Programs
a. Fiscal Intermediaries

Most PFS programs to date feature an intermediary at the
center of the structure, as a kind of hub through which various
start-up and supporting activities are funded, loan funds flow
to service providers, and, if the outcome targets are met, suc-
cess payments flow to lenders. When an exempt SPV or an ex-
isting exempt organization serves as intermediary, their partic-
ipation triggers questions about the possibility of more than
incidental private benefit.110 Is the activity supported by the
intermediary in furtherance of its charitable purpose, and can
that activity be conducted without the participation of private
investors who stand to benefit from the program?

The activities supported by the exempt intermediary—the
delivery of preventative social services and other interventions
that are designed to address social problems and serve popula-
tions—are clearly charitable; these activities are at the core of
the Code’s classification of charitable purposes.111 As to
whether the activity can be performed without the participa-
tion of the private parties, each PFS program is premised upon
a conviction that the intervention, at least on the scale envi-
sioned by each PFS program, will not be funded directly by the
government and cannot be adequately supported by private
philanthropy or other third-party sources.112 Intermediaries
that are pre-existing exempt entities with other charitable ac-
tivities may rely on that premise in justifying their participa-
tion. Moreover, intermediaries that have been formed specifi-
cally for the purpose of serving one or more PFS programs

110. In instances where the SPV exists solely to facilitate a single PFS pro-
gram and brings no assets of its own to that program, then concerns about
the SPV itself conferring a more than incidental benefit to outsiders are lim-
ited to the assets provided pursuant to the PFS contract, but may neverthe-
less present a private benefit problem.

111. The Code reflects a conception of “charity” that has its antecedents
in the Elizabethan Statute of Charitable Uses, 44 Eliz. 1, C4. (1601) (charita-
ble funds include those dedicated to “. . . relief of aged, impotent and poor
people . . . and for aid or ease of any poor inhabitants.). See also, infra notes
176–77 and accompanying text.

112. See MCKINSEY REPORT, supra note 20, at 17–18.
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have no other charitable purpose other than such participa-
tion, and those activities cannot be conducted without the par-
ticipation of private parties.

b. Program Coordinators and Deal Advisors
Program coordinators and deal advisors perform roles in

PFS programs that are less likely to implicate the private bene-
fit doctrine. They are primarily compensated in the form of a
fixed fee that is neither contingent upon outcomes nor secon-
dary to the financial interests of investors.113

When an intermediary is an SPV supported by a program
coordinator or deal advisor that is an exempt organization,
there may be private benefit implications should their role or
compensation structure evolve in certain directions in the fu-
ture. If, for example, the program coordinator or deal advisor
were also to serve as a junior lender, then its ability to receive
repayment, let alone share in the success payment, may be cir-
cumscribed by that junior position. More problematically, if its
fees are subordinated to the repayment and compensation of
for-profit investors, then the terms of the subordination may
be tilted toward those investors to an extent that the qualita-
tive test cannot be met because the activity could have been
conducted without offering that deal term.

c. Social Service Providers
The social service providers that deliver the services in or-

der to produce the targeted outcomes have existed in tax-ex-
empt form in most of the domestic PFS programs to date.114

They have not had a direct contractual relationship with inves-
tors, as investors are not parties to the PFS contract or other
contracts that the SPV enters into with the various service prov-
iders for the interventions. However, investors do retain cer-
tain rights in their loan agreements with the SPV, which are
repeated in the PFS contracts, such as the right to attend criti-
cal meetings devoted in whole or in part to program service
matters, to receive certain information about the progress of

113. However, in some PFS programs, the program coordinator, deal advi-
sor or other managing entity may be eligible to receive an additional “clos-
ing fee” that varies depending upon the success of the service intervention.
See BROOKINGS REPORT, supra note 25, at 16.

114. Supra Part I.B.1.
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the interventions, and to terminate the PFS program if key ser-
vice milestones are not met.115 The funding that the service
providers receive to deliver services has generally not been
contingent upon the investors’ receipt of success payments, al-
though the service providers may receive parallel incentives
for achieving the outcomes that trigger those success pay-
ments.116

Past social service providers have delivered services that
are indisputably charitable, services that those exempt organi-
zations have a track record of delivering successfully in their
other exempt activities. However, whether attracted to the
scale of the services or the innovative strategies being deployed
in the PFS program, they are participating in PFS programs to
meet needs that are not being funded adequately in their
other work. That leaves no identifiable alternatives for service
providers that are unable to self-fund these activities, and am-
ple justification for their participation in structures in which
private investors are induced to fill the breach—they cannot
provide the services, at least at that scale and using that service
model, without the participation of those private parties.117

d. Guarantors
In two PFS programs to date, philanthropic participants

have provided guarantees to protect investors partially from
potential losses. Does the extension of guarantees or other
protections for private investors by philanthropy itself pose a
private benefit problem? First, we should recognize that one
or more private foundations could directly fund the delivery of
services that are the subject of the guarantee in non-recover-
able grants in their entirety, so this commitment of philan-
thropic resources should thus not in and of itself create such a

115. Supra Part I.B.2.b.
116. For example, the service provider in the Massachusetts Justice PFS

program, may receive up to $3.26 million in deferred fees, depending upon
outcomes, see MASSACHUSETTS JUSTICE PFS CONTRACT, supra note 48, at H-2,
and the service provider in the Santa Clara Homelessness program may re-
ceive up to $500 million in deferred fees to be repaid only if successful out-
comes are achieved, see supra note 68, at 2.

117. In this case, the appropriate question is not whether the government
could or should directly fund these services, but rather whether the govern-
ment is in fact offering that alternative to the service providers. As to the
former, see infra Part IV.
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problem. Such guarantees may also generate benefits that
would not be available in traditional grant making, notably the
willingness of government to commit to social services pro-
grams on a more substantial scale due to the shifting of the
risk of failure to private investors. While a guarantee, particu-
larly a substantial commitment like that extended in the Rikers
Island program, is undeniably an enormously valuable benefit
to a private party, we cannot conclude that such a benefit is by
its nature excessive.

The possibility of these guarantees creating a private ben-
efit issue is also unlikely given the approach that the IRS has
taken to collaborations between private investors and private
foundations when private foundations make program-related
investments. The IRS has repeatedly sanctioned program-re-
lated investments in partnerships and other vehicles that in-
clude participation by private investors, including projects for
the construction of hotels and other improvements that are
designed to revitalize deteriorated urban areas and projects in-
tended to promote environmental preservation.118 That gui-
dance includes approval of program-related investments in the
form of guarantees.119

118. See I.R.S. Priv. Ltr. Rul. 8923070 (Mar. 16, 1989) (loan to a private
developer to rebuild blighted area is a program-related investment); I.R.S.
Priv. Ltr. Rul. 8807048 (Nov. 23, 1987) (private foundation’s purchase of an
equity interest in a for-profit holding company that invests in expanding bus-
iness ventures in a distressed community is a program-related investment);
I.R.S. Priv. Ltr. Rul. 8549039 (Sept. 10, 1985) (private foundation’s invest-
ment in the stock of a private developer who will bid on a project to rede-
velop a blighted property is a program-related investment); I.R.S. Priv. Ltr.
Rul. 8301110 (Oct. 8, 1982); I.R.S. Priv. Ltr. Rul. 8136080 (June 12, 1981)
(loans by private foundations to private developers to build hotels in eco-
nomically blighted areas are program-related investments); I.R.S. Priv. Ltr.
Rul. 200610020 (June 13, 2005) (private foundation’s investment in a private
investment fund to help businesses that operate in low income communities
is a program-related investment); I.R.S. Ltr. Rul. 200222034 (Mar. 5, 2002)
(private foundation’s grants to developers to enable them to buy and pre-
serve environmentally sensitive land are not jeopardizing investments); I.R.S.
Priv. Ltr. Rul. 200136026 (June 11, 2001) (private foundation’s investment
in a for-profit financial intermediary that finances environmentally oriented
businesses is not a taxable expenditure); I.R.S. Priv. Ltr. Rul. 9148052 (Sept.
6, 1991) (private foundation’s loan to a partnership that will redevelop city
property into an apartment village for the elderly is a program-related invest-
ment).

119. See I.R.S. Priv. Ltr. Rul. 8124110 (Mar. 20, 1981); I.R.S. Priv. Ltr. Rul.
8105112 (Nov. 10, 1980) (private foundation’s guarantee of loans to a char-
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In sum, none of the tax-exempt participants in PFS pro-
grams structured to date appear to be conferring more than
incidental private benefit when measured by the qualitative
test. However, notwithstanding the proliferating number of
PFS programs, there isn’t yet a sufficient “market” in which to
compare the deal terms of the transactions in the brief history
of this phenomenon. Nor are a sufficient number of market
guideposts likely to emerge in the near future. The wide vari-
ety of social problems addressed by the PFS programs
launched thus far frustrates comparison, as does the inherent
uncertainty of comparing the terms of an intervention that
worked in one geographic area or community to the particu-
lars of a similar intervention in another area or community.
While there are some commonalities, the nature of the under-
lying social problems addressed by the PFS programs to date
range from reducing prison recidivism among young offend-
ers, to creating employment opportunities for ex-offenders, to
reducing the need for special education services in public
schools.120 The assessment of the qualitative aspects of the ac-
companying private benefit should vary depending on the na-
ture of the intervention.

2. Applying the Quantitative Test to PFS Programs
The quantitative test to assess the substantiality of private

benefit requires a balancing of the private and public benefits
conferred as a result of the activity in question. “To be inciden-
tal in a quantitative sense, the private benefit must not be sub-
stantial after considering the overall public benefit conferred
by the activity.”121 The balance is to be measured not by the
totality of the charitable activity conducted by the exempt or-
ganization, but only by the particular activity that confers the
private benefit.122 To avoid the balance tipping toward more
than incidental private benefit, the public benefits achieved
may be enhanced by a “value added” beyond the performance

ity and a private developer for the rehabilitation of an inner-city factory is a
qualifying distribution); I.R.S. Priv. Ltr. Rul. 9826048 (Mar. 31, 1998) (pri-
vate foundation’s investment in an economic development program that will
extend loan guarantees and other financing to small businesses qualifies as a
program-related investment).

120. BROOKINGS REPORT, supra note 25, at 106-118.
121. I.R.S. Gen. Couns. Mem. 39,598, at 5 (Jan. 23, 1987).
122. I.R.S. Priv. Ltr. Rul. 9231047 (July 31, 1992).
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of the ongoing charitable mission of the organization.123

While it is far too early to assess whether the aggregate public
benefits that will in fact be realized by PFS programs will ex-
ceed the private benefit conferred, the designs of the PFS pro-
grams launched to date do aim to create substantial public
benefits in comparison to the returns available to investors.

The application of the quantitative test raises questions
about PFS programs, including how they might evolve in the
future. The private benefit conferred in PFS programs, in the
form of success payments and interest that investors receive,
are limited in current PFS structures.124 Those payments are
capped at a level that will be received if all of the targeted
outcomes are met in the interventions by the service providers;
returns above the capped levels are typically not available even
if better than the maximum projected outcomes are
achieved.125 Applying a balancing test, there would appear to
be no reason why the level of return could not increase so long
as that increase was accompanied by a corresponding increase
in the public benefit, substantiated by evaluation methods con-
firming greater than expected outcomes. One of the current
features that may be deterring “finance first” investors from
participating in PFS programs is this limitation of their possi-
ble returns, given the risks inherent in a new market and a
largely untested investment vehicle. The quantitative test
should not be an impediment to loosening the current restric-
tions.126

The other side of the quantitative equation, the public
benefit, also presents interesting questions for the future of
PFS structures. While the public benefit side of the scale
should include some “value added” beyond the delivery of the
social services, that benefit is not difficult to identify. If PFS
programs allow such services to be delivered on a scale that
would not otherwise have occurred, that benefit alone might

123. Am. Campaign Acad. v. Comm’r, 92 T.C. 1053, 1072–73 (1989).
124. See supra Part I.B.2.a.
125. BROOKINGS REPORT, supra note 25, at 106–18.
126. But see supra Part II.A.1; the qualitative test may still preclude the

transaction, depending upon how closely the IRS and the courts are pre-
pared to examine the specific terms of transactions in order to determine
whether the charitable activity could have been conducted without as much
(or any) benefit to the private interest in any particular PFS program.



2018]BALANCING PUBLIC AND PRIVATE INTERESTS IN PFS PROGRAMS 551

tip the scale in the right direction.127 Moreover, PFS programs
generally focus on preventative rather than remedial services,
in which the results not only address the target populations’
needs but also produce cost savings from outcomes such as
reduced prison populations and fewer children in need of spe-
cial education programs.128 Finally, PFS programs produce a
less tangible, but still significant, benefit in testing the efficacy
of service delivery techniques that may not have been at-
tempted at that scale or may not have been tested using rigor-
ous evaluation methods, which should advance the learning
for the field and lead to better designed programs (and better
use of public dollars) in the future.129

B. Joint Venture Private Benefit
If a transaction or arrangement between an exempt or-

ganization and a for-profit organization amounts to a joint
venture, it triggers a different application of the private bene-
fit doctrine (which we refer to as “joint venture private bene-
fit”). PFS programs to date likely do not fit within the legal
definition of joint ventures. Moreover, even if they did, ex-
empt organizations’ participation in those ventures is likely
permissible, so long as they do not cede control over their
charitable activities to private investors. Nevertheless, IRS rul-
ings and case law on joint venture private benefit offer useful
guidance about identifying boundaries for PFS participants—

127. See BROOKINGS REPORT, supra note 25, at 41.
128. See Orrin Hatch & Kem Gardner, Utah’s Pay for Success Is a Model ready

for Federal Funding, THE SALT LAKE TRIBUNE, Oct. 10, 2015, http://
archive.sltrib.com/article.php?id=3044323&itype=CMSID; V.Kasturi Rangan
& Lisa A. Chase, Up for Debate: The Payoff of Pay for Success, STAN. SOC. INNOVA-

TION REV., Fall 2015, at 31.
129. Investors understandably may seek to fund projects with proven track

records to reduce their risk. See Popper, supra note 24 (“But Goldman has
structured its more recent social impact bonds more like the one in Utah,
which expanded on existing programs that had a successful track record
. . . . ‘The tool of ‘pay for success’ is much better suited to expanding an
existing program,’ Andrea Phillips, a vice president of Goldman’s urban in-
vestment group, said. . . .“). However, where a service delivery model has
been tested, and particularly one that has been tested and replicated on a
larger scale, the risk assumed by private investors will be diminished and the
“public benefit” side of the quantitative equation less compelling. In such
cases, the success payments should be reduced accordingly. See infra Part IV.
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another set of private benefit guideposts to consider as PFS
structures evolve.

