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Charities Aid Foundation 
 
1. Introduction  
 
1.1 The Charities Aid Foundation (CAF) is a registered charity that promotes charitable 
giving and provides financial services and social finance to not-for-profit organisations. 
We help donors – including individuals, major donors and companies to give more 
effectively whilst providing financial and fundraising solutions for charities in the UK 
and internationally, helping good causes to manage their resources more effectively. 
We also have a strong track record in research, policy and advocacy, working across a 
range of issues to ensure the best possible funding environment for charities. 
 
1.2 Our pioneering social investment arm, CAF Venturesome has a 10 year track 
record of providing capital (debt and equity) to charities, social enterprises and 
community groups. Since 2002, CAF Venturesome has provided over £30m of capital 
to 360 organisations. CAF Venturesome manages several funds, including a thematic 
fund which supports the development of Community Land Trusts. It has recently been 
involved in a number of public service-related social investment deals. 
 
1.3 CAF has a strong history of campaigning for changes in policy and legislation in 
order to improve the giving environment and to secure supportive legal, fiscal and 
regulatory conditions for donors, charities and social enterprises.  Our knowledge and 
understanding - gained through direct experience and research - makes us a trusted 
voice on giving and the effective use of charitable funds. 
 
1.4 Our response to the consultation is from the perspective of a social investor that 
has invested in a number of deals based on payment by results (PbR) contracts and 
scrutinised many more1. Our primary concern is that charities and social enterprises 
are able to compete fairly for contracts where appropriate within the proposed new 
PbR-focused system of rehabilitation services. 
 

                                                 
1
 CAF published a report, Funding Good Outcomes: using social investment to support payment by results, in 2012, 

outlining a range of issues with PbR that we identified through our work, and a list of recommendations to address these 

issues.  The report is available here: www.cafonline.org/pdf/Funding%20Good%20Outcomes.pdf  
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Question B1: How can we maximise the results we get from our collective 
Government and public sector resources? 
 
B.1.1 Availability of data:   
It is vital that service providers and investors are able to access robust data in a timely 
manner if they are to be able to evaluate the effectiveness of interventions and to 
understand the potential risks involved in attempting to deliver given outcomes. It is 
possible that immediate data may not be available on the outcomes themselves (for 
instance with long-term outcomes such as those related to children leaving care), in 
which case suitable shorter-term proxies should be agreed. Central government and 
commissioners both have a key role to play in opening up datasets to delivery bodies 
and investors. This is particularly true in an area such as reoffending, where the 
Government currently holds almost all the key data. If delivery bodies and investors 
are not given access to it, it will be extremely difficult for them to design  appropriate  
impact  measurement  systems  and  to  price  the  investment  risks accurately.  
 
Question C1: We are minded to introduce 16 Contract Package Areas. Do you 
think this is the right number to support effective delivery of rehabilitation 
services? Do you have any views on how the Contract Package Area boundaries 
should be drawn?  
 
C.1.1 Size of contracts and the current social investment market 
Many social investors have expressed a concern that a lot of the PbR-backed 
investment proposals coming to market at the moment are not feasible because the 
underlying contract is simply too large. The UK social investment market is still 
relatively small, and the individual investors within it do not have the capacity to invest 
in multi-million pound PbR deals, particularly given the PbR is still a largely untested 
mechanism so there is a high level of risk attached to these deals. Big Society Capital 
is currently the only social investor with sufficient resources to consider such large 
deals, and its operating policies mean that it is required to leverage co-investment 
rather than risk distorting the market by making very large deals on its own. 
 
In order to maximise the potential for social investment to support the development of 
the PbR market, contracts should be divided into manageable segments. If a 
commissioner is directly responsible for contracting with not-for-profits, it is up to them 
to ensure this is the case. If the commissioner’s relationship is with a prime contractor, 
who then issues sub-contracts, then it is the responsibility of the commissioner to 
ensure that the supply chain management requirements placed on the prime ensure 
that sub-contracts are of the sort of size that will enable not-for-profit delivery bodies to 
attract social investment. 
 
Question C2: What payment by results payment structure would offer the right 
balance between provider incentive and financial risk transfer?  
 
