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1. Exemples de social impact bonds (SIB) (1/2)
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1. Exemples de social impact bonds (SIB) (2/2)
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2. Apercu schématique d’un SIB

Obligation conditionnelle

Investissement de paiement
" Outcome
Social Investors Emetteur
Funders
Paiement Paiement en fonction
des résultats obtenus et
vérifiés
Financement et Transmission du
mise en cuvre @ rapport du vérificateur @
du projet indépendant
Vérification
@ Vérificateur
indépendant
Transmission du
——> = Flux financiers rapport du vérificateur
/ 5 indépendant

3. Apergu des enjeux d’un SIB sous 'angle du droit
suisse (1/2)

Qualification d’'un SIB en droit suisse actuel:
= Contrats (paralléles) de prét?
ou
= Emprunt par obligations (au sens des articles 1156 ss CO)?

= Question additionnelle: "dépdbts du public" au sens de l'article 5
OB?

Qualification d’'un SIB sous I'empire de la LSFin:
= Instrument financier au sens de l'article 3 (a) LSFin?
= Valeur mobiliére au sens de l'article 3 (b) LSFin?
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3. Apercu des enjux d’'un SIB sous I'angle du droit
suisse (2/2)

Regles applicables a la distribution d’'un SIB en droit suisse actuel:
= Pas d’obligation de préparer un prospectus si placement privé

= Nécessité de préparer un prospectus si I'offre est adressée a un
"cercle indéterminé d’investisseurs" (article 1156 CO)

Regles applicables a la distribution d’'un SIB sous I'empire de la
LSFin:

= Préparation d’'un prospectus (articles 35 ss LSFin)?

Exception pertinente en pratique: seuil quantitatif pour le placement privé >
moins de 500 investisseurs approchés (article 36 (1) (b) LSFin)

= Préparation d’une feuille d'information de base (FIB) (articles
58 ss LSFin)?

Note: Attention a la qualification de "dép6t du public” si le SIB ne fait pas I'objet d’un prospectus (>

i carve-out de I'article 5 (3) (b) OB / version actuelle) ou si le SIB ne fait pas I'objet d'une FIB (>
ll!_lu carve-out de I'article 5 (3) (b) OB, tel que modifié par le projet d’OSFin).

=l 7

4. Apercgu des ehjux d’'un SIB sous 'angle de I'impdot
anticipé suisse

Question principale: Est-ce que I'émetteur doit prélever I'imp6t anticipé
sur les rendements versés aux investisseurs?

= Test 1: Est-ce que I'émetteur est qualifié de "banque" au sens de
I'impdt anticipé?
Plus de 500 préteurs non-bancaires; et
Montant total de plus de CHF 5M.

= Test 2: Est-ce que le SIB est une "obligation de caisse" au sens de
I'impét anticipé?
Plus de 20 préteurs a des conditions variables; et
Montant total de plus de CHF 500K.

= Test 3: Est-ce que le SIB est une "obligation d’emprunt" au sens de
I'impdt anticipé?
Plus de 10 préteurs non-bancaires a des conditions similaires dans le cadre d’'une
transaction unique; et
Montant total de plus de CHF 500K.

v

Z
U
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5. Défis pour le développement des SIB (1/2)

Défis pour les émetteurs
= ldentification d’un projet (i) dont le "résultat" peut étre vérifié et (ii) qui
est "attractif" pour les Social Investors

= Nécessité de disposer d’'un know-how au sein de I'émetteur
(notamment en matiére financiére, légale et fiscale)

= Volonté et capacité a interagir avec des "externes", notamment (i) les
Social Investors et (ii) le vérificateur indépendant

= Co0ts de transaction (i) relativement importants et (ii) devant étre
supportés en amont du lancement du projet

= |dentification des Outcome Funders et des Social Investors

5. Défis pour le développement des SIB (2/2)

Défis pour les Outcome Funders

= Volonté de financer ce type de projets (par opposition a des dons
"classiques")

= Compatibilité avec les contraintes Iégales applicables aux Outcome
Funders

= Risque réputationnel, par exemple appréciation critique du
rendement offert aux Social Investors

Défis pour les Social Investors
= Détermination de la rentabilité escomptée compte tenu du contexte
de l'investissement (par exemple dans une zone de conflit)
= Risque réputationnel, par exemple reproche de "spéculer sur un
projet humanitaire"
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Abstract

Despite the considerable interest in Development Impact Bonds (DIBs), only a few have
reached the implementation phase. The lack of publicly available information on DIBs that
have failed to come to fruition, as well as the limited documentation on the negotiation
processes underlying impact bonds more generally, limits the development community’s
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Since the launch of the Millennium Development Goals in 2000, the global community has
committed to a growing number of development initiatives, each more ambitious than the
last. The Sustainable Development Goals (SDGs) alone contain 169 targets and are
estimated to need USD 3.3 to 4.5 trillion in additional funding per year if they are to be
achieved by 2030 (UNCTAD 2014). Such commitments continue to be made despite the
increasingly competitive nature of the funding environment, which has seen only moderate
growth in official development assistance (ODA) despite a worsening of major humanitarian
crises (OECD 2016). In addition, changes in leadership at the national and agency level
suggest that the development finance landscape could be dramatically different in the near
future, with less concessional resources available overall (Merrick 2016; McVeigh 2017).

Innovative financing models are thought to have the potential to revolutionize development
financing and better leverage the private sector’s growing capacity. Influential leaders like Jim
Kim of the World Bank and Melinda Gates of the Bill & Melinda Gates Foundation have
cited the transformative potential of various new approaches, including Development
Impact Bonds (DIBs) (GFF 2016). Yet the successful implementation of innovative
financing mechanisms requires that key partners, such as donors, governments, and private
investors, understand the potential and perils of each approach. Generating an evidence base
on what works where and what further information is needed is thus critical to moving the
sector forward. Certain mechanisms, such as Performance-Based Financing (PBF), have
been tested in several settings and have a sizeable evidence base.! Other approaches,
including DIBs, have attracted a lot of interest, but are still relatively new and have a limited
evidence base. Given the immense interest s (as documented through the numerous
feasibility studies in existence), it is import: y down markers—lessons learned and
general principles from experiences in the field—to guide decision-makers in development.

This paper aims to set out what is known about DIBs thus far and document the
development of one DIB on cataract surgery services in Cameroon (“the cataract bond”). To
gather information for this paper, interviews with staff from the organizations involved with
the cataract bond and individuals with knowledge of innovative financing more broadly took
place over the period from August 2016 to May 2017.2 A full list of interviewees and
commenters can be found in Appendix 1. In addition, we reviewed the mostly gray and
published literature related to DIBs and Social Impact Bonds (SIBs); these publications are
cited throughout the document and as part of the bibliography.? As DIBs are a nascent
undertaking and given the focus of this paper on “how-to”, this paper is inevitably
incomplete—not every DIB partner was interviewed, not every DIB contract was available
in the public domain, and few efforts to launch DIBs are documented in any detail.
However, this work aims to start exploring two questions that need be answered for DIBs to

! See https://www.rbfhealth.org/resources for a collection of PBF-related impact evaluations, presentations, and
more.

2To ensure the cataract bond’s development was accurately captured, interviewees affiliated with the cataract
bond, as well as additional staff from Sightsavers and one of the final investors in the bond, had the opportunity
to review the paper and provide comments.

* Social Impact Bonds are also known as Pay for Success in the United States (Eldridge and TeKolste 2016) and
Social Benefit Bonds in Australia (Gustafsson-Wright, Gardiner, and Putcha 2015).
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deliver on their promise for development: Why is it so hard to get DIBs off the ground?
How can past approaches to DIBs be modified to avoid common pitfalls?

To put the focus of this paper, the cataract bond, into context, the next section describes the
DIB instrument and its current applications. The paper then sets out the cataract bond’s
specific trajectory and discusses challenges encountered during its development. To
conclude, we use lessons from the cataract bond, as well as insights from other bonds, to
draft recommendations for investors, donors, service providers, and intermediaries

interested in applying the DIB model in the future.
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1. Introduction

1.1. What Is a Development Impact Bond?

A Development Impact Bond or DIB is a results-oriented funding mechanism that
coordinates public, philanthropic, and private-sector resources to leverage upfront financing

for service delivery.

DIBs involve four main players: investors who provide the start-up or growth capital for an
intervention and bear some financial risk, service providers (also referred to as
implementing organizations) who use the capital to implement the intervention, and
outcome funders (also referred to as outcome payers) who agree to repay investors their
principal plus some rate of interest if the intervention reaches certain previously agreed-upon
targets. An independent third party must verify the results generated by the intervention
before the outcome funder repays the investor. An intermediaty organization can also assist
with the design of the DIB, the search for investors, and generally facilitate negotiations
between all involved parties. Figure 1 presents the DIB model as proposed by the Center for
Global Development and Social Finance UK’s Development Impact Bonds Working Group
(Development Impact Bond Working Group 2013).

Figure 1. The DIB Model in Theory

The putcome funder commits the investor
its principal plus some extra z cific targets
are met

Outcome Funder

If the independent evaluator

determines that the targets were
met or exceeded, the outcome 2 The investor provides

capital upfront to the

funder repays the investor its initial

investment plus some extra amount, 5 service provider
If the targets are not met, the

outcome funder does not repay the

investor in full.

Service Provider

EETEEEEEEEIEEEEEEEE

3

4
Basumume i’
The provider delivers a set [ |ndepﬁl‘ldent
of services to the target An independent evaluator assesses E\m|uatnl'

the target population for changes

population
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DIBs are like other financing mechanisms that tie payments to results, but they differ in a
few key ways (see Appendix 2 for specific comparisons). DIBs connect multiple
organizations under at least one contract, require an upfront transfer of funds to the service
provider, hinge payouts to investors on progress toward outcomes, and do not compel the
implementing organization to deliver services in any one manner.* Unlike Social Impact
Bonds, DIBs have an aid agency or a philanthropic foundation as the outcome payer, rather
than a government, and are specific to low- and middle-income countries (LMICs). It is
important to note that impact bonds are not “true” bonds since a tradable instrument is not
issued (Center for Global Development 20106).

1.2. When Can Development Impact Bonds Be Useful?

DIBs aim to address a three-part coordination problem hypothesized to characterize the
status quo in many LMICs. First, organizations often struggle to attract enough low-cost>
and flexible funding or capital to support the scale-up of socially valuable services, even if
the delivery of such services can potentially generate a profit. Second, private investors
hesitate to supply low-cost capital to projects that do not generate a sufficiently high
financial return, even if they have substantial social value. Finally, donors and philanthropists
frequently utilize ex post, input-based funding approaches whereby they only cover incurred
expenses for preapproved program inputs. Such funding approaches may limit the ability of
recipients to innovate for impact, limit access to upfront financing, and fail to create
mechanisms that allow public and private funding to be combined for scaled-up service

provision.