1. Are PFS Programs Joint Ventures?
Before addressing the case law defining joint ventures, it

is helpful to first identify who the potential “venturers” would
be in a PFS program. The private benefit doctrine is impli-
cated only when a benefit is conferred on a private party; thus
we are concerned only with the tax-exempt participants, on
the one hand, and the for-profit investors, on the other.130 Any
joint venture would likely be framed as the investors undertak-
ing the enterprise in order to earn returns, and one or more
exempt participants undertaking the enterprise in order to ac-
cess capital to fund or scale their activities (or, in the case of
deal advisors or program coordinators, to earn fees).

A joint venture is “an undertaking by two or more persons
jointly to carry out a single business enterprise for profit.”131 It
is essentially “a partnership for a limited purpose” with “legal
consequences. . .almost identical to that of a partnership.”132

Whether a partnership or joint venture exists is “primarily a
factual question to be determined. . .from the evidence and

130. PFS programs without for-profit investors or other for-profit partici-
pants do not present a private benefit issue. For those PFS transactions in
which for-profit entities have assumed non-investor roles—for example, in
the Santa Clara Homelessness program, Palantir Technologies is the “tech-
nology partner” (see supra note 68) and in the Asthma Management Demon-
stration Project, Collective Health, a for-profit social enterprise, is the evalu-
ator (see Press Release, Social Finance, Asthma Management Demonstration Pro-
ject in Fresno, CA Paves Way for Social impact Bond (Mar. 25, 2013), http://
www.payforsuccess.org/sites/default/files/resource-files/fresno_asthma_
demonstration_project_press_release_0.pdf—unless these parties share in
profits and losses and have some degree of joint control with exempt organi-
zations over the intervention, their participation does not present a mean-
ingful issue under the joint venture private benefit analysis.

131. Nelson v. Abraham, 29 Cal. 2d 745, 749 (1947); Yokel v. Hite, 809
N.E.2d 721, 728 (Ill. App. Ct. 2004).

132. Gramercy Equities Corp. v. Dumont, 531 N.E.2d 629, 629 (N.Y.
1988); Pedersen v. Manitowoc Co., 255 N.E.3d 146, 146 (N.Y. 1969) (citing
Hardin v. Robinson, 178 A.D. 724, 729 (App. Div. 1916)); Bank of Cal. v.
Connolly, 36 Cal. App. 3d 350, 364 (1973) (“Although a partnership ordina-
rily involves a continuing business, whereas a joint venture is usually formed
for a specific transaction or a single series of transactions, the incidents of
both relationships are the same in all essential respects. (3 Witkin, Summary
of Cal. Law (7th ed. 1960), at 2271–72.)”).



2018]BALANCING PUBLIC AND PRIVATE INTERESTS IN PFS PROGRAMS 553

inferences to be drawn therefrom.”133 Like a partnership, a
joint venture is a fiduciary relationship, which imposes on the
parties the duty to act with the utmost good faith and undi-
vided loyalty to the other with respect to the venture.134

In recent years, courts have defined joint ventures with
more particularity. While the exact definition varies by juris-
diction, in general, the elements are: (1) an agreement that
evinces the parties’ intent to be associated as joint venturers;
(2) a financial or other contribution by each party; (3) some
degree of joint control; and (4) sharing of profits and
losses.135

Courts have often been called on to determine whether a
joint venture exists when a plaintiff alleges the existence of
such a relationship in order to claim that the other party to
the venture breached its fiduciary duty to the plaintiff. Third
party plaintiffs have also alleged the existence of a joint ven-
ture in order to seek remedies from the alleged venturer for
workers compensation or negligence. In the context of joint
ventures between tax-exempt and for-profit entities, the IRS
and the courts have often opined about the permissibility of
such relationships in the context of arrangements between tax-

133. Connolly, 36 Cal. App. 3d at 364.
134. Wolf v. Superior Court, 107 Cal. App. 4th 25, 30 (2003).
135. Under New York law, “a joint venture is formed when (1) two or

more persons enter into an agreement [(express or implied)] to carry on a
venture for profit; (2) the agreement evinces their intent to be joint ventur-
ers; (3) each contributes property, financing, skill, knowledge, or effort; (4)
each has some degree of joint control over the venture; and (5) provision is
made for the sharing of both profits and losses.” Abbas Corp. (PVT) Ltd. v.
Michael Aziz Oriental Rugs, Inc., 820 F. Supp. 2d 549, 553 (S.D.N.Y. 2011)
(citing SCS Commc’ns, Inc. v. Herrick Co., 360 F.3d 329, 342 (2d Cir.
2004)). Under California law, the elements of a joint venture are “(1) a joint
interest in a common business; (2) an understanding to share profits and
losses; and (3) a right to joint control.” Celador Int’l Ltd. v. Walt Disney Co.,
347 F. Supp. 2d 846, 853 (C.D. Cal. 2004) (citing April Enters., Inc. v. KTTV,
147 Cal. App. 3d 805, 819 (1983)) (emphasis added). Under Illinois law, the
elements of a joint venture are “(1) an express or implied agreement to
carry on some enterprise; (2) a manifestation of intent by the parties to be associ-
ated as joint venturers; (3) a joint interest as shown by the contribution of
property, financial resources, effort, skill, or knowledge; (4) a degree of joint
proprietorship or mutual right to the exercise of control over the enterprise; and (5)
provision for joint sharing of profits and losses. Trustmark Ins. Co. v. Gen. &
Cologne Life Re of Am., 424 F.3d 542, 547 (7th Cir. 2005) (emphasis ad-
ded).
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exempt hospitals and medical partnerships and other for-
profit entities, and arrangements between investors and low-
income housing developers.

a. An Agreement Showing Intent to be Joint Venturers
There must be an express or implied agreement to carry

on a joint venture. A joint venture can be formed by written
contract, or “may be assumed as a reasonable deduction from
the acts and declarations of the parties.”136 The rules of con-
tract interpretation apply.137 Parties may create a joint venture
despite an express contractual declaration to the contrary.138

In addition, that agreement must evince the parties’ in-
tent to be associated as joint venturers. “Whether the parties to
a particular contract have thereby created. . .the strict relation
of joint adventurers or some other relation involving coopera-
tive effort, depends upon their actual intention. . ..”139 A joint
venture is a fiduciary relationship.140

136. Nelson, 29 Cal. 2d at 749–50.
137. Universal Sales Corp. v. California Press Mfg. Co., 20 Cal. 2d 751,

764–65 (1942).
138. See Celador Int’l Ltd., 347 F. Supp. 2d at 854 (finding that the following

contractual language should not deprive the plaintiff of the opportunity to
prove a joint venture existed by virtue of the conduct of the parties: “Noth-
ing herein contained shall . . . give rise to a . . . joint venture . . . or constitute
either party the agent of the other. Neither party shall hold itself out con-
trary to the terms of this paragraph, and neither party shall become liable
for the representation, act or omission of the other contrary to the provi-
sions thereof.”).

139. Universal Sales Corp., 20 Cal. 2d at 764–65.
140. Wolf, 107 Cal. App. 4th at 29–30, as modified on denial of reh’g (Mar. 20,

2003). Whether a joint venture exists is determined by applying the same
tests used in determining the existence of a partnership. I.R.S. Priv. Ltr. Rul.
8649051 (Sept. 10, 1986) (citing Ewing v. Comm’r, 20 T.C. 216 (1953));
Comm’r v. Culbertson, 337 U.S. 733, 742 (1948); Luna v. Comm’r, 42 T.C.
1067, 1077–78 (1964) (“Particular elements . . . that indicate the existence
or absence of an intent to form a partnership are: The agreement of the
parties and their conduct in executing its terms; the contributions, if any,
which each party has made to the venture; the parties’ control over income
and capital and the right of each to make withdrawals; whether each party
was a principal and co-proprietor, sharing a mutual proprietary interest in
the net profits and having an obligation to share losses; or whether one party
was the agent or employee of the other, receiving for his services contingent
compensation in the form of a percentage of income; whether business was
conducted in the joint names of the parties; whether the parties filed federal
partnership returns or otherwise represented to the respondent or to per-
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It is not enough that two parties have agreed together
to act in concert to achieve some stated economic ob-
jective. Such agreement, by itself, creates no more
than a contractual obligation, otherwise every stock-
holder’s agreement would give rise to a joint ven-
ture. . .. The ultimate inquiry is whether the parties
have so joined their property, interests, skills and
risks that for the purpose of the particular adventure
their respective contributions have become as one
and the commingled property and interests of the
parties have thereby been made subject to each of
the associates on the trust and inducement that each
would act for their joint benefit. . ..141

In PFS programs, the agreements appear to show that the
parties intend to enter into commercial, cooperative relation-
ships, but not the “strict relation of joint adventurers.” First,
most banks’ form loan agreements, which would be signed by
the intermediary, include the standard language providing
that the parties are not joint venturers.142 Second, the acts and
declarations of the parties, in the various transaction docu-
ments, do not evidence an intent to form a joint venture.
Rather, the investors, like any commercial creditors, negotiate
to retain certain rights and require the borrower to make cer-
tain promises in order to manage credit risk. A PFS investor is
not obligated to act with “the utmost good faith and undivided
loyalty” toward the other party with respect to the PFS pro-
gram.143 PFS parties do not approach the relationship as a
profit-sharing arrangement; rather, the investors negotiate for
a return on their investment, and the service providers negoti-
ate for capital to fund the cost of delivering the intervention.
Third, PFS participants are not holding themselves out to
third parties as joint venturers. No business is being conducted
in their joint names; they are making no representations to
persons with whom they deal that they are joint venturers.

sons with whom they dealt that they were joint venturers; whether separate
books of account were maintained for the venture; and whether the parties
exercised mutual control over the assumed mutual responsibilities for the
enterprise.”).

141. Hasday v. Barocas, 115 N.Y.S.2d 209, 216 (Sup. Ct. 1952); Levine v.
Pers. Inst., 138 N.Y.S.2d 243, 249 (Sup. Ct. 1954), aff’d, 2 A.D.2d 964 (1956).

142. See Senior Loan Agreement, supra note 60, at Section 11.14.
143. Wolf, 107 Cal. App. 4th at 29–30.
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b. A Financial or Other Contribution by Each Party
Each party must contribute capital or labor to the ven-

ture.144 This contribution may take the form of money, prop-
erty or services145 and, in many jurisdictions, “skill, knowledge,
or effort.”146 The parties’ contributions need not be equal in
amount or of the same character.147 In PFS programs, each
party makes the requisite contribution: the investors contrib-
ute money and the exempt service providers contribute labor,
services, skill, knowledge and effort.

c. Mutual Control
Jurisdictions differ in their articulation of what constitutes

mutual control. New York law requires “some degree of joint con-
trol.”148 California law requires “joint control,” which must in-
clude “the right of joint participation in the management and
control of the business.”149 In Illinois, “each of the parties
must have an equal voice in the manner of . . .performance and
an equal right of control over the agencies used”150 and “the
right to ‘direct and govern the conduct of each other in con-
nection with the joint venture.’”151

144. Hathaway v. Porter Royalty Pool, 296 Mich. 90, 101 amended, 296
Mich. 733 (1941).

145. . See Podell v. Comm’r, 55 T.C. 429, 432 (1970).
146. See Abbas Corp. , 820 F. Supp. at 553 (S.D.N.Y. 2011); see Censor v. ASC

Techs.,LLC, 900 F. Supp.2d 181, 201 (D. Conn. 2012).
147. Motter v. Smyth, 77 F.2d 77, 78 (10th Cir. 1935) (Joint venture found

where father and son “agreed that the father would contact the stockholders
. . . and that the son would take care of the office, collect and supply data
concerning . . . operations as . . . required by the prospective purchasers.”);
See Rae v. Cameron, 114 P.2d 1060, 1065 (Mont. 1941) (“[O]ne party and his
associates to furnish the necessary funds for operations and equipment, the
other two the premises and their personal supervision and participation in
the actual work.”).

148. Abbas Corp., 820 F. Supp. 2d at 553 (emphasis added) (citing SCS
Communs, Inc. v. Herrick Co., 360 F.3d 329, 342 (2d. Cir. 2004)).

149. Bank of Cal. v. Connolly, 111 Cal. Rptr. 468, 478 (Ct. App. 1973).
150. Van Hook v. United States, 108 F. Supp. 32, 34 (N.D. Ill. 1951) (em-

phasis added). The state of Washington also follows this approach. See Paul-
son v. Pierce, 664 P.2d 1202, 1208 (Wash. 1983).