C.2.1 Balancing guaranteed and at-risk payments 
We do not believe that it is right for the burden of risk to be entirely outsourced to 
delivery bodies. Instead, PbR contracts should combine up-front payments, to cover 
some portion of core costs, and at-risk success payments, paid in arrears. This would 
present a fairer deal for not-for-profit delivery bodies and a more appropriate financial 
risk for commissioners. It is therefore encouraging that the Justice Secretary stated in 
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an oral answer to a question in the House of Commons that PbR contracts in the 
proposed new rehabilitation system will not be 100 per cent at-risk.2 
 
C.2.2 Social and commercial investors 
We also do not believe it is appropriate to exploit the social motives of investors by 
asking them to take on the entire burden of risk. This problem is further exacerbated if 
the commissioner (or intermediary) is attempting to leverage in commercial finance as 
well. In order to make the investment attractive, it will almost certainly be necessary to 
structure it so that commercial investors are ‘shielded’ by social investors, whose 
motivation allows them to have a greater tolerance for the risk that they will not receive 
a financial return. 
 
CAF does not believe that this is right. Expanding the investor base to include 
investors who may prioritise near-commercial returns over the needs of social 
investors and not-for-profits is not appropriate whilst PbR remains unproven as a 
mechanism of delivering social outcomes. 
 
C.2.3 Pricing risk 
The central issue for social investors is less about transference of risk, and more about 
pricing risk appropriately. When the risks of different interventions are priced  
accurately, it becomes apparent that there are in fact many different levels of risk in 
play. Some interventions will carry a moderate “private equity-level” risk, whereas 
others will carry a much higher “venture capital-level” risk. The returns needed to  
balance these different levels of risk will vary widely.  In the case of an intervention  
that carries a true venture capital level risk, the required level of financial return may  
be so high that it is no longer politically or ethically feasible to leverage in private 
investment at that rate, so the risk cannot be effectively outsourced through a PbR 
mechanism. 
 
The effective pricing of risk is also highly dependent on the availability of timely, robust 
data. As argued above in response to question B.1.1, central government and 
commissioners need to ensure that this information is available to investors. 
 
C.2.4 Sharing in the upside and downside  
Currently most PbR contracts which involve social investment are structured so the 
benefit of outperforming targets goes only to the commissioner (through increased 
savings) or to the investor (through increased returns), and the not-for-profit delivery 
agents are unable to share in any potential upside. CAF believes that this is wrong and 
that not-for-profits should be able to share in the financial upside of PbR contracts. 
This will ensure that incentives are properly aligned between commissioners, investors 
and delivery bodies.  
 
This does raise a question about the degree to which not-for-profits are made liable for 
any downside risk, because some would argue that organisations should only be able 
to share in any additional upside if they are willing to take sufficient responsibility for 
any downside losses. This could be problematic for not-for-profits whose finances are 
not sufficiently robust to absorb such losses. It may also lead to perverse incentives: 
for instance, if the personal objectives of frontline workers are closely linked to 
achieving particular outcomes, and they are also expected to share in the downside if 

                                                 
2
 http://www.theyworkforyou.com/debate/?id=2013-01-09b.324.2  
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those outcomes are not produced, there may be an incentive to avoid trying to achieve 
“difficult outcomes” and revert instead to dealing with safer cases.  Beneficiaries would 
almost certainly suffer as a result.  
 
C.2.5 The winner's curse 
In a broad sense, there is an inherent risk in being an early adopter in this market: 
those organisations that win PbR contracts, and the investors who back them, may 
actually lose out if contracts are not well drawn and performance is worse than 
expected. There is a significant risk that the growth of the PbR market would then be 
stifled. The Government should consider how best to offer sufficient protection to 
investors in order to ensure that investing in deals based on PbR public services 
contracts is seen as an appealing prospect in the long term.  
 
Question C9: How can we ensure that the voluntary and community sector is able 
to participate in the new system in a fair and meaningful way? 
 
C.9.1 Working Capital - the key problem 
PbR consistently presents a challenge for charities and social enterprises, in terms of 
raising working capital. For most private sector service providers this is not a problem, as 
they will be able to call on their own resources or obtain commercial loans to cover their 
working capital needs. For not-for-profits, however, which are often asset-poor, have 
limited reserves and may be unable to access commercial finance, the working capital 
gap can present a real obstacle. 
 