DIBs tackle the three-part problem by basing payments on verified changes in outcomes,
introducing private-sector approaches to the oversight of service delivery, and being flexible
enough to adapt to the needs of all the involved parties. Each of these three strategies imply
a theory of change.

Under the first theory of change, implementing organizations can adjust their service
delivery strategy at any point if they determine another approach might work better. They
have the funding to innovate and quickly implement new strategies based on their
knowledge of the local context since investors in a DIB supply funding upfront.
Implementing organizations also have the mandate: outcome funders and investors only
want to see changes in outcomes that can satisfy a third party’s rigorous and independent

assessment.

In line with the second theory of change, the literature on impact bonds suggests that a main
source of innovation in a DIB comes from the investor. The risk posed to the investor if the

+ Inputs can be thought of as the tools used (e.g., vaccines) during an intervention, while outputs are the goods
and services the intervention generates (vaccination). Outcomes are the main objective of the intervention (a
decrease in the number of deaths caused by a vaccine-preventable disease) (Roberts and Khattri 2012).

5 For example, an organization interested in scaling-up a project may have to turn to a bank for a loan, upon

which interest will be owed, or a line of credit (Dear et al. 20106).
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intervention fails is meant to incentivize the investor to guide the setvice provider in tracking
its progress and responding to setbacks. The reputational risk to the service provider acts as
another incentive; the service provider is consequently encouraged to seek out and use the
investor’s feedback.

Lastly, many elements of the DIB model can be adjusted to fit the needs of the partners
involved. Impact bonds can be structured as individual transaction impact bonds or impact
bond funds (Gustafsson-Wright, Gardiner, and Putcha 2015). In an impact bond fund, the
outcome payer defines a price per outcome that it is willing to pay and then service providers
bid on one or more of the outcomes. This can serve as a more cost-efficient contracting
model. Aid agencies may also find it politically difficult to divert funds from a remedial
intervention toward a promising preventive intervention. DIBs address this issue by shifting
the upfront financing requirement to the investor. The fact that the financial return on a
successful intervention comes from a reputable outcome funder with a strong balance sheet
(established during due diligence), rather than the cash flows of a service provider, eases
some of the risk investors take on by providing funding upfront.

The flexibility afforded by the DIB model also provides an opportunity to align
organizations that approach the same problem differently. An impact bond on juvenile
offending, for example, could create a platform for more fluid action and discussion among
actors in the education, criminal justice, and social work systems. The process of developing
a DIB would require organizations from all three sectors to outline their respective priotities
and seek out areas of overlap.

Box 1: Choosing an Intervention Area for a Development Impact Bond

Characteristics that make an issue well-suited for a DIB:

® There are proven, cost-effective, evidence-based interventions that can be implemented to
address the issue

e Interventions are preventive rather than reactive

e Improvements in outcomes are easy to measure

e  Changes in outcomes can be attributed to the intervention

®  Outcomes are meaningful and will materialize within a reasonable time-horizon
® The issue could benefit from increased innovation and accountability

e  Robust disaggregated data to design payment triggers/serve as baseline figures are available
or could be easily generated

Source: (Bloomgarden, Eddy, and Levey 2014; Gustafsson-Wright, Gardiner, and Putcha 2015)

Despite their flexibility, parties to a DIB should prioritize several factors when selecting an
intervention (see Box 1). The chosen intervention should be cost-effective and empirically
proven to work in at least one form (e.g., in a different setting or at a smaller scale). Those
are the kinds of interventions that will draw investors to a project and will keep costs (e.g.,
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guarantees) to the outcome payer down (Bloomgarden, Eddy, and Levey 2014).¢ The value-
for-money argument can also be strengthened if the intervention is preventive rather than
remedial. Furthermore, the outcomes in a DIB must capture meaningful changes that are
straightforward to measure and will materialize within a reasonable time horizon. If it is too
difficult to measure the desired outcomes and they cannot be readily compared with a
baseline counterfactual, it will be difficult (or just very costly) to prove that the intervention
worked. If the outcomes cannot materialize within a reasonable time horizon, the cost of the
DIB will outweigh its effectiveness as the opportunity cost of the invested funds will grow

and partners must be involved over a longer time span.

1.3. Where Have SIBs and DIBs Been Used?

As mentioned above, an impact bond in an LMIC s considered a S1B if a domestic government agency
serves as the outcome funder instead of an aid agency or philanthropic foundation. In almost every other
respect, however, SIBs and DIBs are the same, so experiences with S1Bs can provide lessons for DIBs. In
this section, we say an impact bond has “lannched” if a final contract bas been signed. We say an impact
bond has been “announced” if it has been shopped around with potential ontcome funders or investors, but

does not have a final contract.

The world’s first Social Impact Bond launched in 2010 in Peterborough, England. It focused
on reducing rates of recidivism among adult male offenders with short-term prison
sentences. More than 60 SIBs have been implemented since then, mostly in high-income
countries such as the United States and the Kingdom (Dear et al. 2016). The largest
SIB to date, with an investment of USD 3( I, launched in April 2016 (Social Finance
2016). The intervention pairs specially trained nurses with first-time low-income mothers in
South Carolina, with the overall aim of helping the mothers have healthy pregnancies (South
Carolina Department of Health and Human Services 2016).

SIBs in LMICs remain in the development phase for the most part. According to Social
Finance UK’s Impact Bond Global Database, SIBs in the pipeline intend to address water
consumption (Costa Rica), care for patients with long-term health conditions (Brazil), child
neglect (Chile), and youth unemployment (Palestine) (Social Finance 2016). The database has
limited information on these SIBs, but it does note that the SIBs in Costa Rica and Brazil ate
meant to serve as cost saving mechanisms. The SIB in Costa Rica aims to reduce water
consumption, while the one in Brazil aims to shift long-term care toward more cost-effective
options. Exploratory work has also sought to determine whether a SIB could help Fiji
transition its tuberculosis program off grant support from the Global Fund more smoothly
(Matthews 2017).

The Western Cape Department of Health and Department of Social Development
committed to serving as the outcome funders for three early childhood development SIBs in
South Africa in March 2016 (Silicon Cape Initiative 2016). In doing so, they became the first
government entities in any LMIC to formally commit SIB funding, which they will

¢ A guarantee is an amount of money an investor will be repaid regardless of whether the intervention succeeds.
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eventually channel through an impact bond fund (Gardiner and Gustafsson-Wright 2016). In
March 2017, Colombia launched the first SIB in an LMIC. Colombia’s SIB focuses on job
placement and retention for vulnerable individuals, specifically those who are extremely poor
or displaced due to conflict (Gustafsson-Wright and Boggild-Jones 2017).

With respect to DIBs, a pilot intervention in Peru remains the only DIB to have reached the
payout stage. That DIB aimed to increase and improve the production of coffee and cocoa
by members of the Kemito Ene Association (KEA), a coalition of indigenous Ashaninka
farmers. The Common Fund for Commodities (CFC) served as the outcome funder, the
Schmidt Family Foundation (SFF) operated as the investor, and the Rainforest Foundation
UK (RFUK) acted as the service provider. SFF invested USD 110,000 in the project and got
back USD 75,625 after three out of four target indicators were achieved or partially achieved
(Belt 2015).7

The UBS Optimus Foundation, Children’s Investment Fund Foundation, Educate Gitls,
Instiglio, and IDinsight launched the world’s second DIB in 2014 (Instiglio 2014). The DIB,
commonly referred to as the Educate Girls DIB, aims to improve the enrollment rates and
learning of 18,000 children in Rajasthan, India, half of them girls (Instiglio 2015b). UBS
invested USD 238,000 for service provision in the project. Improvements in learning for
girls and boys in grades 3-5 will affect 80 percent of the total outcome payment.
Improvements in the enrollment rates of gitls ages 7-14 who are eligible for grades 2-8 will
inform the remaining 20 percent of the payout (Instiglio 2015a). Data from the DIB’s first
year of implementation showed the interve ~ ad reached 42 percent of the target
enrollment rate and 27 percent of the targe 1g rate (Gustafsson-Wright and Gardiner
2016). Results from the second year, released in July 2017, revealed that the project reached
87.7 percent of the target enrollment rate and 50.3 percent of the learning goal (Instiglio
2017).

In September 2017, the ICRC, along with several partners, launched a Humanitarian Impact
Bond (HIB)—essentially a development impact bond for humanitarian issues—on physical
rehabilitation. In December 2017, Population Services International (PSI) and the Hindustan
Latex Family Planning Promotion Trust (HLFPPT) launched a DIB on maternal and
newborn health in Rajasthan, India with the United States Agency for International
Development (USAID), Merck for Mothers, the UBS Optimus Foundation, and Palladium.
These DIBs speak to a broader trend where many of the DIBs in development relate to
health. This includes the cataract bond, a DIB on sleeping sickness in Uganda, a DIB on
Kangaroo Mother Care (KMC) in Cameroon, and a DIB on malaria in Mozambique. While
section 2 of this paper (next) will examine the cataract bond in depth, section 3 will return to

7 There was some debate over the applicability of the baseline data that was collected in 2013. By the time the
project started in 2015, the number of KEA members had dropped from 133 to 99, so the characteristics of the
group participating in the intervention could be have much better or worse than in the original sample. As a

result, it was difficult to tell how much of an effect the DIB’s intervention actually had (Belt 2015).
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a wider set of impact bonds and discuss lessons learned more broadly. More detailed
information on the other impact bonds can be found in Appendix 3.
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2. The Cameroon Cataract Bond

The cataract bond aims to address a critical shortage of cataract surgery services in
Cameroon and its neighboring countries. It will provide USD 2 million in financial support
for operational costs at a new hospital in Cameroon, with the overall aim of enabling the
hospital to reach self-sufficiency in five years.® The hospital, called the Magrabi ICO
Cameroon Eye Institute (MICEI), builds on the demonstrated success of the social
enterprise model of eye care first popularized in India by the Aravind Eye Care System.
MICEI, under the guidance of the Africa Eye Foundation (AEF, MICEI’s parent
organization), plans to adapt Aravind’s proven cross-subsidization pricing, high service
volume, and revenue diversification strategies to provide quality cataract treatment services
to the poor at low or no cost. Though the Aravind model has been applied around the
world, a lack of low-cost and flexible capital has constrained its application in sub-Saharan
Africa (McDonald 2016).°

The Conrad N. Hilton Foundation (the Hilton Foundation) serves as the bond’s primary
outcome funder. The Hilton Foundation will cover approximately 80 percent of what is
owed to the investors if the intervention succeeds. The Fred Hollows Foundation (FHF) and
Sightsavers—organizations focused on preventing and treating avoidable blindness—will
cover roughly 10 percent each.’® The outcome funders are also contributing roughly USD
800,000 in additional funding for bond development costs, such as legal fees and transaction
manager fees. The Overseas Private Investment Corporation (OPIC) and the Netri
Foundation will finance 87.5 and 12.5 perc ae total investor ask, respectively, through
loans disbursed simultaneously. MICEI ha d USD 10 million in cash and in-kind
support separate from the cataract bond from a range of NGOs, international investors,
technology companies, and Dr. Akef El-Maghraby (the hospital’s principal donor, who has
contributed more than USD 8 million).!