151. In re Parmalat Sec. Litig., 377 F. Supp. 2d 390, 407 (S.D.N.Y. 2005)
(applying Illinois law).
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The parties to a joint venture need not agree that they will
share control of the venture equally,152 and each venturer may
be responsible for managing different aspects of the venture.
One venturer may entrust performance to another;153 and one
venturer may have wide latitude to manage, or have more con-
trol over day to day operations in respect of, certain aspects of
the venture.154

In Rae v. Cameron, a syndicate furnished funds to two part-
ners for the purpose of testing grounds for mineral value and,
if value was found, for operation of the mine.155 Employees of
the venture sued for recovery of wages against the syndicate
and the partners, claiming all were liable as joint venturers.156

The partners alleged they were merely employees in charge of
the enterprise.157 In finding mutual control was present, the
Court cited to the contract, which provided that the partners
would develop the plan for the initial test of the grounds but

152. LaBow v. Red Diamond Co., No. B188562, 2008 WL 2211431, at *4
(Cal. Ct. App. May 29, 2008).

153. See Van Hook, 108 F. Supp. at 34.
154. See Fishback v. United States, 215 F. Supp. 621, 625–26 (D.S.D. 1963);

LaBow, 2008 WL 2211431, at *4 (“It is not uncommon for joint venturers to
contribute to the venture in accordance with their skills . . . . This division of
labor does not, as a matter of law, constitute a lack of the element of joint
control inherent in a joint venture.”); Oakley v. Rosen, 76 Cal.App.2d 310,
313–14 (1946) (“[T]he fact that appellee was to produce the play without
the assistance of appellants makes it nonetheless a joint venture. Many suc-
cessful enterprises owe their pronounced achievements to the program and
direction of a single mind”.) However, one court has interpreted joint con-
trol more strictly to mean that each party must have equal authority and the
right to direct and control all aspects of the enterprise. Grendell v. Ohio
Envtl. Prot. Agency, 146 Ohio App. 3d 1, 11 (2001) (“Where . . . the contract
clearly outlines each party’s separate role in the operation of a program and
those roles are distinctive as to such matters as legal ownership of property,
control over day-to-day operations, construction, maintenance, employee
management, and establishment of fees, the evidence will not demonstrate
that there was joint control or a community of interest. Sylvester Material
Co., Inc. v. Environmental Network & Mgt. Corp. (1999), Seneca App. No.
13-99-40, unreported, 1999 WL 1243209 . . . . A joint venture does not exist
unless both parties have the equal authority and the right to direct and con-
trol all aspects of the enterprise . . . . While OEPA supervises the program,
Envirotest is not equally involved in directing and controlling OEPA’s in-
volvement.”)

155. Rae v. Cameron, 114 P.2d 1060, 1065 (1941).
156. See id. at 1061.
157. Id.
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that the syndicate must approve it, and that the partners would
possess and operate the equipment but the syndicate would
retain title thereto.158 The Court viewed these provisions as ev-
idence that the parties had “a mutual hand in the control of
the subject matter of the enterprise.”159

Corporations often borrow money from banks and tax-ex-
empt corporations are no exception. Standard covenants in a
loan agreement by which a creditor may monitor and protect
its investment do not alone create “joint control” and courts
will rarely extend fiduciary principles to an arms-length
lender/creditor relationship.160 Similarly, standard covenants
in commercial contracts giving parties the right to protect
their interests do not alone create joint ventures (even where
there is a contractually negotiated potential “success pay-
ment”).161 For example, the court in Coral Gables Sec. Corp. v.
Miami Corp. explained that contractual provisions that protect
a real estate vendor’s rights in property, such as the right “to
approv[e] or reject[ ] plans for development and sale, . . .
joint selection of the accountant to [calculate] . . . the ‘bonus’
purchase price . . . and in otherwise protect[ing] . . . the ven-
dor’s rights . . . to the bonus payment contractually provided

158. Id. at 1062.
159. Id. at 1065.
160. See Prima Co. v. Keig (In re Prima Co.), 98 F.2d 952, 964 (7th Cir.

1938); Tuxedo Beach Club Corp. v. City Fed. Sav. Bank, 749 F. Supp. 635,
647 (D.N.J. 1990) (finding no joint venture where plaintiffs failed to demon-
strate that [defendant] exerted “such control over the decision-making pro-
cess of the debtor as amounts to a domination of its will.”). The Tuxedo Beach
court also cited to bankruptcy cases, where the existence or non-existence of
a fiduciary relationship—a necessary component of any joint venture—be-
tween creditor and debtor has often been reviewed in the context of equita-
ble subordination claims. In summary, “influence over key financial deci-
sions” or “careful watch” by a lender is not sufficient. In re W.T. Grant Co.,
699 F.2d 599, 610 (2d Cir. 1983); requisite control may arise when creditor is
“not satisfied with simply insulating himself from the risk of loss of capital
and interest, and instead insists upon affirmative participation in the en-
trepreneurial effort being financed.” Matter of Teltronics Servs., Inc., 29
B.R. 139, 170 (Bankr. E.D.N.Y. 1983) (citing a treatise); “a creditor will be
held to a fiduciary standard only where his ability to command the debtor’s
obedience to his policy directives is so overwhelming that there has been, to
some extent, a merger of identity . . . [otherwise,] he will not be held to an
ethical duty in excess of the morals of the marketplace.” Id. at 171.

161. See Coral Gables Sec. Corp. v. Miami Corp., 123 Fla. 172, 178 (1936).
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for,” do not convert a vendor/purchaser relationship into a
joint venture.162

In PFS transactions, exempt service providers clearly have
a hand in the control of the subject matter of the enterprise
(the intervention), and investors clearly have a hand in con-
trolling the financing of the enterprise. The key question,
then, is whether the investors’ control rights are more like
those of commercial lenders or more like joint venturers. For
most PFS transactions to date, we believe the former.

At most, investors have circumscribed control rights in
the PFS programs launched to date.163 We are not concerned
with those investor rights that are standard in the context of
(or analogous to) a commercial loan, as those rights do not
constitute the mutual control needed for a joint venture. The
PFS transaction documents generally provide for oversight and
management committees that oversee the delivery of services.
In most transactions, the voting members of these committees
are limited to the outcome payor (the government), the social
service provider and the intermediary.164 For-profit parties do
in certain cases have the right to consent to changes to the de-
livery of services under the intervention plan or the geo-
graphic region being served, the right to terminate the trans-
action due to certain events of default, and, in a few cases,
even have voting rights as committee members; however, these
are contractual provisions that investors negotiated for up
front to ensure they have a voice in certain decisions that
could change the terms on which they agreed to lend money.
Nor do for-profit parties have the right to control day-to-day
operations of the program, which are generally performed by
the exempt service provider and the government.

162. Id. Of particular relevance in the context of PFS programs, the court
explained that “[w]here a contract has been entered into . . . upon a stated
consideration which is definite and certain, the mere fact that the contract
provides for a ‘bonus’ payment as part of the purchase price in the form of
certain additional amounts equal to specified percentages of the net profits
which the purchaser contemplates making on . . . the property does not
create per se the relation of joint adventurers . . . .” Id.

163. See supra Part I.B.2.b.
164. See, e.g., MASSACHUSETTS JUSTICE PFS CONTRACT, supra note 48, at

27–29, H-14–15. The Denver Homelessness and Utah Homelessness and Re-
cidivism programs are exceptions in that investors serve as voting members
of oversight committees. See supra notes 61–62 and accompanying text.
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Just as the vendor’s control rights in Coral Gables Sec. Corp.
v. Miami Corp. did not create a joint venture, PFS investors’
contractual rights to approve or reject material changes to the
intervention method or referral population set forth in the
PFS contract, inspect the borrower’s books and records, and
participate in certain committee meetings (in most cases in a
nonvoting capacity, with consent rights limited to changes that
would materially impact their investment) should not convert
the relation of lender and creditor into that of joint venturers.
We also view these PFS investors’ control rights as more lim-
ited than those of the syndicate in Rae v. Cameron, where the
syndicate negotiated for a contract provision reserving to them
the right to approve the entire plan and formula to be developed
in the future by the copartners (which the court cited as evi-
dence of the existence of a joint venture).

To the extent investors are given more control rights
throughout the intervention that go beyond policing their in-
vestment or managing credit risk and into the realm of pro-
gram delivery, it is more likely that the mutual control element
of a joint venture would be satisfied.

d. Sharing of Profits and Losses
In general, each party to a joint venture must share in the

profits and losses,165 though there is some authority that the
sharing of losses is not essential.166 Case law also varies as to
whether “profits” should be construed strictly or more broadly
to include cost savings and other economic benefits or “pecu-
niary” interests.167 One court interpreting Illinois law ex-

165. See Abbas Corp., 820 F. Supp. 2d at 553.
166. See Rae v. Cameron, 114 P.2d 1060, 1065 (1941) (“. . . if the nature of

the undertaking is such that [there are] no losses other than those of time
and labor . . ., an agreement to divide the profits may suffice . . . .”).

167. Knight v. Cook, 212 Cal. App. 2d 613, 616–17 (Ct. App. 1963);
Transp. Indem. Co. v. Liberty Mut. Ins. Co., 620 F.2d 1368, 1371 (9th Cir.
1980); Compass Ins. Co. v. City of Littleton, 984 P.2d 606, 619–20 (Colo.
1999) (“Under Colorado law, the term ‘joint venture’ is most frequently as-
sociated with a . . . commercial enterprise. In such contexts, it may make
sense to broadly construe the term ‘profits’ . . . to include a reduction in
costs; because such entities are in the business of generating profits, any sav-
ings in costs they achieve necessarily results in greater profits. Here, how-
ever, . . . the Bi-City Plant represents the Cities’ attempt to efficiently pay for
municipal wastewater treatment services. . . .[W]here the joint entity is not-
for-profit, it is questionable whether the term ‘profits’ should be broadly
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plained that “a mutual economic benefit that does not include
any shared risk . . . is insufficient to establish a joint ven-
ture.”168

In PFS programs, investors clearly share in profits and
losses in the form of investment returns or losses. Whether ex-
empt entities also share in profits and losses depends on the
terms of a particular PFS program and how broadly we con-
strue the phrase “sharing in profits and losses.” Subject to a
few exceptions, exempt social service providers and newly
formed intermediaries are typically reimbursed for expenses
incurred regardless of project outcomes; other exempt entities
such as deal advisors, program coordinators and technical ad-
visors typically earn a set fee which also does not depend upon
project outcomes. If we take a narrow view that “sharing prof-
its” means sharing revenue in an amount that depends on the
success of the enterprise, these exempt entities are not, in
most cases, sharing in profits or losses. However, if we take a
broader view that “sharing profits” includes economic savings
or benefits, coupled with shared risk, these exempt entities
probably are sharing in profits and losses: social service provid-
ers receive an “economic benefit” in the form of financing on
more favorable terms than traditional sources (and in larger
principal amounts to enable them to “scale up”), and they

construed to include a reduction in costs or more narrowly construed to
mean commercial revenues . . . .”). In Lutheran Ass’n of Missionaries & Pilots,
Inc. v. Lutheran Ass’n of Missionaries & Pilots, Inc., No. CIV.03-6173 PAM/
RLE, 2004 WL 2730104 (D. Minn. Nov. 19, 2004), a trademark dispute be-
tween two affiliated tax-exempt entities was held to satisfy the profit-sharing
element because both entities shared a “pecuniary interest” in their joint
ministry. The court appeared to take the view that the mutual economic
benefits received, when combined with the shared risk as manifested by each
party’s reliance on the other’s successful fundraising, was sufficient.

168. In re Parmalat Sec. Litig., 377 F. Supp. 2d 390, 407 (S.D.N.Y. 2005)
(interpreting Illinois law); Barnett v. Poag & McEwen Lifestyle Centers-Deer
Park Town Ctr., No. 98 C 7783, 1999 WL 691850, at *7 (N.D. Ill. Aug. 26,
1999) (finding no shared profits where two parties acted collectively to
purchase a property to save on transaction and other costs, but had no ar-
rangement to reap additional money from acquiring and developing the
property together); Indus. Hard Chrome, Ltd. v. Hetran, Inc., 90 F. Supp. 2d
952, 956 (N.D. Ill. 2000) (finding no joint venture because the parties had
merely agreed to refer business to one another and therefore each company
assumed its own financial risk, and because “Illinois law has differentiated
between shared economic benefits and the necessary ‘shared-profits’ ele-
ment of a joint venture.”).
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share in the risk of the project in the form of labor and re-
sources they would not otherwise expend.

In a few PFS programs, however, a portion of exempt par-
ticipants’ compensation varies depending on outcomes. These
instances present a stronger case that these exempt entities are
sharing in profits or losses.169 In the Massachusetts Justice and
Santa Clara Homelessness programs, for example, the social
service providers agree to defer a portion of their fees, which
they will incur but only recoup if certain outcomes are met
(and in the Massachusetts Justice program, only after all lend-
ers have been repaid their principal in full).170 Moreover, in
the Massachusetts Justice and Massachusetts Workforce pro-
grams, the social service provider is entitled to an additional
“success fee” if certain outcomes are met (it is not clear
whether the service providers’ right to receive that success fee
is subordinated to the investors’ right to receive their success
fees).171 In the Massachusetts Justice, Ohio Child Welfare, and
Rikers Island PFS programs, if certain outcomes are achieved,
some or all of the grant funding will be left over at program
close and can be “recycled” by the social service providers for
future programs—in a sense, a sharing of profits with the ser-
vice providers.172

In summary, for-profit and tax-exempt participants in
most PFS programs to date likely have not entered into joint
ventures because (1) neither their declarations nor their con-
duct demonstrates to each other or to third parties an intent
to be bound as fiduciaries to each other; (2) the control exer-
cised by PFS investors is more like that of a creditor protecting
its investment than a party to a joint venture; and (3) exempt
participants typically do not share in profits and losses. In the

169. If any costs are not adequately compensated by the PFS contract (as is
common in cases where governments contract with service providers), this
gap could also be viewed as a sharing of losses.

170. See MASSACHUSETTS JUSTICE PFS CONTRACT, supra note 48, at H-2, H-
9–10; see also Project Welcome Home Fact Sheet, supra note 48.

171. See MASSACHUSETTS JUSTICE PFS CONTRACT, supra note 48, at H-16;
Massachusetts Workforce Fact Sheet, supra note 48, at 2.

172. See MASSACHUSETTS JUSTICE PFS CONTRACT, supra note 48, at H-18;
OHIO CHILD WELFARE PFS CONTRACT, supra note 47, at 4; deal diagram of
Rikers Island PFS program, http://www.payforsuccess.org/sites/default/
files/resource-files/sib-stakeholders-large.pdf (“If recidivism goals are met
. . . MDRC works with Bloomberg Philanthropies to reprogram the $7.2 mil-
lion for future efforts.”).
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next section, we explain why even if a PFS program were to be
viewed as a joint venture, it would likely be permissible under
section 501(c)(3) of the Code.