Social investment has the potential to solve this problem by offering investors (with a 
higher tolerance for financial risk) the chance to support organisations providing working 
capital to not-for-profits with PbR service delivery contracts. It is therefore important for 
the Government to ensure that it removes some of the barriers that are currently making 
it difficult for social investors to get involved in the PbR market3. 
 
C.9.2 Commissioning timescales 
Some of the risks in PbR stem from deficiencies in the way the commissioning process 
operates. Despite the fact that there is usually sufficient time within the process as a 
whole, social investors are often not brought in until just before the final deadline, so they 
only have a very small window in which to do the required due diligence on the 
investment. This increases the level of investor risk unnecessarily, as the problem could 
easily be overcome by extending the length of the commissioning cycle or simply 
involving potential investors at an earlier stage. 
 
C.9.3 Asymmetry in contract negotiation 
There are also long-standing issues about the way the commissioning process deals 
with not-for-profits which can have knock-on effects for investors. One of these is the 
recurring problem that not-for-profits often do not have extensive experience of contract 
negotiation, and the costs of buying in legal expertise are prohibitive, so they can find 
themselves at a disadvantage and end up saddled with unfavourable terms in their 
delivery contracts. This may be a particular problem when it comes to PbR contracts and 
the use of outcomes, because these are such new areas and even an organisation’s 
previous experience of public service contracting might not be that much help. 

                                                 
3
 For further details on the exact nature of these barriers, see CAF’s Funding Good Outcomes report: 

www.cafonline.org/pdf/Funding%20Good%20Outcomes.pdf  
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If not-for-profits lack the necessary influence with commissioners or private sector prime 
contractors to achieve an appropriate level of risk sharing in PbR contracts, it may result 
in PbR contract holders having no control over the ‘inputs’ (e.g. number of people 
referred to it under the PbR contract) and therefore little protection from the downside 
risk. This would markedly increase the risk of investing in any product that provided 
working capital to such a not-for-profit, and therefore make it less appealing to investors 
or drive up costs. 
 
C.9.4 Developing the investment readiness of not-for-profits 
As well as the social outcomes produced for service users, social investment-backed 
PbR contracts have the potential to deliver important organisational outcomes for the 
not-for-profit delivery bodies. For instance: developing investment readiness4, so that the 
not-for-profit can access social investment finance much more easily in the future if 
required; or building contract management skills so that the not-for-profit is better placed 
to bid for and deliver future public service contracts. 
 
Commissioners should look to factor the costs of this broader development of not-for-
profits into their contracts with social investment intermediaries. Not only will it contribute 
to the growth of the social investment market, which is an explicit Government ambition, 
but it will also have direct benefits for the commissioner in terms of creating a larger pool 
of potential service providers. 
 
C.9.5 Financial skills shortage 
Risk is difficult to price for potential investors, for commissioners and for delivery bodies.  
Understanding of risk is often poor and not-for-profits often lack the skills to assess risk  
effectively. More needs to be done to develop the financial skills of not-for-profits, and 
commissioners within the new Ministry of Justice framework should look to link 
effectively with existing funding that can support this aim, such as the Cabinet Office’s 
Investment and Contract Readiness Fund.  
 
C.9.6 Procurement   
Even where commissioning practice has developed to take into account some of the 
known challenges of working with outcomes and engaging the not-for-profit sector, the 
accompanying procurement process almost always remains a major stumbling block. 
The mindset of many procurement officials is guided by the question “how do we 
minimise the possibility of legal challenge?”, and this makes them very resistant to risk-
taking and innovation.  This is particularly true when they are approached by delivery 
bodies with new ideas or service offerings, which puts many not-for-profits at a 
significant disadvantage. 
 
 

                                                 
4
 The Big Lottery Fund, in its report Investment Readiness in the UK (www.biglotteryfund.org.uk/er_invest_ready.pdf) 

defines investment readiness as “an investee being perceived to possess the attributes, which makes them an investible 

proposition by an appropriate investor for the finance they are seeking.” A range of factors might affect investment 

readiness, including financial management capability, financial resilience and having sufficiently robust performance 

management systems in place.   