8 This covers costs related to infrastructure, I'T, outreach, overhead, training, and more.

° The Magrabi Foundation, one of the organizations involved with the cataract bond, operates a hospital in Cairo
with a cross-subsidization and targeted outreach model.

10 Avoidable blindness is blindness that can be prevented or treated (The Fred Hollows Foundation and Social
Finance 2015).

11 Support came from CBM, Orbis, Seeing is Believing (Standard Chartered Bank), Lavelle Foundation for the
Blind, and Lions Club Foundation, among others. MICEI also receives technical support from eye health experts
like the Magrabi Medical Group, Aravind Eye Care Systems, and Lions Aravind Institute of Community of
Ophthalmology.
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Figure 2: The Cataract Bond

1) Commitment to repay the investors

their principal plus some extra
P palp 2) Provision of upfront capital

amount if specific targets are met

Investors:
OPIC (87.5%) and the Netri

Foundation (12.5%)

Outcome Funders:
Hilton Foundation (80%), The

Service Provider:

MICEI

Fred Hollows Foundation (10%),

and Sightsavers (10%)*

Independent Evaluator:

AEDES

4) Assessment of the volume, quality, financial
3) Outreach and delivery of

sustainability, and equity of the cataract surgery
cataract surgeries
services

*These percentages are approximate values.

Financing from OPIC and the Netri Founc 7ll provide MICEI with start-up capital
for its first five years of operation. Relieved of the need to repay any loans, MICEI will use
the capital to expand its market reach and increase the number of cataract surgeries it
provides while also keeping costs low. A secondary goal of the cataract bond is to leave a
financially sustainable hospital in place after five years that can also serve as a regional
training institute for the Central African Economic and Monetary Community (CEMAC)
region. If the project succeeds, it could potentially serve as a replicable model for growing
the number of social enterprises elsewhere in Africa.

Four targets, each measuring a different aspect of the social enterprise model of service
delivery—rvolume, quality, financial sustainability, and equity—inform the cataract bond’s
payment process (see Box 2). Targets 1-3 must be achieved for the investors to generate a
return on their investment. The coalition included the fourth target as a specific incentive for
the service provider.
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Box 2: Performance Indicators for the Cataract Bond

For the outcome funders to pay the investors, MICEI must meet 3 targets:

1) 18,000 cataract surgeries (+/- 10 percent) completed over 5 years (volume)

e 7,000 surgeries after 3 years +/- 20 percent

2)  Atleast 50 percent of annual surgeries have a “good outcome”, i.c., visual acuity of
6/18 in their operated eye as measured one day after cataract surgery (quality)

3) The hospital records a net profit (before interest, taxes, depreciation, and amortization)
within 5 years of opening (financial sustainability)

For the outcome funders to pay MICEI a bonus, it must reach a fourth target.

4) 40 percent of cataract surgery patients are in the bottom two income quintiles in
Cameroon (equity)

Data from the Africa Eye Foundation was used to build the financial modeling behind the
performance indicators. Advisors from the International Eye Foundation, Aravind, and
elsewhere provided feedback on the targets. The quality indicator specifically aligns to the
World Health Organization’s benchmark for a good cataract surgery outcome, 1L.e., at least 80
petcent of patients present an uncorrected visual acuity of 6/18 (Congdon et al. 2013). An
evaluation agency (AEDES) has been cont nd the overarching monitoring and
evaluation protocol has been set (a compat the historical baseline). Logistical details
will be finalized during pilot data collection, which will take place shortly after the launch of
the bond.

2.1. History

In 2013, staff at The Fred Hollows Foundation began brainstorming ways to crowd in the
additional financing needed to reduce the prevalence of cataract blindness through improved
service delivery.’? FHF considered a variety of innovative and result-based financing models,
including DIBs. Early scoping work revealed that focusing on the delivery of cataract surgery
services had a number of advantages from the results-based financing perspective: cataract
surgery is a well-known, cost-effective procedure with clearly measurable outputs (i.e.,
improved vision) and clear linkages to positive socio-economic outcomes (The Fred
Hollows Foundation and Social Finance 2015). FHF had a strong interest more generally in
being an early adopter of DIBs and creating public goods that could be shared with other
parties interested in applying the DIB model.

Selecting the specific eye health intervention that would best suit the DIB financing model
took about 8 to 12 months. With informal assistance from D. Capital, Instiglio, and Social

12 A cataract is a cloudy or tinted lens in the eye that causes blurry or distorted sight. A simple visual exam can

test for cataracts.
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Finance UK, FHF discarded many intervention options for not having the right
characteristics. For example, the link between outcomes and financing for interventions
related to human resources development and health system strengthening (HSS) were
deemed to be too imprecise and thus would undermine attribution. Interventions on those

topics also had financing that was already relatively accessible.

FHF initially chose to develop a DIB to directly finance cataract surgeries in large-scale
outreach eye camps.!3 FHF presented a proposal for outcome funding to the Australian
Department of Foreign Affairs and Trade (DFAT) in 2014. FHF pitched Cambodia or Lao
PDR as a potential setting for the DIB, given Southeast Asia’s position as a programmatic
priority for FHF and DFAT. DFAT turned down the proposal as the agency was pivoting
away from service delivery toward a health systems strengthening approach. DFAT also
indicated that the additional value created from directly funding cataract surgeries, albeit at a
larger scale, in terms of risk-transfer to investors was minimal. Informal discussions with
other bilateral and multilateral donors also revealed that cataract surgery was not seen as a

sufficiently high development priority to warrant additional funding.

Undeterred, FHF cast the net for potential outcome funders more widely. The tides turned
in February 2015 when senior staff from FHF presented a similar proposal to staff at the
Hilton Foundation. Individuals at the Hilton Foundation liked the idea, but were unable to
support it as its Avoidable Blindness Portfolio focuses on sub-Saharan Africa. At a later
meeting, individuals at the Hilton Foundation noted that there was a social enterprise eye
care hospital in Cameroon that needed add =~ ‘unds. The hospital had raised

USD 5 million in grant funding and other i supportt by that point, but needed around
USD 2 million to achieve sustainability faster. FHF followed up on the Hilton Foundation’s
interest and approached the Africa Eye Foundation’s leadership to discuss collaboration. !4

It was at that time that FHF committed funding to cover the initial development costs of a
DIB mechanism. It engaged D. Capital, the intermediary partner for a DIB on malaria, as
the deal’s technical advisor in April 2015. FHF and the Africa Eye Foundation worked with
D. Capital over several months to refine the specifics of the DIB, including the general
rationale of the investment, how the project would fill an outstanding need, the nature of the
targets, and the capital needs of the implementer. During the development process,
Sightsavers joined the bond’s design team. Sightsavers provided additional funding for the
development of the DIB and agreed to serve alongside the Hilton Foundation and FHF as
an outcome funder. Sightsavers brought specialized knowledge of the eye care sector in

Cameroon and substantial experience with monitoring and evaluation.

After a formal grant proposal was presented to and approved by the Hilton Foundation’s
board in mid-2015, a coalition comprised of FHF, D. Capital, Sightsavers, and AEF was

1> Outreach eye camps target the most difficult-to-reach populations in LMICs by directly providing ophthalmic
services, including cataract surgery, at temporary clinics erected in remote locations.

14 Though relationships already existed between FHF and AEF and between AEF and the Hilton Foundation, the
DIB represents a new type of partnership for all involved.
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established. An executive committee, comprised of senior representatives from the coalition
partners, was then formed to oversee the governance of the cataract bond, i.c., negotiations
with investors and the logistics behind the bond’s development.!> Early discussions centered
on the structure of the bond, particularly whether to contract through a Special Purpose
Vehicle (SPV) or directly with MICEI The consortium also discussed funding arrangements
for the duration of the project. A key consideration was that the Hilton Foundation, as a
grant-making organization, did not have a mechanism to make contingent grant payments at
some time in the future, as per the pay-for-success nature of a DIB. The Hilton Foundation
also needed to provide the funds for the bond to a registered charity. As a result, the Hilton
Foundation’s initial outcome funding agreement was structured like a conventional grant:
with a set schedule of payments and an accredited grant recipient (FHF). As each grant
payment is received, FHF forwards the money into a trust. Payments from the trust will be
managed and released by FHF in line with the contractual agreement of the DIB.1

With the structure, outcome funders and service provider locked in, and work underway on
the broader management of the bond, D. Capital’s attention turned to fundraising. This
phase began with a private meeting in London in January 2016. A number of prospective
social investors were invited to hear a presentation on the bond’s background and proposed
terms. Invitees came from family offices, development organizations and social investment
funds. Dr. El-Maghraby, the principal donor to MICEIL discussed the hospital at the
meeting. Concurrent attempts were also made to tap crowdfunding networks—in particular
via the African diaspora-based financing organization, Homestrings. No concrete
commitments came forth at the time, thou mber of leads were identified, including
the Netri Foundation, a private impact inv: foundation. The Netri Foundation
wanted to wait until a first investor joined the DIB before getting involved, but continued to
follow the project’s fundraising progtress. Throughout the investor outreach period, the
coalition continued to settle key questions about the DIB’s design.

The Deutsche Bank Community Development Finance Group at one point considered
investing in the project. Deutsche Bank was familiar with the social enterprise cataract
hospital model, having been involved in a pooled social investment vehicle, Eye Fund I,
which provided debt finance to established hospitals. Deutsche Bank proposed several
changes to the bond’s offered terms, as well as provided guidance and insight from the social
investor community, but ultimately did not end up investing in the project due to a change in
their organizational strategy and pivot toward their foundation work.

In March 2017, the Overseas Private Investment Corporation—a United States government
agency that provides direct loans, guarantees, and risk mitigation products to help American
businesses invest in emerging markets—began formal due diligence for a proposed anchor

15 A steering committee, also comprised of representatives of the coalition partners, provided regular technical
advice to the executive committee.

16 The effective prepayment of outcome funding commitments into a trust meant that discussions regarding what
to do in the event of failure needed to consider whether, and how, funds could be repatriated to the Hilton

Foundation from the trust.
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loan of USD 1.75 million to the bond. OPIC’s interest in and ability to finance the cataract
bond with a loan was facilitated by the Hilton Foundation’s presence in the outcome funder
coalition. Their presence made the cataract bond compatible with OPIC’s mandate to
support the emerging markets activities of American organizations. Around late 2017,
following OPIC’s commitment, the Netri Foundation agreed to provide USD 250,000 in
financing to the cataract bond.

The bond formally launched in January 2018.