2. On What Terms May an Exempt Organization Participate in a
Joint Venture with a For-Profit Entity?
When a tax-exempt entity participates in a joint venture

with a for-profit entity, the arrangement should be “closely
scrutinized” to assure that it does not conflict with “the exempt
organization’s ability to pursue its charitable goals.”173 How-
ever, the mere fact that an exempt organization enters into a
contract or partnership arrangement with a private party on
mutually beneficial terms, even where the private party re-
ceives a return on its capital investment, does not establish that
the exempt organization has impermissibly conferred private
benefit.174

The IRS explained in General Counsel Memorandum
39,005 (1983) that (1) an exempt organization’s participation
in a partnership must further a charitable purpose, and (2)
the partnership arrangement must permit the exempt organi-
zation to act exclusively in furtherance of its exempt purpose
and only incidentally for the benefit of the for-profit part-
ners.”175

As to the first prong, the inquiry is whether the exempt
organization’s activities in participating in the venture are
“charitable” as that term is used in section 501(c)(3) of the
Code.176 The term “charitable” is used in its generally ac-
cepted legal sense, and includes: “[r]elief of the poor and dis-
tressed or of the underprivileged;. . .advancement of educa-
tion or science; . . .maintenance of public buildings. . .; lessen-
ing of the burdens of Government; and promotion of social
welfare by organizations designed to accomplish any of the
above purposes, or (i) to lessen neighborhood tensions; (ii) to

173. I.R.S. Gen. Couns. Mem. 39,005 (June 28, 1983).
174. Redlands Surgical Servs., Inc. v. Comm’r, 113 T.C. 47, 74 (1999),

aff’d, 242 F.3d 904 (9th Cir. 2001).
175. I.R.S. Gen. Couns. Mem. 39,005 (June 28, 1983); Plumstead, 74 T.C.

1324 (1980), aff’d, 675 F. 2d 244, 245 (9th Cir. 2001) (noting that “the pri-
vate investors were limited partners in the First Monday venture only, not
shareholders in or officers or directors of Plumstead itself. The partnership
agreement expressly reserved full management control to Plumstead.”).

176. See Treas. Reg. § 1.501(c)(3)-1(d)(2).
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eliminate prejudice and discrimination; (iii) to defend human
and civil rights. . .; or (iv) to combat community deterioration
and juvenile delinquency.”177

As to the second prong, the inquiry is whether the ven-
ture is structured in a manner that creates real or potential
conflicts between for-profit and charitable goals.178 In General
Counsel Memorandum 39,005, an exempt organization en-
tered into a limited partnership as one of several general part-
ners to construct, own, and operate a federally assisted apart-
ment complex for handicapped and elderly individuals of lim-
ited means.179 Citing to both (a) the structural and
contractual aspects of the arrangement—only the for-profit
general partners (and not the exempt general partner) were
obligated to protect the interests of the for-profit limited part-
ners, the exempt organization had no liability on the mort-
gage and had a right of first refusal on any property sale, the
management fees were reasonable and directly related to the
services rendered, and (b) the context in which the venture
would operate—the federally imposed income limitations
capped potential profits, and the venture agreed to hold 100%
of the units open to individuals with limited income, the IRS
concluded that the potential for such conflicts was minimal
and that the activity did not jeopardize the exempt organiza-
tion’s exemption.180

In Revenue Ruling 98-15 (1998), the IRS considered two
hypothetical “whole entity” joint venture scenarios, meaning
scenarios in which all of an exempt organization’s assets are
placed in the venture. In both scenarios, an exempt hospital
formed an LLC with a for-profit healthcare organization in or-
der that the exempt hospital could obtain additional financing
and better serve its community.181 The IRS focused on control,
protection of charitable purpose, and the management com-
pany’s compensation and relationship to the for-profit part-
ner. Finding no private benefit in the first scenario, the IRS
noted that (1) the governing documents gave the exempt or-
ganization a majority of board seats, and provided that the ob-

177. Id.
178. I.R.S. Gen. Couns. Mem. 39,005 (June 28, 1983).
179. Id.
180. Id. at 4–5, 12–14.
181. Rev. Rul. 98-15, 1998-1 C.B. 718.
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ligation to further charitable purposes would override any ob-
ligation to further financial purposes, (2) the governing docu-
ments provided that the board had “specifically enumerated
powers. . .over changes in activities, disposition of assets, and
renewal of the management agreement,” and (3) the manage-
ment company was unrelated to the partners and the terms of
its management contract were reasonable.182 On the other
hand, the IRS found private benefit in the second scenario,
noting (1) “the absence of a binding obligation in [the part-
nership’s] governing documents for [the partnership] to serve
charitable purposes. . .” (2) that the exempt and for-profit ven-
turers each appointed half the board, and thus the exempt
organization would need the agreement of a board member
appointed by the for-profit partner in order to serve certain of
its charitable purposes, and (3) that the management com-
pany was a subsidiary of the for-profit partner and had a unilat-
eral right to renew its contract.183

In another “whole entity” joint venture ruling in 1999, the
Tax Court in Redlands Surgical Services v. Comm’r brought the
issue of control into focus.184 Redlands Surgical Services (RSS)
was a newly formed nonprofit subsidiary of Redlands Health
Systems (RHS), an exempt organization and parent corpora-
tion to an exempt hospital.185 RHS had entered into a general
partnership with Redlands-SCA Surgery Centers, a for-profit
corporation, each with the right to appoint two seats on the
partnership’s board, and the partnership acquired a majority
interest in a limited partnership that operated an outpatient
surgical center; RHS transferred its interest in the general
partnership to RSS to ring-fence RSS from other RHS affili-
ates, and then sought recognition from the IRS of RSS’s tax-
exempt status.186

The Redlands court explained that “an [exempt] organiza-
tion’s property may be impermissibly devoted to a private use
where private interests have control, directly or indirectly, over
its assets, and thereby secure nonincidental private benefits”;
the court cited as “indicia of for-profit control” the absence of

182. Id. at 17.
183. Id.
184. Redlands Surgical Servs., Inc. v. Comm’r, 113 T.C. 47 (1999), aff’d,

242 F.3d 904 (9th Cir. 2001).
185. Id. at 2–3, 40.
186. Id at 48–49.
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a “charitable obligation,” and the lack of formal or informal
control by the exempt organization.187 By its reference to indi-
rect control, the court held that even if a for-profit organiza-
tion has no formal structural control it may nevertheless exert
considerable control over the activities of a venture and jeop-
ardize an exempt organization’s exempt status.188 Finding that
RSS had “ceded effective control” over its operations to for-
profit parties (and therefore did not qualify for tax-exemp-
tion), the court cited the following factors considered in their
totality: “The lack of any express or implied obligation [in the
partnership agreement or other binding contracts] of the for-
profit interest . . . to put charitable objectives ahead of non-
charitable objectives; [exempt] petitioner’s lack of voting con-
trol . . . [or] other formal or informal control sufficient to en-
sure furtherance of charitable purposes; the long-term con-
tract giving [the management company, a for-profit affiliate of
the for-profit partner] control over the day-to-day operations
as well as a profit-maximizing incentive; and the market advan-
tages and competitive benefits secured by [the for-profit part-
ner’s] affiliates as the result of this arrangement . . . .”189

In 2003, the Fifth Circuit in St. David’s Health Care v.
United States considered whether an exempt hospital forfeited
its exemption when, in order to address financial difficulties, it
formed a partnership with a for-profit hospital; the exempt
hospital contributed all of its hospital facilities to the partner-
ship and the partnership hired a subsidiary of the for-profit
partner to manage the partnership’s day to day operations.190

The court noted that the issue is not “whether the partnership
provides some (or even an extensive amount of) charitable
services . . . . We must also ensure that those activities do not
substantially further other (non-charitable) purposes.”191

187. Id. at 75, 78.
188. Id. at 76 (citing est of Hawaii v. Comm’r, 71 T.C. 1067, 1082 (1979),

aff’d, 647 F.2d 170 (9th Cir. 1981) (nonprofit was part of franchise system
operated for private benefit, ultimate beneficiaries of nonprofit’s activities
were for-profit corporations, and nonprofit “was simply the instrument to
subsidize the for-profit corporations . . . .”).

189. Redlands, 113 T.C. at 92–93.
190. St. David’s Health Care Sys. v. United States, 349 F.3d 232, 233–34

(5th Cir. 2003), remanded to 2004 WL 555095 (W.D. Tex. 2004).
191. Id. at 236–37.
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The St. David’s court focused almost exclusively on con-
trol as it examined the structure and management of the or-
ganization. “ . . . [W]e look to which individuals or entities
control the organization . . . . If . . . for-profit entities have ei-
ther formal or effective control, we presume that the organiza-
tion furthers . . . profit-seeking motivations . . . . Conversely, if
the non-profit organization . . . retains control, we presume
that the non-profit’s activities via the partnership primarily fur-
ther exempt purposes.”192

The court referenced the following three factors that the
IRS had identified five years earlier in Revenue Ruling 98-15
which demonstrate control by a nonprofit: “(1) that the found-
ing documents of the partnership expressly state that it has a
charitable purpose and that the charitable purpose will take
priority over all other concerns; (2) that the partnership agree-
ment gives the nonprofit organization a majority vote in the
partnership’s board. . .and (3) that the partnership is man-
aged by an independent company. . ..”193 The first factor in St.
David’s was met because “the Partnership Agreement expressly
states that the manager of the partnership ‘shall’ operate the
facilities in a manner that complies with the community bene-
fit standard.”194

The second factor—majority board vote—was not met be-
cause each venturer appointed half of the Board.195 This gave
the nonprofit the right to veto action, but not to initiate action
without the consent of the for-profit partner.196 The third fac-
tor was not met because the management company was a for-
profit subsidiary of the for-profit partner.197

192. Id. at 237–38.
193. Id. at 239.
194. Id. at 240.
195. Id. at 241.
196. Id. at 242 (“Thus, at best, St. David’s can prevent the partnership

from taking action that might undermine its charitable goals [but] . . . can-
not necessarily ensure that the partnership will take new action that furthers
its charitable purposes.”). The court also pointed out that the Board was
empowered to deal with only major decisions, so it could not overrule a
management decision that fell outside the range of the Board’s authority. Id.
at 243.

197. Id. The court explained in footnote 13 that its concern over this affili-
ation was magnified by the “extraordinarily long term” of the management
contract, and the fact that management fees were computed as a percentage
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The court was also troubled by the nonprofit’s past failure
to enforce a provision of the Partnership Agreement requiring
the partnership CEO to provide the Board with reports regard-
ing charity care (which the CEO failed to do). This failure to
enforce a provision dealing specifically with charity care
“raise[d] serious doubts about [exempt organization]’s capac-
ity to ensure that the partnership’s operations further charita-
ble purposes.”198  Ultimately, the court determined that there
remained general issues of material fact as to whether St.
David’s ceded control to the for-profit partner, and, therefore,
remanded to the district court.199

In summary, to avoid private benefit in a “whole entity”
joint venture, (1) the exempt organization’s participation in
the venture must serve a charitable purpose, (2) the venture
must be structured in a manner that enables the nonprofit to
act exclusively in furtherance of the charitable purpose and
not for the benefit of the for-profit parties, and (3) the non-
profit must maintain decision-making control over the ven-
ture’s management.200

However, the IRS muddied the foregoing factors in Reve-
nue Ruling 2004-51, a ruling on an “ancillary” joint venture,
meaning one in which an organization contributes less than all
of its assets to the venture. In that ruling, an exempt university
and a for-profit corporation formed an LLC whose governing
documents provided that the LLC’s activities were limited to
conducting teacher training video seminars, that the LLC may
not engage in activities that would jeopardize the university’s
exempt status, that each LLC member appointed half the
board, and that the university maintained exclusive control of
the educational aspects of the seminars. In a thin ruling, with
no explicit reference to the private benefit doctrine, the IRS
declared that, because the activities conducted by the exempt
organization through the venture were “not a substantial part”

of revenue, which could give the management company an incentive to max-
imize revenues and neglect charitable goals.

198. Id. at 243.
199. On remand, a jury upheld St. David’s exemption. 2004 WL 555095

(W.D. Tex. March 18, 2004).
200. See also Dagher, supra note 18, at 3496.
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of the exempt organization’s activities, its participation in the
venture, “taken alone, will not affect [its] exempt status.”201

Some practitioners have interpreted Revenue Ruling
2004-51 to mean that the IRS does not view joint ventures be-
tween tax-exempt and taxable organizations as implicating the
private benefit doctrine at all where the activities conducted by
the exempt organization through the venture are not a “sub-
stantial part” of the exempt organization’s activities.202 The
prevailing view, however, seems to be that for ancillary (as op-
posed to whole entity) joint ventures, the IRS applies a more
relaxed control test, such that the exempt organization may
cede control over certain non-charitable activities of the ven-
ture so long as it retains control over the venture’s charitable
activities.203 Important questions remain open, including how
extensive the activities conducted by the exempt organization
through the venture must be before they cross the line from
being insubstantial to being substantial.204

The IRS has addressed joint venture private benefit more
clearly in the area of low income housing tax credits (LIHTC),
where an applicant for tax-exemption proposes to further its
purposes by participating as a general partner in a LIHTC lim-
ited partnership.205 The IRS issued safe harbor regulations set-

201. Rev. Rul. 2004-51, 2004-1 C.B. 974 at 4. The IRS did cite Rev. Rul. 98-
15, and the Redlands and St. David’s cases, but the IRS’s focus on the sub-
stantial/insubstantial distinction more closely resembled the following lan-
guage (which the IRS quoted) from Better Business Bureau of Washington,
D.C. v. United States, 326 U.S. 279, 283 (1945): “the presence of a sin-
gle. . .[non-exempt] purpose, if substantial in nature, will destroy the exemp-
tion regardless of the number or importance of truly. . .[exempt] purposes.”

202. Nicholas A. Mirkay, Relinquish Control! Why the IRS Should Change Its
Stance on Exempt Organizations in Ancillary Joint Ventures, 6 NEV. L.J. 21, 60
(2005).

203. See MICHAEL SANDERS, JOINT VENTURES INVOLVING TAX-EXEMPT ORGA-

NIZATIONS 384–85 (4th ed. 2013); John D. Colombo, In Search of Private Bene-
fit, 58 FLA. L. REV. 1063, 1079 n.81 (2006) (“My own view is that the ruling
constituted a sub-silentio “relaxation” of the control requirement-note the
stress in the ruling on the fact that the university in question controlled the
parts of the venture dealing with educational policy—and was a signal that,
as the court decisions in Redlands Surgical Services and St. David’s seemed
to indicate, something short of voting control over a venture could still meet
charitable criteria.”).

204. See Colombo, supra note 203, at 1079 n.81.
205. JOSEPH URBAN, U.S. DEP’T OF TREAS., TAX EXEMPT AND GOV’T ENTI-

TIES DIV., MEMORANDUM REGARDING LOW INCOME HOUSING TAX CREDIT LIM-
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ting forth certain eligibility criteria which create more cer-
tainty.206 The criteria, which protect against some of the same
concerns discussed above, include: (1) the partnership’s form-
ative documents must specify that (a) it will operate housing to
further charitable purposes and (b) in the event of a conflict
between charitable purposes and any duty to maximize profits,
the charitable purposes will prevail; and (2) any consent of for-
profit partners needed with respect to certain major decisions
may not be unreasonably withheld.207

3. Would an Exempt Organization’s Participation in a PFS
Program Structured as a Joint Venture be Permissible?
Given that there is no “Joint Venture Operating Agree-

ment” or similar formation document executed by PFS parties
to form a joint venture, any such agreement would need to be
implied by their acts and declarations.  For purposes this analy-
sis, therefore, we look at the entire PFS structure, and the vari-
ous transaction documents, to determine whether such an im-
plied joint venture could present private benefit concerns.

With respect to exempt PFS participants that are existing
operating entities, they generally do not contribute most or all
of their assets to a particular PFS program and thus, any al-
leged joint venture would be an ancillary joint venture, and
the “relaxed” control requirement would apply to those enti-
ties. However, if an exempt entity is formed solely for a PFS
transaction (such as an SPV intermediary), the more strict
whole entity joint venture analysis would apply to that entity.

In PFS programs to date, exempt entities’ participation in
those programs furthers a charitable purpose. PFS programs
finance and scale interventions in areas of need such as prison
recidivism, homelessness, and early childhood education, and
thereby lessen the burdens of government, all of which are
charitable purposes. The exempt organizations’ activities,
which facilitate or execute these interventions, further these
charitable purposes.

ITED PARTNERSHIPS (Apr. 25, 2006), https://www.novoco.com/sites/default/
files/atoms/files/urbanmemo42406.pdf.

206. See, e.g., I.R.S. Rev. Proc. 96-32, 1996-1 C.B. 717, 1996-20 I.R.B. 14,
LOW INCOME HOUSING GUIDELINES (May 13, 1996).

207. See URBAN, supra note 205.
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In general, PFS programs to date appear to have been
structured in a manner that enables exempt organizations to
act exclusively in furtherance of their charitable purposes and
not for the benefit of the for-profit parties, and to maintain
control over the PFS program’s management (or at least the
charitable aspects). However, this is a fact-specific inquiry that
depends on the terms of each transaction, and at least two PFS
transactions to date offer private investors control rights that
raise private benefit warning signals. The starting point for this
inquiry is the various formation and transaction documents.

As for formation documents, we are not aware of any ex-
empt PFS party’s organizational documents providing a for-
profit party with formal voting control over its activities or its
delivery of services. We note that in the case of PFS invest-
ments structured as sales of interests in a for-profit LLC, such
as the NYS Community Re-entry program, the LLC operating
agreement may confer certain rights upon the LLC, or upon
investors via their ownership interests in the LLC, relating to
the intervention. If those rights impede on an exempt service
provider’s ability to act exclusively in furtherance of its charita-
ble purposes and maintain control over the charitable aspects
of the PFS program, this could present private benefit issues.
Although these operating agreements and other related invest-
ment documents are not publicly available, we can ascertain
many of the rights and responsibilities of investors because
they are referenced in the publicly available PFS contracts,
which are drafted so that the obligations among the PFS con-
tract parties do not conflict with the rights of investors.

As for PFS transaction documents, while they may include
recitals or covenants about the exempt organizations’ obliga-
tions to deliver charitable services, the exempt organizations
generally do not have a contractual right to act solely in further-
ance of charitable purposes and not for the benefit of the for-
profit parties, and there is no contract provision requiring that
the parties put charitable objectives ahead of noncharitable
objectives in the event of a conflict. PFS participants may re-
duce the risk of impermissible private benefit by including
more explicit provisions to this effect.208

208. We have seen the following “catch all” provision in one PFS contract:
“In no case shall the Executive Committee [of which the investors are voting
members] take any action that would be deemed to cause either Project to
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Although each corporate entity participating in a PFS pro-
gram may have a governing board, the program itself does not
have a “board structure” in the traditional sense; rather, there
are oversight and management committees that oversee the
program and the delivery of services. But even if these commit-
tees were to be viewed as the equivalent of the venture’s
“board,” in most PFS transactions to date, the voting members
of those committees are limited to the outcome payor, the so-
cial service provider, and the intermediary.209 Nor do for-
profit parties have the right to control day-to-day operations of
the program, which are generally performed by the social ser-
vice provider and the government.

However, PFS contracts typically provide for a “lenders
committee,” comprised of the investors as voting members,
and certain significant actions with financial implications re-
quire the consent of that committee. Examples include
changes to the delivery of services under the intervention plan
or geographic region being served, and the right to terminate
the transaction due to certain events of default. One could im-
agine a scenario where a for-profit investor withholds consent
to a change in the delivery of services or the population served
with a profit-maximizing motive that conflicts with the exempt
organization’s ability to act exclusively in furtherance of the
PFS program’s charitable purpose or to maintain control over
the charitable aspects of the PFS program’s management.
Those scenarios present significant private benefit risk.

To the extent there is a “management company,” it would
be the exempt program coordinators or deal advisors. These
entities are typically “independent” for purposes of joint ven-
ture private benefit because they are not subsidiaries or affili-
ates of the for-profit investors. However, in certain transac-

be operated in a manner other than exclusively for charitable purposes con-
sistent with Section 501(c)(3) of the Tax Code.” See UTAH HOMELESSNESS

AND RECIDIVISM PFS CONTRACT, supra note 62, at § 5.02(h). This provision
would more fully address private benefit concerns if it went further to pro-
vide that in the event of a conflict between charitable objectives and profit-
making objectives, charitable objectives will prevail.

209. The exceptions in which investors are voting members of an over-
sight committee are the Denver Homelessness and Utah Homelessness and
Recidivism PFS programs, but even in these cases, the investors typically do
not have a majority vote. See supra notes 61–62 and accompanying text; see
supra note 69 and accompanying text regarding potential voting rights of
equity investors.
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tions, investors make equity investments in an SPV formed by a
tax-exempt deal advisor.210 In those cases, the exempt deal ad-
visor may not be viewed as an independent company, and it
would be particularly important that the terms of the manage-
ment contract be reasonable and at arms’ length.

Most PFS programs to date do not present a significant
risk of joint venture private benefit. There is little evidence of
participants’ intent to be associated as joint venturers, of the
requisite joint control over activities, or of compensation ar-
rangements that constitute profit or loss sharing, and thus PFS
programs are likely not joint ventures at all. And, if a PFS pro-
gram were to be viewed as a joint venture, it would likely be an
ancillary joint venture subject to the relaxed control test. The
limited circumstances in which for-profit investors have con-
sent, termination or even voting rights likely do not amount to
the exempt organizations ceding effective control over the
venture (or the charitable aspects of the venture) to those in-
vestors. The programs in which investors are voting members
of a committee charged with program oversight present more
risk of impermissible private benefit.

III.
IMPLICATIONS FOR THE FUTURE OF PFS PROGRAMS

Both the transactional and joint venture tests used to eval-
uate private benefit may have implications for tax-exempt par-
ticipants in domestic PFS programs, although it is uncertain
how closely the IRS and the courts will scrutinize the terms of
these transactions and how they would assess the balancing of
public and private interests.211 In particular, can investors who

210. See, e.g., NYS COMMUNITY RE-ENTRY PFS CONTRACT, supra note 53, at
1–2.

211. Although the circumstances that would give rise to private inurement
may be far from the structure and operation of current PFS programs, such
issues could arise if private parties who exercised substantial influence over
the exempt participants (i.e., “disqualified persons”) received an “excess
benefit.” See infra note 221 and accompanying text. The history of the private
inurement regulations makes it clear that those benefiting from first-time
transactions with exempt organizations are not disqualified persons under
those rules. However, if an exempt intermediary was used to implement
more than one PFS program with the same investors, those investors could
be deemed disqualified persons for the second and subsequent transactions.
Cf. supra note 106.
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are motivated purely by profit rather than social impact ever
be persuaded to invest in PFS transactions that limit their
rights or cap their returns to avoid impermissible private bene-
fit?

In an emerging PFS ecosystem with a limited history, PFS
participants have little to look to beyond the projections and
models prepared by PFS proponents in order to assess the
chances for success and the promise of financial returns. The
achievement of interim success metrics (and investor returns)
in the Chicago Early Childhood, Utah Preschool, Denver
Homelessness, and Massachusetts Homelessness programs may
overshadow the early termination of the Rikers Island PFS pro-
gram as PFS participants assess the feasibility of those particu-
lar PFS structures or PFS programs in general.212

The various PFS participants may not react to these out-
comes in the same way. Designers of PFS programs, deal advi-
sors, program coordinators, and social service providers, for
example, will no doubt cite the value of lessons learned from
the early termination of the Rikers Island PFS program.213

State and local governments may well be emboldened by the

212. The evaluator’s announcement following the termination of the
Rikers Island PFS program is a statement of the predicate facts and does not
venture an explanation for the failure to reach the targeted outcomes. See
VERA INSTITUTE REPORT, supra note 6. Press reports hint at factors that may
have been at play in the program’s failure to reach targeted outcomes, in-
cluding an inability to maintain a separation between the target and control
groups, a withdrawal of teaching staff to support the intervention, and, per-
haps most significantly, an unexpected drop in the teenage population in-
carcerated at Rikers Island. See, e.g., Eduardo Porter, Wall Street Money Meets
Social Policy at Rikers Island, N.Y. TIMES, (July 28, 2015), https://
www.nytimes.com/2015/07/29/business/economy/wall-st-money-meets-so-
cial-policy-at-rikers-island.html. As to the latter factor, changes in the New
York City’s Police Department’s “stop and frisk” policy may have contributed
to the decline in the incarcerated population. See J. David Goodman, Crime
Dips in New York as Misdemeanor Arrests Rise, Report Says, N.Y. TIMES (Oct. 28,
2014), https://www.nytimes.com/2014/10/29/nyregion/crime-dips-in-new-
york-as-misdemeanor-arrests-rise-report-says.html; Joseph Ax, Appeals Court
Clears Way for N.Y. Police Stop-And-Frisk Reforms, REUTERS (Oct. 31, 2014),
https://www.reuters.com/article/us-usa-newyork-stopandfrisk/appeals-cou
rt-clears-way-for-n-y-police-stop-and-frisk-reforms-idUSKBN0IK26D20141031.

213. See, e.g., Announcement, Manpower Demonstration Research Corp.,
MDRC Statement on the Vera Inst. Study of the Adolescent Behavioral
Learning Experience (ABLE) Program at Rikers Island (July 2015), http://
www.mdrc.org/news/announcement/mdrc-statement-vera-institute-s-study-
adolescent-behavioral-learning-experience.
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Rikers Island PFS experience, understanding that the risk-
shifting aspect of such programs operated perfectly in that in-
stance to shield New York City from the losses it would have
otherwise incurred had it funded the program directly.214 In-
vestors may not be as sanguine about the Rikers Island pro-
gram results, but the interim success payments in four other
PFS programs to date should spur further investor interest in
the PFS model.

Prospective PFS investors will not only take notice of the
Rikers Island experience and bolster their due diligence, but
may also seek to shape future PFS structures and deal terms to
mitigate that risk.215 They may seek a more active role in the
governance of tax-exempt intermediaries, or in the manner in
which tax-exempt service providers deliver the interventions.
They may seek higher returns. As so dramatically operated in
the Rikers Island PFS program, they may seek philanthropic
guarantees or other “back stops” for their investments. All of
these modifications potentially have implications under the
private benefit doctrine for the tax-exempt participants.

A. More Active Investor Roles
As described in Part I.B.2.b, in the PFS programs to date,

investors have certain control or consent rights relating to the
activities and assets of the intermediary, or relating to the
larger PFS program. Most of these rights are analogous to stan-
dard rights in a commercial loan or investment agreement
that allow a lender to ensure contract compliance and manage
credit risk.

214. In the aftermath of the termination, Kristin Misner-Gutierrez, a for-
mer Bloomberg administration official who was involved in the creation of
the Rikers Island PFS program, noted, “[t]hese vehicles are structured in
such a unique way that they carry very little risk for the government.” Porter,
supra note 212. On the other hand, government sponsors have a powerful
incentive to protect their interests by attempting to safeguard PFS programs
from contamination by excessive private benefit. Given the uncertainties in
the application of the doctrine to these programs, however, it is far from
assured that such an incentive will lead to effective safeguards.