Box 3: Major Events in the Cataract Bond’s Timeline

e 2013 — FHF starts working on a DIB to reduce the backlog of untreated cataracts

e February 2015 — The Hilton Foundation responds positively to the proposal and notes
that MICEI needs funding

e March 2015 — AEF becomes involved with FHF on the development of the project
e April 2015 — FHF engages D. Capital as a technical advisor

e July 2015 — Sightsavers joins the project

e August 2015 — Coalition between FHF, D. Capital, AEF, and Sightsavers formalized

e November 2015 — The Hilton Foundation’s board approves the grant proposal for the
DIB

e December 2015 — The Foundation awards FHF a grant for USD $2,900,000

e  January 2016 — The search for investors begins with an initial private meeting with
potential investors, including Netri I on

e September 2016 — Soft launch of M

e November 2016 — Construction on the hospital finishes

e March 2017 — MICEI launches officially

e March 2017 — OPIC decides to enter the formal due diligence process

e May 2017 — Cataract surgeries commence at MICEI

e June 2017 — Due diligence visit from OPIC to MICEI

e January 2018 — The cataract bond formally launches

2.2. Key Challenges

The cataract bond’s biggest challenge was getting investors to sign on to the project.
Misconceptions about investors’ risk-versus-return preferences led to several rounds of
negotiation around the bond’s payment structure. The executive committee had to strike a
delicate balance between making the bond more attractive to investors and maintaining the
bond’s value to the outcome funders and ensuring its replicability in the future. As an
additional challenge, early presentations of the bond did not fully capitalize on its strengths.
Many of these operational issues can be traced back to the relative newness of the impact

bond model, as well as the lack of “how to” resources on impact bonds.
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2.2.1. Understanding the Investors

Reflecting negotiations with Deutsche Bank, OPIC and others, the cataract bond’s terms
have changed considerably throughout its development (see Table 1). The most substantive
changes to the terms have focused on improving the risk-adjusted rates of return for
investors. In the wake of the initial investor presentation in early 2016, changes to the terms
centered on lifting investor guarantees, which were increased from 50 percent to 100 percent
(without interest); in effect, this offered investors full capital protection in the event of
failure. An important part of this, however, was a change to the mix of the guarantees;
specifically, AEF adopted some financial responsibility for repaying investors at the
conclusion of the deal in the event the hospital fails to meet its targets. This sent a signal to
investors that AEF felt confident in the hospital’s business model and its prospects for
financial sustainability.

Many of these changes were retained in subsequent negotiations with OPIC. However, some
further changes were necessary to meet OPIC’s needs. As an institutional investor with clear
investing guidelines, OPIC is required to charge an interest rate that covers their cost of
funds and an interest rate spread to cover the commercial/political risks involved in each
investment. As such, OPIC was uncomfortable with failure scenatios in which they would
receive no interest payments at all. Accordingly, the final terms involved a lift in the interest
rate, from 5 percent to 8 percent. Furthermore, interest payments will also be made over
AEF’s principal repayment period, while a further change to the mix of guarantees
somewhat reduced AEI’s financial obligatinn

Other changes to the terms aimed to better augu wne assessment and payment schedule of
the bond with the realities of a start-up business. Specifically, from the outset investors asked
to move from annual targets and payments to cumulative targets and payments to allow

enough time for progress to be made.

The executive committee had to incorporate such changes in the end, as initial expectations
around investors’ appetite for the cataract bond did not fully play out in reality. In particular,
the committee underestimated how risky investors would view an investment involving a
start-up social enterprise. Investors who ultimately did not invest in the bond also cited their
own lack of knowledge or interest in eye care/eye care hospitals and the sovereign risks
inherent in Cameroon as reasons for not committing. The construction of MICEI did
actually take longer than initially expected: difficulties in getting access to water, getting
connected to the electricity grid, and having a nearby road expanded all delayed the opening
of the hospital.

Investors who were concerned about the aforementioned topics, but remained interested in
the bond asked for more downside protection. They asked for guarantees, higher interest
rates, currency hedging, and one investor even asked for a commission. According to one
interviewee, Deutsche Bank typically invests in established hospitals that are one year from
breaking even and provides 3-4 year loans with an interest rate around 8-10 percent. That
interest rate is much higher than what the coalition was offering at the time and for a brand-

new hospital.
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Table 1: Terms of the Bond Over Time

Terms January 2016:
Initial terms presented to
investors'?

Interest 5% per year if targets are
rate

Repayment
to the
investor in

met, paid annually

Annual payments

the case of

success

Repayment
to the

50% of the outstanding
principal is repaid by the
e dlhie ] outcome funders
the case of

failure

Target 1
buffer

10% in each year

Bonus to Paid to the service

U SEORTda provider if the
provider intervention is successful

and equity target met

April 2016:

Following negotiations with Dentsche
Bank and others

USD 2.5 million
5 years
Years 3 and 5

5% per year if targets are met, paid
in Years 3 and 5

If targets are met by:

Year 3: 60% of principal & accrued
interest over the first 3 years is
repaid by the outcome funders

Year 5: 40% of principal & accrued
interest over the last 2 years is
repaid by the outcome funders

If targets are not met by:

Year 3: 75¢ 1cipal is repaid
by the outcome tunders & 25% of
principal (with no interest) is repaid
by AEF over 5 years starting in
Year 6

Year 5: 40% of principal is repaid
by the outcome funders & 60% of
principal (with no interest) is repaid
by AEF over 5 years starting in
Year 6

Year 3: 20%
Year 5: 15%

Paid to the service provider if the
intervention is successful and
equity target met

November 2017:

Final terms

USD 2 million
5 years
Years 3 and 5

8% per year if targets are met, paid
in Years 3 and 5

4% per year if targets are not met
(OPIC); 0% if targets are not met
(Netri)

If targets are met by:

Year 3: 60% of principal & accrued
interest over the first 3 years is
repaid by the outcome funders

Year 5: 40% of principal & accrued
interest over the last 2 years is
repaid by the outcome funders

If targets are not met by:

Year 3: 76.5% of principal is repaid
by the outcome funders & 23.5%
of principal is repaid by AEF over
5 years starting in Year 4

Year 5: 55% of principal is repaid
by the outcome funders & 45% of

principal is repaid by AEF over 5
years starting in Year 6

Note: 100% of the failure interest
rate is paid by the outcome funders

Year 3: 20%
Year 5: 10%

Paid to the service provider if the
intervention is successful and
equity target met

17 The initial proposal to the Hilton Foundation also differed from the initial investor proposal. The October

2015 iteration had 5 annual repayment tranches to investors, a guarantee from the outcome funders of 50 percent

of outstanding principal, no contingent liability from AEF, and a target buffer of 10 percent each year.
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2.2.2. Marketing the Bond and the Partners

Pitches of the cataract bond to investors focused on specific novelties, such as the project’s
financing structure and its goal of addressing cataracts, an oft-forgotten issue. The marketing
strategy placed less emphasis at times on highlighting other characteristics, such as the
project’s comparatively strong focus on results or the wide buy-in from established actors in
the eye health and development financing spaces. Other interviewees noted that the
emphasis on the innovative aspect of the DIB might have presented the project in a riskier
light, i.e., as a new service delivery model rather than as a new financing mechanism.

The investors approached at the start of the fundraising phase were also not the same
investors that would have placed a premium on the organizations involved. The Fred
Hollows Foundation is a well-known organization in Australia, as is Sightsavers in the UK.
However, initial outreach to investors in Australia and the UK that leveraged this brand
recognition was limited.!® Similarly, Dr. El-Maghraby has a lot of experience in starting and
running hospitals and the Aravind Institute was providing technical and capacity building
support to MICEI, but many investors continued to see the newness of the hospital as a key
reason to not invest. Outreach to family offices, development banks, or high net worth
individuals in the Middle Eastern market could have been more consistent and spotlighted
the commitment of the Hilton Foundation to a greater degree, according to one interviewee.

The lack of publicly available data points on other eye care infrastructure investments further
hampered efforts to highlight the value add of the DIB. Available information suggests the
cataract bond will be more results-oriented icused on a wider array of results) than
typical eye health investments. Projects suppurwu by the International Finance Corporation
(IFC) in India and Mexico have “number of patients reached” as their relevant indicator
(“Sala Uno” n.d.; “ESIP EyeQ” n.d.). Similarly, a Lok Capital project in India measures a
combination of inputs and outputs like the number of patients treated in rural towns, eye
glasses provided, outreach camps conducted in villages near vision centers, and eye surgeries
performed (“Disha Medical Services (Drishti-Eye Centre)” n.d.).

2.2.3. Financing the Development of the Bond

Maintaining a steady stream of financial support for the development of the cataract bond
required multiple grant requests. The coalition submitted a grant proposal of USD 200,000
to Standard Chartered Bank’s competitive “Seeing is Believing”” Innovation Fund investment
program to support the development of the bond around the same time it submitted a
proposal to the Hilton Foundation, so the latter proposal asked for fewer funds than truly
needed. When funding from Standard Chartered did not come through, the partners were
left in a bind. The lack of funding hampered the design coalition’s ability to raise the interest
rate of the bond and necessitated the re-negotiation of other contracts (e.g., with the

18 Subsequent investor outreach to the Australian impact investment market indicated that there was indeed
interest in investing in DIBs and that the involvement of FHF and Deutsche Bank (at the time) were key
attractors. This was in addition to the catalytic role played by Deutsche Bank in keeping smaller investors

interested.
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monitoring and evaluation agency) and expenses. A lot of resources were used up trying to
find ways to cut costs in order to accommodate later changes to the bond’s terms. The lack
of additional funding also led many of the organizations and individuals involved to work on

a pro-bono basis, which is not sustainable in the long run.
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3. Lessons Learned

The bond’s designers faced several challenges in launching the cataract bond. Many of those
same obstacles have likewise affected other impact bonds and are likely to apply to future
deals, so it is important to extract the main lessons learned. This section builds on the
experiences of the cataract bond; DIBs on malaria, sleeping sickness, and nutrition; the
Humanitarian Impact Bond; and an early childhood development SIB. It also draws on
lessons from experiences at the Multilateral Investment Fund (MIF)—a development
finance institution that supports SIBs across Latin America—the Educate Girls DIB, and
the coffee/cocoa DIB in Peru. The nine points outlined here represent a selection of the
difficult “how-to” challenges of developing a DIB.

Lesson 1: Do not underestimate the resources needed to launch an impact bond

Partner organizations initially expected the cataract bond’s fundraising phase to last
anywhere from four months to one year. Fundraising for the bond took much longer in
reality—a full two years—and takes a long time more generally. A study of 38 SIBs found
that deals have taken anywhere from 6 months to 3 years to develop (Gustafsson-Wright,
Gardiner, and Putcha 2015). The mismatch between the expected and actual time to launch
has important implications for the allocation of staff, time, and funding resources. That so
many investors asked for some degree of capital protection in the event of a failure

highlights another cost anyone looking into the DIB model should consider.

The prolonged time to launch can also hur tional support for a DIB and the
documentation of lessons learned. Early eficouragement for the cataract bond and for
greater thinking about results-based financing within FHIE came from a diverse set of
sources. FHF had a former Reserve Bank economist promoting the concept and had in-
house expertise on financial markets that contributed to its ability to gain broader internal
commitment. Furthermore, all the cataract bond’s partners were united in their value of
paving a new market in innovative financing and creating public goods along the way. In
contrast, the initial request to scope out a DIB on nutrition came from a single individual at
a donor agency, and when that person left the agency to work elsewhere, the nutrition DIB

lost momentum.

Lesson 2: The partners involved in a DIB are as important to its success as its design

Creating a DIB is inherently an iterative and adaptive process so it is important to select
partners carefully. One element of partner selection should focus on choosing organizations
that firmly believe in the DIB model and are prepared to “learn by doing.” In essence,
choosing organizations that are prepared to make and learn from their mistakes. OPIC
proposed further changes to the bond’s terms, but unlike negotiations that had occurred
with other potential investors, which did not fully include all the outcome funders (see
below), the changes proposed by OPIC were openly debated by all the design partners in
real time. As a result, the coalition partners reached a consensus on the new set of terms

faster they did in other cases.

19

101



The second element of partner selection should focus on choosing partners within whom a
rapport and trust can be developed. One of the reasons the nutrition DIB in Mozambique
failed to come to fruition was because of a lack of trust across organizations. Individuals
who heard early presentations of the Mozambique nutrition DIB did not understand why
investors had to be involved and were concerned that the project could be perceived as

investors making money off of poor and malnourished people.

Partner selection should also consider the advantages of being able to leverage an
organization’s reputation with investors or outcome funders. For one thing, organizations
with large networks or with substantial experience in the issues to be addressed may help
attract financing, in general or eatlier than would otherwise be expected. Better leveraging of
the reputations of the organizations involved with the cataract bond might have brought in a
more diverse array of private-sector investors, such as corporate investors, per one
stakeholder. On another level, the partner organizations” experience in eye health meant that
they did not have to spend so much time refining the target indicators because everyone had
in-depth knowledge of the sector.

Lesson 3: Once the organizations have been selected, it is important to clarify
everyone’s priorities and roles (current and potential)

Each partner’s responsibilities and the way those responsibilities could change under
different circumstances (e.g., if the bond struggles to obtain its first official funding
commitment) should be clearly demarcated. Some stakeholders involved with the cataract
bond noted that having a defined leader wi -antial experience in development finance
would have been extremely beneficial. In ac.uoins, each partner’s expectations and goals for
the bond, particularly the non-negotiable aspects, should be clear from the beginning.
Establishing mechanisms for regularly airing grievances will also allow partners to raise and
address issues quickly.

As an example, representatives from the Hilton Foundation did not initially join the regularly
scheduled calls about the DIB. The impact bond literature has flagged potential issues with
the outcome funder taking on a highly involved role during the development process,
including a reduction in the value-for-money aspect of the DIB.! There was also a concern
that having too strong a hand in the initial process would place excessive responsibility (and
liability) in the hands of the funder. At the same time, the rest of the coalition did not want
to pressure the Hilton Foundation to join the calls. This variance led to a moment where the
Hilton Foundation was surprised by the degtee to which risk was reduced and returns were
increased after negotiations with Deutsche Bank. They felt the new terms dampened the
most important element of the DIB to them: testing the integrity of the DIB model,
especially the aspect of risk sharing. In contrast, the negotiators saw the changes as a

1 One report notes, “For the benefit of the DIB model to fully be realized, the outcome funder will need to play
a limited role: the intermediary will be rewarded for identifying and managing successful projects and it would not
represent good value for money if the outcome funder felt the need to replicate much of this work... if the
donor plays a large role in specifying contractual relationships or the nature of the intervention, it would be better

placed using a more traditional form of aid, or another payment by results modality” (Drew and Clist 2015).
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promising step forward with the investor. Reconciling the two views required re-articulating

the context and rationale for the changes to each of the coalition members.

Lesson 4: There are pros and cons to prioritizing outreach to investors versus
outreach to outcome funders

Interviewees involved with the cataract bond largely felt that the order in which the investors
and outcome funders were approached, with the latter locked in far ahead of time, was not
ideal and that a more simultaneous approach would have been better. One argument for
approaching the outcome funder second is that the outcome funder may need the request to
be submitted via a grant (as the Hilton Foundation did). If the terms of the bond are
constantly changing due to negotiations with different investors, providing updates on the
DIB to outsiders can present the DIB’s management as weak or disorganized. In addition,
requesting a specific amount of funds via a foundation’s grant proposal process leaves little
flexibility to increase the funds available to entice any new investors. For example, if
investors ask for a higher interest rate or a higher guarantee, or if benchmark interest rates
(such as LIBOR) increase, there may not be enough room in the budget to meet that
request. It was also argued that reaching out to investors first would have revealed their
preferences clearly and early on. If investors had signed on, their knowledge of the financial

market could have also been used to attract other investors.

On the other hand, having a well-known donor sign on to the bond first may provide a
signal to interested, but cautious investors about the security of the bond. It might also be
easier to find an investor for a niche topic - zd to finding a donor for a niche topic.
Donors are agenda-driven; they have priot., couutries and issues, while investors are seen as
being more focused on the terms of the deal. Additionally, it is difficult to engage investors,
who are used to a quick turnaround, in a meaningful way when outcome funders are not on
board to provide additional information or may have significant changes to any proposal that
is put together using only investor feedback.

There are examples of both approaches in the DIB space: Corporations, including mining
companies like Anglo American and BHP Billiton, financed a 3-year pilot in a few
Mozambican districts after getting commitments from development partners for a larger
malaria DIB proved to be very difficult. Similarly, DFID was keen to bring on other
outcome funders for the sleeping sickness DIB, but when presented with the proposal, no
other donors or investors signed on officially.

Relatedly, some interviewees noted that parties to a bond too often want to set up the legal
structure without knowing who all the players are, and therefore, without knowing what is
important. This is not sensible as outcome funders and investors can have specific
limitations, such as not being able to contract with people in certain jurisdictions, or wants,

such as wanting to set up a corporate entity through which to issue genuine bonds.
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Lesson 5: Survey the investor market before announcing the bond?

For the cataract bond, it would have been beneficial to better understand how investors
assess a project’s risk level and value eye health during the outset and planning of the
project. Doing more work to understand both could have helped the marketing of bond. As
one stakeholder noted, there is only one chance to announce a bond, so it is worth doing
well. Unlike the cataract bond, the SIBs being developed in South Africa were presented to a
small focus group of investors to see if the issue, eatly childhood development, and its
associated outcome measures would be of interest on the market. Similarly, the International
Committee of the Red Cross held a roundtable in early 2016 to scope out investor interest
and gather feedback on their Humanitarian Impact Bond’s preliminary structure. Responses
from the individuals in attendance were varied; concerns revolved around the stated terms of
the bond, its evaluation process (in particular whether the evaluation would span multiple
years), and the payment indicators (“Building Humanitarian Impact Bonds in Developing
Countries” 2016). Holding these “test” meetings prior to announcing the bond would have
allowed the cataract bond’s design team to adjust their initial term sheet based on what

investors perceived as reasonable or to better direct their investor outreach.

Lesson 6: Strategically time the announcement of the bond

Timing the announcement of the bond to the opening of the hospital would have allowed
AEF and MICEI to provide investors with data on, among other things, the number of
patient visits, the income levels of those patients, and how many staff members were needed
to run the hospital. Investors could have al :d the hospital. Since the bond was
announced far ahead of the hospital’s oper 3, no hard data from the hospital was
available to prove that outreach was on target or that performance management systems
were in place to drive course correction, though past performance from other successful
hospitals across AEF's network and those using the social enterprise model of cataract
surgery were cited. The ICRC and the other partners in the HIB addressed this challenge for
its three new physical rehabilitation centers by building on the standardized data points from
the ICRC’s established network of centers, specifically the number of appropriately applied
physiotherapy and mobility devices accounting for staff size at the center, device type, and
application time, as well as the ICRC’s history of working in difficult operating

environments.

Other impact bonds, such as the SIB in South Carolina that pairs nurses with first-time low-
income mothers, placed a premium on being able to test and refine the service provider’s
performance management system. Indeed, incorporating a pilot phase into the project
timeline facilitated the project’s implementation and helped identify potential problems. The
SIB in South Carolina needed to recruit more first-time low-income mothers to the Nurse-
Family Partnership (NFP) program, but hiring the additional staff to do so prior to the
finalization of the SIB would have exposed it to greater risk (Social Finance 2016). The pilot
period also allowed the service provider to work with the South Carolina Department of

2 As noted earlier, references to “announcing” the bond means pitching the bond to potential investors or

outcome funders.
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Health and Human Services (DHHS) and the Abdul Latif Jameel Poverty Action Lab (J-
PAL) to set up data sharing agreements and systems that adhere to the Health Insurance
Portability and Accountability Act (HIPAA) of 1996, which is designed to secure and protect
patients’ medical information. The SIB in South Carolina is also being evaluated using a
randomized control trial, so the pilot period allowed the involved organizations to get
acquainted with the enrollment and randomization protocols. These preliminary steps can
help build investor’s confidence in the project.

Lesson 7: Much work still needs to be done to convince organizations to pivot
toward financing DIBs or projects based on outcomes or results

Even within the upper-management of the organizations working on the cataract bond, the
benefits of the DIB model were not always clear due to the complexity of the model. For
example, one organization’s board members asked why the money for the hospital could not
be obtained via a large grant instead of via the DIB: they felt the additional costs of the bond
seemed high, while the obvious benefit to parties involved seemed unbalanced.

The lack of literature around SIBs and DIBs limits the evidence with which important
elements of the DIB model can be conveyed. In addition, the multitude of ways in which
DIBs can be structured and evaluated has made it very difficult to present a business case for
DIBs. DIBs have yet to be empirically assessed against traditional aid models, SIBs, or other
Results-Based Financing (RBF) or Results-Based Aid (RBA) approaches. The Health Results
Innovation Trust Fund (HRITF) is currently undertaking such comparative evaluations
within its portfolio of Performance-Based 1g programs by occasionally comparing
PBF to business-as-usual, or PBF to businces o usual and additional financing that is not
tied to performance (Bauhoff and Glassman 2017).

Lesson 8: Champions are critical within the impact bond space

Since impact bonds are so new to the developing country context, a lot of their costs remain
high. In March 2014, the Inter-American Development Bank’s Multilateral Investment Fund
became the first development finance institution to allocate money toward the development
of an impact bond (Multilateral Investment Fund 2014). MIF has promised to host
roundtables between SIB/DIB organizers and train service providers, as well as public
officials, on the mechanisms underlying impact bonds (LLevey 2104). In addition, MIF
contracts with locally based intermediaries with the aim of building the capacity of new
organizations, but also facilitating engagement with governments and other partners.
Moreover, it will start developing a set of standardized frameworks that can be used in other
projects, such as legal templates. MIF has also taken the unusual, but very commendable
step of identifying elements that highlight a country or issue as promising for a SIB. For
example, it is interested in countries that already have Public-Private Partnerships (PPPs) and
established legal frameworks around PPPs (Levey 2104). Good data on social issues, as well
as service providers and governments that can manage the complexity of an impact bond are
other influencing factors. Openly committing to impact bonds and to improving the impact
bond space by absorbing some of the eatly costs is vital to driving the market forward.
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Lesson 9: Some of the data needed to develop new DIB proposals are either not
available or of poor quality

As noted in section two, figures on the guarantees or interest rates accepted by investors for
comparable investments on eye care infrastructure were difficult to find. Such information is
sometimes only accessible to intermediary organizations, which have a special financial
license. If such information is not available in the public domain and neither is qualitative
data on the kinds of impact bond investments investors would like to see, then that requires
an initial level of investment (e.g., hiring an intermediary) to find that information.