215. The reactions of philanthropic investors will likely be more textured,
and may more closely resemble the reactions of PFS advocates and advisors.
Notwithstanding any losses incurred, those institutions should be able to ob-
tain distribution credit in satisfaction of their charitable purposes as a result
of their participation. See I.R.C. § 4944(c).
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In a few cases, however, parties must obtain approval from
investors in order to take certain actions with respect to pro-
gram delivery. For example, in the Chicago Early Childhood
program, the investors must approve any changes to the “Core
Program Principles” (the guiding programmatic principles for
the intervention, such as class size and parental involvement),
and in the Massachusetts Justice program, the borrower cove-
nants that it will not expand the geographic service area with-
out the consent of the Investor Committee.216 Investors in the
Denver Homelessness and Utah Recidivism and Homelessness
programs have taken this one step further, and serve as voting
members of committees established for the purpose of making
certain project determinations such as major changes to pro-
gram design, evaluation or payment structure.217

In the aftermath of the Rikers Island PFS program, it
would not be surprising for investors to seek a more active role
in key decisions to be made by intermediaries, service provid-
ers or project governance generally.218 Investors might seek to
go further, and reserve the right to modify project terms on
their own, for example, to salvage a program that was not
reaching a sufficient number of program participants to pro-
duce the targeted outcomes.219 In order to assure that the pro-
gram operated according to expectations, for example, an in-
vestor might negotiate not only for a vote at certain committee
meetings, but for a controlling vote on or veto power over cer-
tain decisions.220 Beyond private benefit, more active partici-
pation by investors may even raise the possibility of private in-
urement, as those investors may become disqualified persons
under the intermediate sanctions rules should they be deemed
to exercise “substantial influence” over the affairs of an ex-
empt participant through an enhanced governance role, com-

216. See supra, Part I.B.2.b and accompanying text.
217. Supra notes 61–62 and accompanying text.
218. The countervailing pressure is the possibility of greater exposure to

legal liability for private investors whose control over borrowers or issuers
rises to the level of that of a joint venturer.

219. Note the early press reports implying similar reasons for the termina-
tion of the Rikers Island PFS program. See supra note 212.

220. As to the circumstances that may give rise to such investor demand,
note that early press reports on the Rikers Island PFS program termination
described operational problems, such as the failure to segregate program
participants from the control group, and the decision not to provide teacher
support for the program. See supra note 212 and accompanying text.
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bined with the influence wielded as a result of their substantial
funding role.221

B. Greater Investor Returns
The market outcomes for domestic PFS programs against

which prospective investors may assess risk are limited. Until
there are more transaction outcomes across a variety of pro-
grams and target populations, it will be difficult to say that any
level of investor return is too substantial under the private ben-
efit doctrine’s qualitative test. Given the Rikers Island program
failed to achieve the target “success” metrics and resulted in
investor losses, some prospective investors (particularly “fi-
nance first” investors) may press for greater financial returns
in order to compensate them for an increase in the perceived
risk.222

Perhaps as a consequence of this market uncertainty as
well as the absence of regulatory or judicial precedent address-
ing the private benefit implications of the PFS phenomenon,
some exempt participants have staked out conservative posi-
tions with regard to the potential return to investors in their
applications to the IRS for recognition of exempt status. For
example, Third Sector Capital Partners, Inc., an exempt or-
ganization that provides structuring, arranging and advisory
assistance for PFS programs, stated in its application that it
would: “insure that. . .if a funder is to receive a return on their
contribution, that the return is limited to a maximum fixed
rate of return that is no greater than fair market value for a
comparable risk-adjusted loan.”223 Similarly, the application
filed by Social Finance, Inc., a similar advisory organization,
stipulated, “The extent of, and criteria for, any returns on pri-
vate investment will be. . .subject to agreement by the govern-
ment. Such returns will be fixed and limited.”224 Both of these

221. The latter would be analogous to the status of “substantial contribu-
tors” under the Code, who tend to be treated as having substantial influence.
Treas. Reg. § 53.4958-3(e)(2)(ii).

222. Such an inclination may not be anticipated from philanthropic inves-
tors, or even from all social impact investors. See supra note 38.

223. See Third Sector Application for Recognition of Exemption on Form
1023, Attachment A, supra note 51.

224. See Social Finance Application for Recognition of Exemption on
Form 1023, Exhibit D, supra note 51.
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applications cite to the private benefit doctrine in articulating
how they intend to structure PFS programs.

The private benefit implications of greater investor re-
turns in PFS programs are at best unclear. Under the private
benefit doctrine, the extent of the success payments to for-
profit investors in any arrangement facilitated by an exempt
organization must necessarily be constrained. While the con-
servative investor returns in some programs to date may be
prudent given the uncertainties in the private benefit doc-
trine, they raise questions about the rewards that could be
made available to private parties for supporting high-risk, char-
itable activities.225 Should we permit a greater investor pre-
mium for undertaking the risk in such an untested market,
without a resulting risk of loss of exemption for a tax-exempt
entity that facilitates the venture or agrees to subordinate its
own compensation to investor returns?

In practice, the limits on investor returns in PFS programs
to date, and perhaps for the foreseeable future, are set and
paid by the government as outcome payor and not by exempt
participants.226 If in future PFS programs, an exempt entity,
such as a charity or philanthropic institution, were to set the
level of investor returns, private benefit is more likely to be an
issue. In that scenario, both the qualitative terms of the trans-
action and the quantitative public benefits to be received will
warrant even greater scrutiny.227

No matter how closely the IRS or the courts are prepared
to examine the terms of an individual PFS program that con-

225. These limitations may, to some extent, be self-imposed, reflecting
concerns about public perception of more generous rewards for private par-
ties in what has been core charitable activity, the delivery of social services.

226. See, e.g., Investing in What Works: “Pay for Success in New York State –
Increasing Employment and Improving Public Safety, Detailed Project Summary
(March 2014), https://govlab.hks.harvard.edu/files/siblab/files/nyspfspro
jectsummary.pdf (“NYS is the outcome payer for this project, and has made
up to $21,543,853 available for performance-based payments (up to
$11,095,000 from a US DOL grant, and up to $10,448,853 from NYS
funds.”)).

227. The involvement of government comes with certain risks, such as ap-
propriations failure and political risk, and it is expensive and time-intensive
to structure these transactions with a government party, particularly one that
is a first time PFS program participant. To address these risks and expenses,
we may see future programs that do not involve a government but rather a
private party as the outcome payor.
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fers a private benefit on for-profit investors, the absence of
meaningful comparisons will make that exercise speculative at
this point. Although the conservatism demonstrated by some
exempt players when seeking recognition of exempt status is
understandable, it is hard to accept that the appropriate stan-
dard for comparison should be “a maximum fixed rate of re-
turn that is no greater than fair market value for a comparable
risk-adjusted loan” when there are so few transactions that are
truly comparable.228

The application of the quantitative test to enhanced inves-
tor returns seems more straightforward. The public benefits to
which any increase in private benefits must be compared are
documented in PFS programs through the financial modeling,
data collection and evaluation process, and investor returns
are typically set so that they do not exceed the government
savings and other benefits expected to result from the pro-
ject.229 Beyond this, it should not be necessary, at least under
the doctrine’s quantitative test, to impose absolute caps on the
potential return to investors. If the increased returns were ac-
companied by a corresponding increase in savings resulting
from better than projected outcomes in prison recidivism,
children placed in foster care, ex-offenders placed in jobs, or
students placed in special education, then the balance would
remain tilted in favor of the public benefits.230 Recently re-
ported results in the Utah Preschool program, for example,
have triggered partial success payments for investors tied to

228. See Third Sector Application for Recognition of Exemption on Form
1023, Attachment A, supra note 51.

229. See supra note 226, at 14 (“The project’s outcome pricing methodol-
ogy ensures that the government’s performance-based payments are never
more than the savings and benefits estimated to result from the project’s
impact . . . .”).

230. Id. Of course, there are powerful reasons for setting a ceiling on in-
vestors’ potential upside that have nothing to do with the private benefit
doctrine, but rather reflect the fiscal and political realities of government
appropriation processes. Greater investor returns might also effectively be
delivered through favorable tax treatment for participation in PFS programs,
for example through tax credits such as those available in the low income
housing tax credit program or the “New Markets Tax Credit” program. See
supra note 34. Those benefits would be legally sanctioned and immune from
private benefit concerns, but raise policy questions as to the circumstances
under which additional public subsidies should be made available for PFS
programs. See discussion infra Part IV.
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the government savings realized to date based on the number
of program participants who will not require special education
services.231 Some have questioned whether the achievement of
the “success” benchmarks in the Utah Preschool program cor-
respond to actual savings.232 However, assuming appropriate
financial models and “success” benchmarks, PFS programs
that are designed to produce cost savings of a particular kind
satisfy legitimate public objectives, and, where such savings are
realized, the availability of rewards to investors, commensurate
with the corresponding savings, should not present problems
satisfying the quantitative test of the private benefit doc-
trine.233

C. Increased Protection through Guarantees and Other Risk
Mitigation Mechanisms

One feature in the design of the Rikers Island PFS pro-
gram that looms large in the wake of its early termination is
the rolling guarantee provided by Bloomberg Philanthropies.
That guarantee, in the form of a fund maintained by MDRC,
the exempt service provider acting as intermediary, that could
be used for future PFS programs if the targeted outcomes had
been met, limited Goldman Sachs’ losses to $2.4 million, or
25% of its investment. That result will certainly send a power-
ful message to other for-profit investors about the importance
of similar protections in future PFS programs.

Individual guarantees are only one form of risk mitigation
mechanism that might be incorporated into future PFS deal.
Other possibilities include free-standing rolling guarantee
funds that could be used to induce investment in multiple PFS
programs, funded by philanthropy, individual donors, or even
multiple government entities interested in encouraging the
growth of the PFS phenomenon.234 Other forms of risk mitiga-

231. Jeff Edmondson, Bill Crim & Allen Grossman, Pay-For-Success is Work-
ing in Utah, STAN. SOC. INNOVATION REV. (Oct. 27, 2015), https://ssir.org/
articles/entry/pay_for_success_is_working_in_utah.

232. See Popper, supra note 9.
233. Of course, this assumes that the levels of results to be rewarded are

set with the objective rigor that is intended to be a central feature of the PFS
model.

234. See Burand, supra note 23, at 487–91 (discussing the Grameen
Growth Guarantees Fund, used to support microfinance activity, as one pos-
sible model).
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tion may include further tranching of investments to match
the risk appetites of and induce participation from a broader
group of investors, with each tranche having a higher or lower
return depending on its place in the order of repayment.235

Investors could also seek to more closely link service prov-
iders’ compensation (or a larger portion of their compensa-
tion) to outcomes.  This would be one more factor to weigh in
determining whether a program operates as a joint venture,
which requires a showing that, among other things, each party
shares in the profits and losses.236  Under those circumstances,
any forfeiture of control to investors over the charitable as-
pects of the program—such as the way that intervention ser-
vices are to be delivered—unavoidably raises the specter of pri-
vate benefit.237  Furthermore, investors could seek to
subordinate a service provider’s right to receive these out-
come-based payments to their own, for example, by requiring
a service provider to assign its right to receive a success pay-
ment to the investors if certain minimum outcome thresholds
are not achieved.238

These enhancements would no doubt make investors less
skittish about bearing the risk of participation in untested pro-
grams, at least at the scale envisioned in PFS programs. But
could these credit enhancements have private benefit implica-
tions?

In the evolution of the private benefit doctrine, there are
no particular forms of private advantage that have been
deemed to confer more than an insubstantial private benefit
per se, irrespective of the amount of that benefit.239 Rather, as

235. See Burand, supra note 23, at 478.
236. See supra Part II.B.1.
237. See Rev. Rul. 2004-51, 2004-1 C.B. 974, discussed supra note 201 and

accompanying text.
238. In at least two PFS programs to date, the service providers and deal

advisors stand to earn additional success payments from the same pool of
government funds used to pay investors (it is not clear whether their right to
receive that success fee is subordinated to the investors’ right to receive their
success fees). See supra notes 48, 170–71, and accompanying text. Similarly,
in at least two PFS programs to date, the service providers and deal advisors
agreed to a certain amount of “deferred fees” for which they will be reim-
bursed only after the project demonstrates certain outcomes. See supra note
73 and accompanying text.

239. Other than instances in which the doctrine has been confused with
the prohibition on private inurement or applied to scenarios in which a
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the phrase “more than insubstantial” private benefit suggests,
the IRS and the courts are concerned with the extent of the
benefits conferred. For example, in a 1997 ruling, the IRS
found a wide array of financial supports used to induce doc-
tors to locate in a medically underserved community, includ-
ing relocation expenses, bonuses, mortgage assistance, insur-
ance subsidies, and facilities subsidies, to be acceptable be-
cause the value of the benefits in question were outweighed by
the public benefits derived from the activity.240

Therefore, it is not the form of risk mitigation mechanism
selected to protect investors in PFS programs, but rather the
amounts devoted to those inducements that should be part of
the calculation in the quantitative comparison of the private
and public benefits to be derived from the activity. Although
contingent, the protection offered by a guarantee or other
credit protection most certainly has a value to investors who
might otherwise not participate, and that value could be so
great, when taken together with the amount of the success pay-
ment and other inducements offered to investors, as to tip the
balance toward more than insubstantial private benefit.

IV.
STRIKING THE BALANCE: ASSESSING THE COSTS AND BENEFITS

OF PFS PROGRAMS

In its quantitative analysis, the private benefit doctrine
prompts larger questions about the desirability of funding so-
cial services through PFS programs. Notwithstanding the me-
ticulous data collection, rigorous evaluation methods, and
mathematical identification of public cost savings that are in-
herent in the design of each PFS program, are we considering
all of the relevant costs when assessing whether this model rep-
resents an efficient delivery of services? Conversely, are we con-
sidering all of the public benefits that can be derived from PFS
programs? Under what circumstances are PFS programs the

charitable purpose was absent, the closest the IRS may have come to a per se
approach to private benefit was in a revenue ruling concerning the circular
nature of housing down payment assistance to low-income home buyers that
had been providers by the home sellers, Rev. Rul. 2006-27, 2006-1 C.B. 915, a
ruling that has caused some puzzlement among commentators. See, e.g.,
supra note 79.

240. Rev. Rul. 97-21, 1997-1 C.B. 121.
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desirable alternative, and what factors should we weigh in mak-
ing that determination?