Some of the data that are available are also of poor quality. It was only after the contract for
the cocoa production DIB in Peru had been signed that the data undetlying a specific target
were determined to be of poor quality. The fact that some of the data were too optimistic
may have contributed to the end result where not enough association members were able to
meet the production threshold needed to trigger a payment to the investor. Similarly, it was
difficult to select indicators and the target population for the girls” education DIB due to the
fact that the data provided by the government were highly problematic (Gustafsson-Wright
and Gardiner 2016). All the involved parties had to be more flexible about the metrics used
as a result.
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4. Recommendations for Future Development Impact
Bond Partners

Investors:

e DProvide casily accessible and detailed terms for a handful of existing investments, so
organizations developing an impact bond proposal can start with a reasonable set of
terms.

e Supplement the information described above with details on the range of returns
and related terms that would make an impact bond on a specific issue appealing.
Deutsche Bank’s 8-10 percent interest rate for established eye care hospitals
provides a useful benchmark.

Aid agencies & philanthropic foundations

e Require any funded feasibility studies, learning documents, and templates be made
publicly available, preferably through a centralized database.?! The Centre for Social
Impact Bonds (hosted by the U.K.’s Cabinet Office) or the Pay for Success
Learning Hub (hosted by Nonprofit Finance Fund) could be expanded, combined,
or used as a model for future DIB-specific databases.

e Explore the use of a Development Impact Bond Fund to test multiple DIBs (or
even DIBs against other forms of RBF) at once whilst also reducing the transaction
costs of designing individual DIBs

e Host internal workshops on the D lel to increase awareness of the approach;
the workshops should provide opportunities for innovative financing departments
to speak with issue-specific departments or target specific groups such as board

members.

Intermediaries

e Prior to announcing the bond, organize investor roundtables to gauge interest and
soft test the bond’s terms with focus groups of investors. These events will allow
bond creators to have a better sense of what terms seem reasonable to investors, if
there is any interest in the project, etc.

e  Organize discussions that pitch the idea to investors and aid agencies or
philanthropic foundations simultaneously to better understand everyone’s goals or
non-negotiable points.

e  Clearly define the responsibilities of all the involved parties and denote how those
responsibilities may shift if certain needs arise, e.g., if the pipeline of outcome
funders or investors is more limited than expected.

e Discuss best practices for sharing data with investors (e.g., how helpful were data
rooms and what kinds of data were investors interested in) with others.

2t Though different, one analogy is the Bill & Melinda Gates Foundation’s open-access policy for funded

researched.
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Implementing organizations

e Introduce performance management systems before the intervention begins to give
employees enough time to get acquainted with the system.

e Provide evidence that your organization is interested in being assessed and rewarded
based on performance.

All partners

e Communicate needs in a clear and timely manner.

e  Select partners that can commit the necessary time, manpower, and patience to the
development of an impact bond.

e Since impact bonds can take a while to come to fruition, document lessons learned
and missed opportunities on a routine basis.

e  Work with organizations whose brands can be leveraged, or incorporate a pilot

period into the DIB’s design, so investors can see evidence of sound
implementation and adaptation practices.
Select intermediaties with an on-the-ground presence and/or established networks

in the places where you expect to raise capital.
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5. Conclusion

Despite the considerable interest in Development Impact Bonds, few DIBs have made it to
the launch phase. Some of the proposed projects may have been better suited to a different
investment vehicle or been too costly to pursue. The lack of publicly available information
on DIBs that have not come to fruition limits the development community’s ability to
course correct when exploring new impact bonds. It also hampers the community’s ability to
reflect on what those challenges mean for innovative financing more broadly. Consolidating
the experiences of those who have been involved in designing or considered investing in an
impact bond is thus vital to advancing the conversation around impact bonds.

This paper takes a step toward building the knowledge base on DIBs and fostering a larger
community of practice around impact bonds. It describes the general impact bond model
and the development of one health-related DIB in particular, a bond on cataract surgeries in
Cameroon. The paper also outlines the challenges faced by the designers of the cataract DIB
and places those challenges within the context of obstacles faced by the creators of other
impact bonds.

The stakeholders we interviewed stressed the importance of united actors with clearly
defined responsibilities and engagement protocols. They also highlighted the importance of
taking a tactical approach to the marketing of a bond. More work needs to be done to bridge
the gap between the development community and the private sector, particulatly with
regards to data on current investment prac 1 areas of interest. Finally, new actors need
to be oriented to the premise and promise ts-focused programming,.

This paper could not have been written without the initiative of the organizations supporting
the cataract bond. Their willingness to be transparent about the major challenges or
frustrations experienced during the DIB’s development served as the foundation of this
papet. To re-energize the conversation around what works in health and what role DIBs can
play in meeting the SDGs and development goals beyond that, development partners need
to similarly commit to turning their challenges into learning opportunities.
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Appendix 1: List of Interviewees/Commenters

Cataract Bond Interviewees

Name

Christina Sanko
Tamer Makary
Thulasiraj Ravilla
Justin McAuliffe
Robert Miyashiro
Shaheen Kassim-Iakha
Barbara Kong
Liesbet Peeters
Lily Han

Olivia Iloetonma
Victoria Sheffield
Lucy Sidey

Mark Nuttall

Dia Martin
Thomas Engels
Kirsten Armstrong
Tachlan McDonald
Victoria Mortis

Cataract Bond Commenters

Elena Schmidt
Thomas Engels
Dia Martin

Non-Cataract Bond Interviewees

Sophie Gardiner

Emily Gustafsson-Wright
Maria del Mar Garza
Zachary Levey

Serena Guarnaschelli
Chris Walker

Caitlin MacLean

Harlin Singh

Eleanor Nettleship

Organization

Africa Eye Foundation

Africa Eye Foundation
Aravind Eye Care Systems
Conrad N. Hilton Foundation
Conrad N. Hilton Foundation
Conrad N. Hilton Foundation
D. Capital Partners

D. Capital Partners

D. Capital Partners

D. Capital Partners
International Eye Foundation
Linklaters LLP

Linklaters LLP

Overseas Private Investment Corporation
Sightsavers

The Fred Hollows Foundation
The Fred Hollows Foundation
The Fred Hollows Foundation

Sightsavers
Sightsavers
Overseas Private Investment Corporation

Brookings

Brookings

Instiglio

Inter-American Development Bank
KOIS Invest

Mercy Corps

Milken Institute

Milken Institute

Social Finance
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Appendix 2: DIBs Compared to Other Innovative
Financing Mechanisms

Mechanism

Similarities

Differences

Example

Results-Based Aid: disbursements from a donor to a recipient government are tied to the achievement of specific

results

Cash on Delivery Aid (COD
Aid): a donor agrees to pay a
recipient government a set sum

for every additional, verified unit

of progress toward a specific
outcome (Perakis and Savedoff
2014).

Payment is o
contingent on the
achievement of
predetermined

targets

A third party

verifies the °
results before
payment can

occur

The payer does

not strictly define e
the process by

which results are
achieved

Prioritizes pay’~-

for outcomes

over inputs

Money flows
between only two
parties and those
parties are a
donor and a
government

The recipient
government uses
existing funds to
cover the cost of
implementation
Payment is
always defined on
a per unit basis

In 2011, the United
Kingdom’s Department for
International Development
(DFID) agreed to pay the
Government of Ethiopia for
every additional student who
took and passed the national
grade 10 exam (DFID 2016a).

Results-Based Financing: disbursements from a domestic government or donor(s) to individuals, households, or non-

government service providers are tied to specific results

Output-Based Aid (OBA): an
agreement in which a service
provider receives a subsidy that
complements or covers (in full
or in part) an existing user fee.
The collection of performance

data and follow up based on that

data, in the form of rewards or

sanctions for the contractor, are

integral to PBC.

Payment is °
contingent on the
achievement of
predetermined

targets

A third party °
must verify the

results before
payment can °

occur
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Payment to the
provider is
contingent on the
delivery of
outputs
Payments are tied
to the size of the
user fee
Providers use
their own
resources to
support the
delivery of
services

In 2007, the Global
Partnership on Output-Based
Aid (GPOBA) contracted
three service providers in
Morocco to connect
unplanned urban settlements
to water and sewage services.
Providers received 60 percent
of their subsidy-based payout
after connecting the
settlements and the remaining
40 percent after independent
verification confirmed that
the settlements had been
connected for 6 months
without interruption
(Trémolet and Evans 2010).



Mechanism

Similarities

Differences

Performance-Based Contracting

(PBC): the purchase of clearly
defined services (in terms of

quantity, quality, location, target

population, etc.) from a non-
state provider for a specific
length of time (Loevinsohn
2008).

Social Success Note (SSNs): a
spinoff of social and
development impact bonds
introduced by the Rockefeller
Foundation and Yunus Social
Business in 2015 where the

implementing partner must be a

social enterprise (Yunus Social
Business 2015).

e  The service

provider can be a

non-state entity

e  Performance data

inform payments

- There is at least one
contract between
multiple parties,
including investors
and outcome funders
- Payment is
contingent on the
achievement of
predetermined targ _ .

The service
purchaser may be
a government,
donor, or
insurance entity
The purchaser
determines (and
strictly defines)
the services to be
provided

Service providers
can be sanctioned

The implementer
must be a social
enterprise

The social
enterprise repays
the investor their
principal

The outcome
funder only pays
the bonus due to
the investor(s)
for each outcome
achieved

The United States Agency for
International Development
(USAID) tried to improve
access to primary health care
in rural areas of Haiti by
offering NGOs there the
chance to earn 95 percent of
their original contract value
plus a bonus worth up to 10
percent of the contract if the
data proved they were
providing key setvices, such
as deliveries assisted by a
skilled attendant (Loevinsohn
2008)

The first SSN pilot is still
forthcoming.

Source: (Development Impact Bond Working Group 2013; Fritsche, Soeters, and Meessen 2014; Perakis 20106;
Perakis and Savedoff 2015; SIDA 2015)
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Appendix 3. Notes on Other Health-Related Impact Bonds

Physical Rehabilitation — Multiple Countries

The International Committee of the Red Cross (ICRC) launched a 5-year Humanitarian
Impact Bond in 2017. As part of the HIB, 3 new physical rehabilitation centers will be built
in Mopti, Mali; Maiduguri, Nigeria; and Kinshasa, Democratic Republic of the Congo. The
HIB will expand on ICRC’s existing network of physical rehabilitation centers, which
includes 139 centers across 34 countries. New Reinsurance Company Ltd (New Re) and
Lombard Odier bank will serve as the investors for the bond with the governments of
Belgium, Switzerland, Italy, and the UK, as well as La Caixa Foundation, a private Spanish
organization, acting as the outcome funders (Bollag 2017).