PFS programs to date have been expensive to design and
implement.241 While not particularly complex when compared
with large transactions in the financial markets, the relatively
modest scale of PFS programs to date, with up front private
capital investment ranging from $3.5 million to $21.7 million,
makes it hard to justify transactions that involve this many par-
ties and interdependent agreements that can take years to
structure and document.242 These transactions typically in-
volve compensation for multiple supporting players, including
evaluators, program coordinators, managing entities, and
technical assistance providers, as well as other professionals.243

While the transaction costs for PFS programs may decline over
time as templates are developed, those savings have been diffi-
cult to achieve thus far given the differences in program de-
sign and structure, social issues addressed, populations served,
and intervention methods employed.244 These are all costs
that should be taken into account in evaluating the desirability
of the PFS model going forward.245

There are other costs involved in operating PFS programs
that are not typically discussed in assessing the efficiency of
these programs. Each PFS program involves multiple tax-ex-
empt entities whose activities are publicly subsidized through
the exemption.246 While the use of a service provider with ex-

241. See Demel, supra note 15, at 505–06.
242. See Burand, supra note 23, at 479.
243. Legal services to structure and document PFS programs are some-

times available on a pro bono basis, but that may not always be the case.
244. See Burand, supra note 23, at 479.
245. Of course, these costs are somewhat offset in the calculation to the

extent that service providers participating in the design and implementation
do so through entities that do pay taxes (such as for-profit subsidiaries or
controlled entities), and even through exempt entities, to the extent that
payroll taxes are collected for each employee.

246. For the traditional subsidy theory, see, e.g., JOHN SIMON, HARVEY DALE

& LAURA CHISOLM, THE NONPROFIT SECTOR 274 (Walter Powell & Richard
Steinberg eds., 2d ed. 2006). Another theory for the favorable tax treatment
of charity is the “technical definition of income” theory in which the exemp-
tion serves to define the base of taxable activity. See Boris I. Bittker & George
K. Rahdert, The Exemption of Nonprofit Organizations from the Federal Income Tax-
ation, 85 YALE L.J. 299, 302-04 (1976). Other theories provide that the ex-
emption is intended to promote “meta-benefits” such as efficiency, innova-
tion, and diversity beyond the delivery of certain goods and services. See SI-
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empt status is probably a given, other services that add costs to
the program are provided by intermediaries, managing enti-
ties, deal advisors, program coordinators, and technical assis-
tance providers, many of which operate in exempt form, and
the subsidy with which they operate should also be part of the
cost calculation. Philanthropic participation, in the form of
program-related investments, and even recoverable and non-
recoverable grants made to support PFS program costs, should
also be part of the calculation. Guarantees and other risk miti-
gation instruments proffered by philanthropy are additional
costs to be included, both because these dollars carry the sub-
sidy of exemption and because philanthropic assets are thus
dedicated to guarantees rather than devoted to other charita-
ble purposes.247

Taken together, the public costs of operating PFS pro-
grams go far beyond the up-front payment for services, success
payments, evaluation costs, and the other costs that are most
often cited. While at first blush one might wonder whether the
prospect of private investors lining up to pay for the delivery of
social services promises to turn conventional theories of tax
support for nonprofit services on its head, the reality to date is
a rather different story.248 In fact, are PFS programs so expen-
sive and so highly subsidized that one must question whether
the price to be paid for these programs is too high?

MON, DALE & CHISOLM, supra at 274. Another theory states that the
exemption should be viewed as an economically efficient subsidy of donative
organizations. See Mark A. Hall & John D. Colombo, The Donative Theory of the
Charitable Tax Exemption, 52 OHIO ST. L.J. 1379, 1389 (1991). Finally, there is
a theory of neo-classical republican philanthropy in which the exemption is
intended to provide for the poor while promoting the highest forms of
human excellence according to neo-classical ideals. See Rob Atkinson, Tax
Favors for Philanthropy: Should Our Republic Underwrite De Tocqueville’s Democ-
racy?, 6 WM. & MARY POL’Y REV. 1, 68 (2014). Irrespective of the ongoing
viability of the traditional subsidy theory, a subsidy in the form of taxes not
collected is certainly a feature, if not the conceptual lynchpin, of tax exemp-
tion.

247. While a guaranteed amount is only expended if the outcome targets
are not met and the project is terminated, a philanthropic guarantor must
nevertheless account for that prospect in its planning (and balance sheet).

248. See Henry B. Hansmann, The Rationale for Exempting Nonprofit Organi-
zations from Corporate Income Taxation, 91 YALE L.J. 54, 55–56 (1981) (Non-
profit organizations provide a solution to “contract failure” in the delivery of
“public goods,” beneficial services to which private parties have insufficient
incentives to contribute).
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The answer may depend on two factors. First, if long-term
government savings can be achieved from preventative services
and can be reliably tallied, then the public benefit is maxi-
mized in economic terms. When those long-term savings, for
example, in the need to build and maintain fewer facilities to
incarcerate offenders or shelter the homeless, can be pro-
duced and tracked, the balance more clearly tips in favor of
PFS programs. Reliance on short-term savings alone, such as
the cost of incarcerating individual offenders per day or the
costs to shelter individual homeless families for a certain num-
ber of nights, may not be enough to favorably compare to the
multitude of costs involved in PFS programs.

Second, if PFS programs remain focused on interventions
that are outside the foreseeable scope of services that would be
directly funded by the government because they are as yet unt-
ested on a scale that would justify risking public dollars, then
the expense is more easily justified. However, if particular PFS
program interventions are successful in meeting outcomes,
and are replicated in subsequent programs with a degree of
reliability, then the risk that is actually being assumed by inves-
tors in supporting that particular type of intervention declines.
Under those circumstances, as PFS programs generally or
within a specific services sector or delivery method develop a
longer track record, the justifiable cost, and the amount of pri-
vate benefit conferred on private investors, should be corre-
spondingly limited. As a result, PFS programs may be most eas-
ily defended when they fall into a particular private benefit
“sweet spot,” when a promising service delivery model has not
yet been widely tested and before it has been successfully repli-
cated. Just as the expenditure of public dollars to pay success
fees and the support of tax-exempt entities in the form of
guarantees is less defensible as a matter of policy when the
risks avoided by government are diminished, any private bene-
fit that is facilitated by the participation of exempt organiza-
tions can be more easily justified when there is more risk that
outcomes will not be met and the public benefit of shifting
that risk is greater.249

249. Rob Atkinson describes the implicit bias toward philanthropic (non-
profit) providers over government in the exemption of nonprofit organiza-
tions from taxation, casting a skeptical eye upon claims of nonprofit superi-
ority, particularly in regard to nonprofit efficiency. See Atkinson, supra note
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Finally, there is a less tangible benefit that may be derived
from PFS programs, a kind of “meta-benefit” that should not
be discounted. PFS programs have been embraced in the
United States in an age of divided government in which the
launch of major social programs seems characteristic of an-
other era. In the current policy environment, government
often suffers from a public perception that it is paralyzed and
ineffective. As a consequence, the political will and the fiscal
appetite for major social programs remains circumscribed.250

The development of models in which the government funds
what works and does not pay for failure may have a value be-
yond the cost savings realized in dollars. While PFS programs
may be elaborate and expensive, they may help to ameliorate
negative perceptions of both large scale social programs and
the government’s role in them. Improving those perceptions
may help to restore public confidence in government’s ability
to successfully address pressing chronic social problems, and
may ultimately lead to the expansion of those efforts. Calculat-
ing the value of such an intangible may be beyond the scope of
the private benefit balancing test, but returning to a time
when government was trusted to tackle significant social
problems nevertheless has a powerful allure.

246, at 77–83. Whether that bias against government can truly be said to
infect our thinking about nonprofit tax exemption, it should not triumph in
circumstances in which a collection of nonprofit organizations, supported by
private investors, deliver little in the way of risk mitigation and protection of
the public fisc.

250. See, e.g., Partisan Polarization Surges in Bush, Obama Years: Values About
Government and the Social Safety Net, PEW RESEARCH CENTER (June 4, 2012),
http://www.people-press.org/2012/06/04/section-4-values-about-governme
nt-and-the-social-safety-net/.
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APPENDIX A: INVESTORS

This chart is an excerpt from Table 7 of Nonprofit Finance Fund’s “Download-
able Data Set”, available at http://www.payforsuccess.org/projects/comparison (last
visited May 1, 2018).

  

Senior Investor/
Lender and 
Total Senior 
Investment 
($MM) 

Subordinate 
Investor/
Lender and 
Total Subor-
dinate In-
vestment 
($MM) 

Deferred 
Fee 
Source 
and Total 
Deferred 
Fees 
($MM) 
[Note 1] 

Recoverable 
Grant Source 
and Total 
Recoverable 
Grants($MM) 
[Note 2] 

Non-
recoverable 
Grant Source 
and Total Non-
recoverable 
Grants ($MM) 
[Note 3] 

Guarantor and 
Guarantee 
($MM) 
[Note 4] 

NYC ABLE 
Project for 

Incarcerated 
Youth 

Goldman Sachs 
($9.6) None None None None 

Bloomberg 
Philanthropies 

($7.2) 

Utah High 
Quality 

Preschool 
Program 

Goldman Sachs 
($4.6) 

J.B.& M.K. 
Pritzker 

Family Foun-
dation ($2.4) 

None None None None 

New York 
Increasing 

Employment 
and Improv-
ing Public 

Safety 

Bank of America 
Merrill Lynch 
($13.5) [Note 
11] 

None None None None 
Rockefeller 
Foundation 

($1.3) 

Massachusetts 
Juvenile 

Justice PFS 
Initiative 

Goldman Sachs 
($9) 

The Kresge 
Foundation 

($1.5); Living 
Cities ($1.5); 

($3 total) 

Roca Inc. 
($3.26); 
Third 
Sector 
Capital 
Partners 
Inc. 
($0.05); 
($3.31 
total) 

None 

Laura and John 
Arnold Foun-
dation ($3.7); 
New Profit, Inc. 
($2); The 
Boston Foun-
dation ($0.3); 
($6 total) 

None 

Chicago 
Child-Parent 

Center Pay for 
Success 

Initiative 

Goldman Sachs  
($7.33); North-
ern Trust 
($5.33); ($12.66 
total) 

J.B. & M.K. 
Pritzker 

Family Foun-
dation ($4) 

None None None None 

Cuyahoga 
Partnering for 

Family Suc-
cess Program 

[Note 5] 

The Reinvest-
ment Fund 
($1.575) 

George Gund 
Foundation 
($1); Non-
profit Fi-

nance Fund 
($0.325); The 

Cleveland 
Foundation 

($0.75); 
Sisters of 
Charity 

Foundation 
of Cleveland 

($0.2); 
($2.275 total)

None 

Sisters of 
Charity 

Foundation of 
Cleveland 

($0.15) 

None None 
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Senior Investor/
Lender and 
Total Senior 
Investment 
($MM) 

Subordinate 
Investor/
Lender and 
Total Subor-
dinate In-
vestment 
($MM) 

Deferred 
Fee 
Source 
and Total 
Deferred 
Fees 
($MM) 
[Note 1] 

Recoverable 
Grant Source 
and Total 
Recoverable 
Grants($MM) 
[Note 2] 

Non-
recoverable 
Grant Source 
and Total Non-
recoverable 
Grants ($MM) 
[Note 3] 

Guarantor and 
Guarantee 
($MM) 
[Note 4] 

Massachusetts 
Chronic 

Homelessness 
Pay for Suc-

cess Initiative 
[Note 6] 

Santander Bank 
($1);  United 
Way of Massa-
chusetts Bay and 
Merrimack 
Valley ($1); CSH 
($0.5); 
($2.5 total) 

None None None 

Santander 
Bank ($0.25); 
United Way of 
Massachusetts 
Bay and Mer-
rimack Valley 
($0.75); 
($1 total) 

None 

Santa Clara 
Project Wel-
come Home 

[Note 7] 

The Reinvest-
ment Fund 
($0.5); CSH 
($0.5); ($1 total)

The Sobrato 
Family Foun-
dation ($1.5); 
The Califor-
nia Endow-
ment ($1); 
The Health 
Trust ($1); 
The James 

Irvine Foun-
dation 

($0.28); 
($3.78 total) 

Abode 
Services 
($0.5) 

Google.org 
($0.5) 

Laura and John 
Arnold Foun-
dation ($1) 

None 

Denver Hous-
ing to Health 

Initiative 
[Note 8, 9] 

Housing Stabil-
ity Outcome: 
Northern Trust 
($3); Walton 
Family Founda-
tion ($1); Piton 
Foundation 
($0.5); Jail Bed 
Day Outcome: 
Laura and John 
Arnold Founda-
tion ($1.7); 
Colorado Health 
Foundation 
($1); Living 
Cities ($0.5); 
Denver Founda-
tion ($0.5); 
Nonprofit 
Finance Fund 
($0.435); 
($8.6 total) 

None None None None None 

South Caroli-
na Nurse 

Family Part-
nership 

[Note 10] 

None None None None 

The Duke 
Endowment 

($8); Consorti-
um of private 
funders ($4); 

BlueCross 
BlueShield of 

South Carolina 
Foundation 
($3.5); The 

Boeing Com-
pany ($0.8); 

Greenville, SC 
First Steps 

($0.7); 
($17 total) 

None 
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Senior Investor/
Lender and 
Total Senior 
Investment 
($MM) 

Subordinate 
Investor/
Lender and 
Total Subor-
dinate In-
vestment 
($MM) 

Deferred 
Fee 
Source 
and Total 
Deferred 
Fees 
($MM) 
[Note 1] 

Recoverable 
Grant Source 
and Total 
Recoverable 
Grants($MM) 
[Note 2] 

Non-
recoverable 
Grant Source 
and Total Non-
recoverable 
Grants ($MM) 
[Note 3] 

Guarantor and 
Guarantee 
($MM) 
[Note 4] 

Connecticut 
Family Stabil-

ity Project 

BNP Paribas; 
QBE Insurance; 
The Reinvest-

ment Fund 
($7.84 total) 

Laura and 
John Arnold 
Foundation; 
Doris Duke 
Charitable 

Foundation; 
Nonprofit 
Finance 

Fund; two 
family foun-

dations 
($3.36 total) 

None None None None 

Massachusetts 
Pathways to 
Economic 

Advancement 

$9.94 total $2.49 total None None None None 

Salt Lake 
County 

Homes Not 
Jail 

Northern Trust; 
Ally Bank; QBE 
Insurance; The 
Reinvestment 

Fund 
($3.6 total) 

Sorenson 
Impact 

Foundation; 
Sorenson 

Family Foun-
dation 

($0.8 total) 

None None 

Noorda Foun-
dation; Miller 

Family Founda-
tion; Nonprofit 
Finance Fund; 

Ally Bank; 
County Escrow 
($1.26 total) 

None 

Salt Lake 
County 
REACH 

Northern Trust; 
Ally Bank; QBE 

Insurance 
($3.4 total) 

Sorenson 
Impact 

Foundation; 
Sorenson 

Family Foun-
dation; Living 

Cities 
($1.2 total) 

None None 

Eccles Founda-
tion; Noorda 
Foundation; 
Miller Family 
Foundation; 
Zions Bank; 
Synchrony 

Bank; Nonprof-
it Finance 
Fund; Ally 

Bank; County 
Escrow 

($1.46 total) 

None 

Notes:
[1]-[4] [Omitted]
[5] The success of the Pay for Success intervention in Cuyahoga County

relies on connection to stable housing. The Cuyahoga Metropolitan Hous-
ing Authority (CMHA), Emerald Development & Economic Network, Inc.
and Famicos Foundation are local housing providers that will provide public
housing and/or voucher-based housing resources for the program’s fami-
lies. CMHA created a high-priority public housing preference for caregivers
enrolled in the PFS program. The value of these housing units and vouchers
is not included in the project budget or initial capital raised.

[6] Massachusetts Chronic Homelessness PFS Project leverages $18 mil-
lion in public funding including $7 million for 145 project-based housing
vouchers allocated by the Massachusetts Department of Housing and Com-
munity Development, and $11 million in health care services reimbursed by
managed care entities.
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[7] Project Welcome Home leverages $7.7 million in Medicaid-reim-
bursable mental health services and $4 million in County-subsidized housing
units and vouchers.

[8] The Housing to Health Initiative assumes leverage of an additional
$16.15 million in public resources to support project service delivery, split as
follows: $5.17 million in Medicaid funding; $5.42 million in housing vouch-
ers from the Colorado Department of Housing; $5.42 million in housing
vouchers from the Denver Housing Authority; and $143,000 in SSI/SSDI
funding. In addition, the project relies on the construction of 210 new hous-
ing units, financed with a $2.7 million low-income housing tax credit alloca-
tion and $3.2 million in gap financing from the city and state.

[9] The Housing to Health Initiative did not use a senior/subordinate
structure, but created two tranches of investors. The first tranche, listed here
as senior, receives payment on an outcome related to housing stability, and
on an annual basis throughout the life of the project starting in year 2. The
second tranche, listed here as subordinate, receives payment on an outcome
related to jail bed day reduction, which is only measured at the end of the
project period.

[10] In addition to the $17 million raised from private sources, Medi-
caid will fund approximately $13 million via a 1915(b) Medicaid Waiver,
awarded to the South Carolina Department of Health and Human Services
by the federal Centers for Medicare and Medicaid Services.

[11] Bank of America Merrill Lynch raised $13.5 million through its
private wealth management division. The investor group included 40 indi-
viduals, foundations and family foundations. Several of the large founda-
tions included in the investor group, including the Robin Hood Foundation,
are not eligible for credit enhancement from The Rockefeller Foundation,
the guarantor, but are otherwise subject to the same repayment terms as
other investors.
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APPENDIX B: DETAILED REPAYMENT TERMS

This chart is an excerpt from Table 8.2 of Nonprofit Finance Fund’s “Download-
able Data Set”, available at http://www.payforsuccess.org/projects/comparison (last
visited May 1, 2018).

  Interest 

Trigger for 
initial repay-
ment of 
principal 
[Note 1] 

Threshold 
for full 
repayment 
of principal

Threshold 
for full 
repayment 
of principal 
plus maxi-
mum 
success 
payments 

Repayment 
timing  

Return to 
Investor 
[Note 2] 

Success 
Payment to 
Other 
Stakehold-
ers? 
[Note 3] 

NYC ABLE 
Project for 
Incarcer-

ated Youth 

None 

8.5% reduc-
tion between 
control and 
treatment 

10% reduc-
tion be-
tween 

control and 
treatment 

20% reduc-
tion be-
tween 

control and 
treatment 

Year 3 
(Final) 11% to 22% No 

Utah High 
Quality 

Preschool 
Program 

None 

Any difference 
between 

predicted and 
actual use of 

special educa-
tion services 

for treatment 
group 

~90% 
avoidance 
of special 
education 

for students 
deemed at-

risk 

Not availa-
ble 

Senior: 
annually, 
years 3-10; 
Subordi-

nate: after 
senior 

investment 
repaid 

5% + 
municipal 

money 
market rate, 

with a 
maximum 

rate of 
7.26% 

[Note 4] 

No 

New York 
Increasing 
Employ-

ment and 
Improving 

Public 
Safety 

None 

1) Employ-
ment out-
come:  5% 

increase in 4th 
quarter em-
ployment 

compared to 
control group; 
2) Recidivism 

and transi-
tional work 

outcome: ~37 
day decrease 

in average 
incarceration 

days compared 
to control 

group  

10% reduc-
tion in 

recidivism 

40% reduc-
tion in 

recidivism 

Year 4; Year 
5.5 

Expected 
IRR at base 
case 6-8% 

Yes: Inter-
mediary 

Massachu-
setts Juve-
nile Justice 
PFS Initia-

tive 

5% (sen-
ior) and 
2% (sub-
ordinate) 

base 
annual 

rate 

1) Jail Bed-Day 
Outcome: 

5.2% decrease 
in days incar-

cerated; 2) Job 
readiness 
outcome: 

Participant 
engages with 

youth worker  
9 times in one 

quarter; 3) 
Employment 

outcome:  
Participant 
earnings  

$1,000 in one 
quarter 

40% reduc-
tion in 

incarcera-
tion days 

70% reduc-
tion in 

incarcera-
tion days 

1) Incar-
ceration 
outcome:  

Bi-quarterly 
starting in 
Year 5; 2) 
Job readi-
ness out-
come: Bi-
quarterly 
starting at 

Q7; 3) 
Employ-

ment 
outcome: 

Bi-quarterly 
starting in 

Year 5 

11% maxi-
mum 

(senior 
lenders); 

18% maxi-
mum 

(subordi-
nate lend-

ers)  

Yes: Service 
provider 

and project 
manager 
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  Interest 

Trigger for 
initial repay-
ment of 
principal 
[Note 1] 

Threshold 
for full 
repayment 
of principal

Threshold 
for full 
repayment 
of principal 
plus maxi-
mum 
success 
payments 

Repayment 
timing  

Return to 
Investor 
[Note 2] 

Success 
Payment to 
Other 
Stakehold-
ers? 
[Note 3] 

Chicago 
Child-
Parent 

Center Pay 
for Success 

Initiative 

Not 
available 

Any positive 
difference 
between 

treatment 
group and 
national 

averages on: 1) 
Special Educa-
tion Outcome; 
2) Kindergar-
ten Readiness 
Outcome; 3) 
Third Grade 

Literacy 

Not availa-
ble 

Not availa-
ble 

Senior: 
annually, 
year 2-9;  
Subordi-

nate: 
annually, 
year 10-17  

6% (aver-
age) 

Not availa-
ble 

Cuyahoga 
Partnering 
for Family 

Success 
Program 

5% (sen-
ior) and 

0% or 2% 
(subordi-

nate) 
annual 

rate 

2% difference 
between 

treatment and 
control groups 
in out-of-home 

placement 
days 

25% reduc-
tion in out-

of-home 
placement 

days 

40% reduc-
tion in out-

of-home 
placement 

days 

Year 5 

Success 
payments 
up to $1 

million to 
subordinate 

lenders 

Philan-
thropic 
funding 
could be 

remitted to 
service 

provider if 
repaid as 
success 

payment 

Massachu-
setts Chron-

ic Home-
lessness Pay 
for Success 

Initiative 

0 – 5.33% 
annually, 
based on 
success 
rates 

[Note 5] 

40% rate of 12 
months of 
housing 
stability 

80% rate of 
12 months 
of housing 

stability 

94% rate of 
12 months 
of housing 

stability 

Year 6 See Note 5 No 

Santa Clara 
Project 

Welcome 
Home 

5%; 
(senior); 
2% (sub-
ordinate/
PRI); 0% 
(Philan-
thropic) 

Client 
achievement 

of three 
months of 
housing 
stability 

Not availa-
ble 

83% of 
clients 

achieve 12 
months of 
housing 
stability 

Annually, 
starting at 
the end of 

year 1 

Not availa-
ble 

Yes [Note 
6] 

Denver 
Housing to 

Health 
Initiative 

None 

1) Housing 
Stability: 

Client 
achievement 
of 12 months 

of housing 
stability; 2) Jail 

Days: 20% 
reduction 

1) Housing 
Stability: 

83%; 2) Jail 
Days: 30% 
reduction 

1) Housing 
Stability: 
100%; 2) 
Jail Days: 

65% reduc-
tion 

1) Housing 
Stability: 
annually, 
starting 

after 
Quarter 6; 

2) Jail Days: 
after Year 5 

3.5% 
(expected 

rate of 
return) 

No 

South  
Carolina 

Nurse 
Family 

Partnership 

None 

1) Preterm 
birth: 13.5% 
reduction; 2) 
Healthy birth 
spacing: 18% 
reduction; 3) 
Child injury: 
23.4% reduc-

tion; 4) Cover-
age in low-
income zip 

codes: 65% of 
mothers 
enrolled 

1) 15% 
reduction; 

2) 20% 
reduction; 

3) 26% 
reduction; 

4) 65% 
enrolled  

Not appli-
cable 

End of Year 
4; End of 

Year 5 

Not appli-
cable 

Yes: Service 
provider 
[Note 8] 
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  Interest 

Trigger for 
initial repay-
ment of 
principal 
[Note 1] 

Threshold 
for full 
repayment 
of principal

Threshold 
for full 
repayment 
of principal 
plus maxi-
mum 
success 
payments 

Repayment 
timing  

Return to 
Investor 
[Note 2] 

Success 
Payment to 
Other 
Stakehold-
ers? 
[Note 3] 

Connecticut 
Family 

Stability 
Project 

5% (sen-
ior); 3% 
(junior) 
[Note 9] 

Any 1) Re-
duced out-of-
home place-

ments; 2) 
Reduced re-
referrals to 

DCF;  3) Clean 
toxicology 
screens; 4) 
FBR enroll-

ment 

[Note 10] [Note 10] 

Annually, 
starting at 
the end of 

year 1 

Expected 
IRR base 
case: Sen-

iors 6-6.5%; 
Juniors 
5-6% 

Yes: Inter-
mediary 

Massachu-
setts Path-

ways to 
Economic 
Advance-

ment 

None 

Any 1) Earn-
ings; 2) Tran-

sition into 
college; 3) 
Program 

engagement 

N/A N/A 
Quarterly, 
starting in 

Q3 

Expected 
rate of 

return at 
base case: 

Class A 
6.5%; 

Common 
4-9% 

Yes: Service 
provider 

and inter-
mediary 

Salt Lake 
County 

Homes Not 
Jail 

5% (sen-
ior); 2% 
(subordi-

nate); paid 
quarterly 

Any difference 
between 

treatment and 
control group 
on payment 

metrics 

Between 
15% and 

20% impact 
on months 
without jail 
or shelter 

1) 30% 
impact on 

months 
without 

jail/shelter; 
2) 80% 

graduation 
to a per-
manent 

location; 3) 
100% 

enrollment 
in sub-
stance 
abuse 

services; 4) 
100% 

enrollment 
in mental 

health 
services 

Interest 
paid 

through-
out, princi-
pal paid at 
Q19 and 

Q24 

8.70% 
(senior); 
13.47% 

(subordi-
nate) 

Yes: Service 
provider 

and project 
manager 

Salt Lake 
County 
REACH 

5% (sen-
ior); 2% 
(subordi-

nate); paid 
quarterly 

Any difference 
between 

treatment and 
control group 
on payment 

metrics 

Between 
20% and 

25% impact 
on days 

incarcer-
ated  

1) 35% 
reduction 
arrests; 2) 

35% reduc-
tion in days 

incarcer-
ated; 3) 

25% impact 
on em-

ployment; 
4) 66.4% 
treatment 
engage-

ment 

Interest 
paid 

through-
out, princi-
pal paid at 
Q19 and 

Q24 

8.26% 
(senior); 
12.04% 

(subordi-
nate) 

Yes: Service 
provider 

and project 
manager 

Notes:
[1] Initial repayment does not equate to full principal return. Investors

may recover only part of their principal if projects do not meet a certain
level of success.
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[2] There is no standard methodology for calculating investor return.
These numbers are what is publically reported, and comparing from one
project to another may not be an apples-to-apples comparison for the reason
of potentially different calculation methodologies. Calculation methodolo-
gies may be provided in investor agreements, which are not available pub-
licly and were not available for this report’s analysis.

[3] Success payments for other stakeholders such as project managers
and service providers create a financial incentive for project success.

[4] For the first cohort of students, investors will be repaid an addi-
tional $1,040 per student year for avoided special education services after
principal has been fully repaid.

[5] Private investors receive interest at a rate calculated and paid annu-
ally, starting at the end of Year 2, based upon level of success that is achieved
by service providers.

[6] Success payments for higher rates of success are made to the service
provider, who in turn will pay 25 percent of any success payments received to
investors.

[7] [Omitted]
[8] Success payments will be reinvested in service delivery.
[9] Payment of accrued interest contingent on achievement of out-

comes.
[10] There are multiple paths to repayment and repayment starts with

initial outcomes.