The first 3 years of the bond will focus on constructing, supplying, and staffing the centers,
while improved data systems and more innovative approaches, such as socially inclusive
physical therapy, will be used in the last 2 years of the bond (KOIS INVEST 2016).The
ICRC held a roundtable in early 2016 to scope out investor interest and gather feedback on
the bond’s structure.

Maternal Health — India

The Utkrisht Impact Bond is a DIB aimed at improving maternal and newborn health
outcomes in Rajasthan, India. Its goal is to work with 440 private medical facilities in
Rajasthan to help them obtain two importz fications of quality maternal care in India:
The Manyata certification and recognition e National Accreditation Board for
Hospitals and Healthcare Providers INABH). The health facilities involved will have to earn
50 percent of NABH points and 11 of the 16 Manyata standards to receive the full payment
of USD 18,000, while those who earn 30 percent of NABH points and 6 Manyata standards
will receive USD 4,500 (Boggild-Jones 2017).

The primary investor, UBS Optimus Foundation, has committed USD 3.5 million in initial
capital. The outcome funders, USAID and Merck for Mothers, have committed USD 8
million of outcome funding should the targets be reached. Palladium, Inc. is the
implementation manager, while Population Services International (PSI) and the Hindustan
Latex Family Planning Promotion Trust (HLFPPT) will help implement the project and
provide services. The latter two organizations are also investors: PSI and HLFPPT together
will comprise 20 percent of the capital, and receive rewards and losses at the same rate as
UBS Optimus. The Government of Rajasthan will have a non-executive, oversight role and
plans to contribute outcome funding in the later years of the bond. Mathematica will serve as
the independent verifier (USAID 2017).

This DIB was conceived by USAID India and the Center for Accelerating Innovation and
Impact, a section of USAID focused on approaching health interventions through a business

lens.
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Sleeping Sickness — Uganda

Sleeping sickness, or Human African Trypanosomiasis (HAT), is a parasitic disease that can
be transferred from cattle to humans via the tsetse fly. The United Kingdom’s International
Development Secretary announced in 2014 a new /1.5 million “inception project” to
explore the use of the DIB model to address sleeping sickness in Uganda. The project
focused on Uganda because both strains of HAT, Gambian and Rhodesian sleeping
sickness, are found there and previous outbreaks of HAT affected up to 70 percent of the
rural population in Uganda (DFID 2016b). Several cost-benefit analyses suggested
substantial savings (£30 million) and profits (/300 million) could be accrued through the
eradication of the disease in cattle (DFID 2016b). Information gathered through the pilot
was meant to outline a set of best practices (on data collection, how many cattle could be
treated a day, beneficiary outreach, payment triggers, etc.) that could be applied to the launch
of a full-scale DIB.

Two parts of the project have been carried out. The first is a survey capturing the parasite
prevalence and number of cattle in 150 villages (DFID 2016b). The second is a pilot
intervention to test the effect of an insecticide and cattle treatment on the parasite’s
prevalence. The pilot was scheduled to end on September 30, 2016 (DFID n.d.).

To cover the affected area, the initial estimate for the DIB was valued at around USD 50
million.?? DFID was keen to bring on other outcome funders, but no other donors or
investors signed on officially. In response to the lack of commitments, the involved
organizations are considering only conduct intervention in the northern part of
Uganda where the survey found the HAT parasie prevalence to be alarmingly high. DFID
has yet to decide on next steps for the project.

Malaria — Mozambique

The Rollback Malaria Partnership (RMP) contracted Dalberg and D. Capital Partners in
2012 to investigate if a DIB could be used to address the prevalence of malaria in
Mozambique. Corporations, including the restaurant group Nando’s, financed a 3-year pilot
in a few Mozambican districts after getting outcome payer commitments for the DIB proved
to be very difficult. The pilot, an adaptation of an intervention successfully used in Ghana,
reduced the prevalence of malaria in the targeted districts by 70 percent (Murray 2016). An
application was submitted to the Global Fund to scale up the intervention, which includes
training community health workers (CHWs) to diagnose and treat malaria, sensitizing
communities to indoor residual spraying (IRS), and training IRS personnel (Devex n.d.).
Funds will also go toward purchasing spraying materials and artemisinin-based therapies
(ACTs). Funding from the Global Fund would be matched by private sector sources,
including Nando’s and several mining companies. The offer to investors is currently being
fine-tuned.

22 Information in this section comes from an interview conducted on November 11, 2016.
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The MMPB is notably distinct from other health-related DIBs. It is the first to be structured
with a Special Purpose Vehicle. The SPV, named the Goodbye Malaria Trust (GMT) will
disburse funds to the service provider. The MMPB is also using a separate entity, the Bond
Against Malaria Mozambique (BAMM) Operating Company to oversee the implementation
of the intervention.

Kangaroo Mother Care — Cameroon

The Kangaroo Mother Care (KMC) approach aims to increase the amount of skin-to-skin
contact between mothers and their newborns (especially low birth weight infants), with an
overall goal of at least 12 hours of contact a day (Charpak 2014). KMC also trains mothers
to breastfeed their babies and has mothers visit a clinic or hospital with their babies on a
daily basis until the baby is gaining at least 15 grams per kilogram per day. KMC has been
shown to reduce mortality at time of discharge and lead to increased infant weight (Conde-
Agudelo and Diaz-Rossello 2016). Grand Challenges Canada is providing financial support
to Social Finance and the MaRS Centre for Impact Investing to develop a DIB around
KMC. Baseline data on the health of low birth weight and pre-term infants in Cameroonian
hospitals is currently being collected (Grand Challenges Canada 2016). The Ministry of
Health has agreed to serve as a technical partner. Additional financing, worth USD $2
million, is expected to come through the World Bank (World Bank 2016).

Nutrition — Mozambique??

A bilateral donor working in Mozambique = = e Global Alliance for Improved Nutrition
(GAIN) to explore the use of a DIB to adc dnutrition. A GAIN staff member traveled
down to Mozambique on two occasions to present to a cohort of donors on the DIB model,
possible outcomes that could be used, and how well nutrition interventions fit the DIB
model (nutrition gains are easy to measure and interventions are relatively cost-effective).
Donor feedback was unenthusiastic. In addition to not understanding the rationale for and
not liking the optics of including investors, the donors felt the entite DIB mechanism was
too complex. Though they remained interested in a RBF mechanism, they wanted an
approach that had fewer moving parts. One donor said they might be interested in the DIB,
but would need a co-financing commitment from the government of Mozambique. At the
time, the Mozambican government was not allocating significant amounts of money to
malnutrition. The DIB’s momentum faltered even more after the DIB’s champion within
the bilateral donor agency went to work at another organization.

In February 2014, the Center for Global Development hosted a roundtable to continue the
conversation around a DIB on nutrition. Attendees, who came from a broad range of
backgrounds, discussed concerns about the high initial transaction costs of developing a DIB
and possible topics (stunting or maternal and/or child anemia) around which to base
outcomes (Perakis 2014). They also discussed issues plaguing the nutrition sector. For
example, the groups that are the most affected are also the most marginalized, nutrition

2 Information in this section is based on an interview conducted on November 18, 2016.
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doesn’t fall neatly under either health or agriculture, and there is mistrust between public and

private institutions.
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HUMANITARIAN IMPACT

BOND (HIB)

The International Committee of the Red Cross (ICRC) together
with its partners has created the world’s first Humanitarian
Impact Bond (HIB) to help find additional ways to finance vital
services for people with disabilities in conflict-hit countries.

THE CHALLENGE

The 2011 World Report on Disability
estimated that more than a billion people
live with some form of disability, which
corresponds to approximately 15% of the
world’s population (WHO, 2011).

Access to physical rehabilitation (PR)
is important from both human rights
and human development perspectives.
Personal mobility and the availability
of assistive devices are a precondition
for equal participation in and being a
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productive member of society. The use
of assistive devices is a means of gaining
mobility, opportunities for education and
work, and improved health and quality
of life. These outcomes are important
indicators of human development.
Consequently, investment in the provision
of assistive devices can reduce health-
care costs and economic vulnerability and
increase participation in society and quality
of life.



A NEW RESPONSE FROM THE ICRC

As part of its response to these needs
for physical rehabilitation the ICRC
has sought to increase its response
from a qualitative and quantitative
perspective by:

- raising more funds for physical
rehabilitation activities outside of the
traditional programmatic framework
of the ICRC in order to serve more
people;

¢ developing and testing new
efficiency measures to improve the

THE AIM

The aim of the bond is to increase
the number of people with physical
impairments gaining (or regaining)
mobility — which is the first step
towards enjoying such basic rights as
access to food, shelter and education,
finding a job and earning an income, and
generally having the same opportunities
as other members of society — through
the provision of appropriate and quality
physical rehabilitation services. In
addition, the bond aims to improve the

efficiency of the centres providing
services.

The concept of a Humanitarian Impact
Bond (HIB) was identified as a means
of achieving the above with the added
opportunity that it enables the ICRC
to test new fundraising instruments
and reflect on their applicability to the
humanitarian sector.

overall operational efficiency of physical
rehabilitation centres, allowing them
to deliver services in the most cost-
and impact-effective manner possible
while still ensuring the high quality and
appropriateness of services. Concretely,
the capital raised will be used to build
and run three new physical rehabilitation
centres in Africa (Democratic Repub-
lic of the Congo, Mali and Nigeria) over
aperiod, providing services for
thousands of people.
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OVERVIEW OF THE
FINANCIAL MECHANICS

The schematic diagram which you see below illustrates step by step the concrete
financial mechanics of the Humanitarian Impact Bond.

Finance over ICRC will provide social Pledge to ICRC to pay
five years the investors and outcome funders: at the end of year five.
intervention - Quarterly status update reports Payment by Results
implemented * Semi-annual operational to ICRC according to
by the ICRC. review committee meetings predefined thresholds

SOCIAL
INVESTORS OUTCOME
b b
INDIVIDUALS WITH PHYSICAL @
DISABILITIES IN THE DRC,
MALI AND NIGERIA VERIFICATION
o PROVIDER
Assess the
. outcome-based
a Conditional Pledge Staff Efficiency
Ratio (SER)
o Investment

e Implementation of Services

o Outcome Evaluation & Verification

e Payment by Results
e Return Payment
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1. THE CONDITIONAL PLEDGE OF OUTCOME

FUNDERS

The Outcome Funders - governments of
Belgium, Italy, Switzerland, the UK and
Foundation la Caixa - made a conditional
pledge to pay the ICRC for concrete results
achieved in five years. The outcome value
of the fund is 26 million CHF. Their even-
tual payment varies according to the re-

sults achieved, up to the defined maxi-
mum for each Outcome Funder.

These relationships are defined in the
payment for Results Agreements between
the respective Outcome Funder and the
ICRC.

—0— 6

¢
£

2. THE INVESTMENTS

Based on the assurance that the Outcome
Funders will pay the ICRC in five years,
the Social Investors (NewRe, part of Mu-
nich Re Group, amongst others) make

their investments. Half is paid at the sta-
rt, the remaining half after one year. That

money goes into the ICRC’s general acc-
ounts and allows it to carry out the five-
year programme.

The Investor Agreement defines the
relationship between the Social Investors
and the ICRC.

[ —©- B
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3. THE ACTUAL ICRC WORK

During the first three years, the ICRC
will build and equip three new PR centres
in Mopti (Mali), Maiduguri (Nigeria) and
Kinshasa (DRC) as well as train the new
staff for these centres.

At the same time, the ICRC tests new
Efficiency Initiatives in eight existing cen-
tres in Cambodia, Madagascar, Mali,

s
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Myanmar, Pakistan, Niger and Togo
as well as designs, tests and deploys
a new Management Tool.

During the fourth and the fifth years,
the ICRC supports the operation of the
three new centres while implementing
proven efficiency initiatives.
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While the ICRC provides quarterly reports
to the Outcome Funders and Social In-
vestors on the progress of the programme
during the five years, the actual measure
which determines the return to investors
is only made at the end of the fifth year.

The Staff Efficiency Ratio (SER) is
the number of beneficiaries regaining
mobility per mobility device professional

employed in the centre (prosthetist or
orthotist). The SER of the new centres
is compared to the historical average
of similar centres in Africa.

Philanthropy Advisors, the external
Verification Provider, will verify the
reported data and report the findings to
the Outcome Funders and Social Investors.

«{)— ICRC «{ 1 —
N |
4
# OF BENEFICIARIES HAVING REGAINED
OUTCOME-BASED MOBILITY THANKS TO A MOBILITY DEVICE
STAFF EFFICIENCY =

RATIO (SER)

# OF LOCAL MOBILITY DEVICE

PROFESSIONALS
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5. THE PAYMENT FOR RESULTS BY THE

OUTCOME FUNDERS

The Outcome Measure (the ratio between
the SER in the new centres over that of
the benchmark centres) determines the
payment of the Outcome Funders. The
higher the efficiency in the new centres,
the higher their contribution (up to the
defined maximum).

The Outcome Funder will therefore only
pay for what has been delivered. If the

efficiency in the new centres is below
that of the benchmark centres, they will
pay less than the effective costs. If the
efficiency is however above and hence
more people received support, their
contribution is higher. This additional
disbursement will be used to pay the
Social Investors an interest on their
capital invested.

g —©- B
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6. THE RETURN PAYMENT TO THE SOCIAL

INVESTORS

The funds paid by the Outcome Funders to
the ICRC in line with the results achieved
will in turn be used to pay back the
social investors partially, in full or with
an additional return, depending on how
well the ICRC performs in terms of the
efficiency of the new centres.

If the efficiency in the new centres is below
the benchmark, the Social Investors will

$ .0 =

face a loss of up to 40% of the invested
capital. In this case, 10% of the return
payment will have to come from the
ICRC regular resources. At par, the Social
Investors receive their money back while
at a 14-80% increase in the efficiency of
the new centres, the Social Investors will
be paid a variable annual return of up to
7% on their investment.
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The programme is the first ever in the humanitarian environment
and draws inspiration from the movement for social impact
bonds which has been gathering speed since the mid-2000s.

For the ICRCitis a “test and learn” exercise that will enable the
organization to further expand its funding base to meet its

growing needs in the future.

For more information, please contact:
hib@icrc.org
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We help people around the world
affected by armed conflict and other
violence, doing everything we can to
protect their dignity and relieve their
suffering, often with our Red Cross and
Red Crescent partners. We also seek
to prevent hardship by promoting and
strengthening humanitarian law and
championing universal humanitarian
principles.

People know they can count on us to
carry out a range of life-saving activities
in conflict zones and to work closely with
the communities there to understand
and meet their needs. Our experience and
expertise enable us to respond quickly,
effectively and without taking sides.
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A. Introduction: what is a social impact bond (SIB)?

[Rz 1] In the last few years, a relatively new — and promising — funding approach to social, devel-
opment and environmental projects has attracted considerable attention. Social impact bonds
(«SIBs») are designed to attract private investment capital to address society’s critical social
needs.

[Rz 2] A SIB brings together donors (sometimes also called outcome funders), impact investors
and non-profit organizations to fund impact in a performance-driven manner. SIBs offer investors
an opportunity to make funds available to a non-profit organization and earn a financial return
based on the actual impact of such activities, thereby making this funding an investment. Donors,
in turn, can make performance-based donations that expressly link capital to impact. Non-profit
organizations hold the steering wheel in carrying out the actual project and retaining control
over how much money they need to raise over specific periods of time in order to achieve their

objectives!.

1 Linpsay Beck / CATARINA ScHwAB / ANNA PINEDO, SociaL IMpact Bonps: What’s in a Name?, Stanford Social

Innovation Review, 12 October 2016, available at
(all websited last accessed on 18 January 2018).
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[Rz 3] In other words, instead of public bodies paying non-profit organizations directly to deliver
services, private investors provide the initial funding and are repaid later by the public bod-
ies (along with a possible profit) if the outcome of the services meets agreed upon performance
benchmarks, which are verified by an independent auditor?. Financing is hence ensured by the
public sector on the basis of actual results, while pre-financing is provided by the private sector
with the expectation of both a financial return and a social impact. The mechanism of a SIB can
be illustrated as follows:

Investment Conditional pledge

@ ®

Social Outcome
Investors SIB Issuer Funders

(&) ® 7

Payment by results

Payment

(capital + return) C 2
ommunication

@ ]mp/}emenrqnon @ of outcome
of the project verification

Outcome
\ verification

O]

Verification
Provider

Project

@

Communication
of outcome
verification

[Rz 4] Although the term «bonds» has been used to describe this method of financing and SIBs
may, under certain circumstances, be characterized as bonds under certain applicable legal provi-
sions3, SIBs do not function as bonds in the traditional financial sense. Rather, the SIB is a financ-
ing arrangement that allows non-profit organizations to enter into so-called «pay-for-success»
contracts with donor governments, on the one hand, and private investors, on the other hand.
SIBs essentially function as loans used to finance the timing delay inherent to «pay-for-success»
contracts®. Although «pay-for-success» reflects the nature of the model, more accurately we will

stick to the widely used and recognized term «social impact bond» (SIB) in this contribution.

[Rz 5] As promising and innovative as they are, SIBs also have unintended side effects. One of
them is their being inaccessible to the smaller or newer non-profit organizations and, at least
currently, being reserved mainly to the most well established ones by logically allocating them
the bulk of SIB financing. This is due to the fact that the SIB model focuses on measurable
social impact, combined with the need to provide financial returns to social investors. Another
challenge is the seemingly high transaction cost of the initial SIB project (set-up cost), much of
which has to be funded through contributions of other, more traditional donors. Finally, SIBs

2 V. Kasturr RanGan / Lisa A. CHasg, The Payoff of Pay-for-Success, Stanford Social Innovation Review, Fall 2015,
available at

See Section C. below as regards the characterization of SIBs from a Swiss legal perspective.

See Rangan / CHask (footnote 2).
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may also generate a political backlash as they can be badly perceived by the public, who may see
them as a system where social action is financialized and taxpayers’ money is used to provide

private investors with a financial return for projects of public utility.

[Rz 6] To date, more than 70 SIBs have been launched around the world since the first such scheme
was initiated in the United Kingdom in 2010. In Switzerland, the first SIB scheme was launched
in 2015 in the canton of Bern, where a group of entrepreneurs, the canton’s public health and
social authorities and the NGO Caritas teamed up to conduct a project aimed at supporting the
quick and lasting integration of recognized refugees and temporarily admitting persons in the
job market®.

[Rz 7] More recently, in September 2017, the first-ever <humanitarian impact bond» was launched
by the International Committee of the Red Cross (the «ICRC»). This project is conceived as a
way to finance the construction and operation of three new physical rehabilitation centres in the
Democratic Republic of Congo, Mali, and Nigeria. It aims at expanding access to physical reha-
bilitation services for persons with physical disabilities who need a mobility device (see Section
E. below for details).

[Rz 8] In this contribution, we will review, from the perspective of a Swiss non-profit organization
willing to launch a SIB project, the main Swiss legal and tax issues which are to be taken into

account in the design, elaboration and implementation of such a scheme.

B. Creation of the SIB
1. Admissibility in light of the cteristics of the SIB issuer

[Rz 9] The first question that we shall address is whether the project itself, i.e., the SIB scheme,
is admissible in light of the characteristics of the institution. Assuming that the SIB issuer is
a non-profit organization, restrictions to the launch of a SIB may result from the requirements
that apply to the organization’s legal form under Swiss law or from other legal sources, such as
its constitutive documents (statutes, by-laws or charter). Restrictions may also derive from self-
limiting rules adopted by the organization or principles regarding the types of activities that it

can carry out and the way it can function.

[Rz 10] As non-profit organizations in Switzerland are set up either as associations or as founda-
tions, the admissibility of a SIB project must first be assessed in light of the statutory provisions
applicable to these legal forms (Articles 60 et seq., respectively Articles 80 et seq. of the Swiss

Civil Code; ) as well as relevant case law.

[Rz 11] In general, in order to be considered as «non-profit» (and hence to be suited for the
legal form of an association or a foundation), the organization must have one or several statutory
purpose(s) that are exclusively altruistic or charitable and aimed at achieving public benefits.
While any purpose that entails the seeking of a profit for one or several person(s) is prohibited,
Swiss law does not prevent a non-profit organization from conducting commercial, profit-making

activities and actually generating financial revenues, to the extent of such activities being a means

5 Por additional information on this project, see the press release published on 16 June 2015 by the Bern Cantonal

authorities and available at:
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to achieve the ultimate charitable purpose(s). Associations in particular may conduct commercial
activities and even carry out proper business activities if this supports their charitable purpose(s),
provided however that such commercial activities remain secondary and are not the main focus

of the association®.

[Rz 12] In practice, this means that any profit generated by a commercial activity carried out
by the organization has to be entirely used for the non-profit activities (which can be limited to
making grants to beneficiaries or consisting in concrete operations and projects) and not end up

in the hands of members of the association.

[Rz 13] Because it involves borrowing funds from profit-seeking investors through a financial
scheme under specific commercial conditions which include the payment of a premium to in-
vestors, launching and implementing a SIB project may be characterized as a commercial activity,
which is traditionally undertaken by for-profit entities’. To the extent that the organization does
not use such a scheme as its principal way of raising funds and the income generated through
this scheme is used by the non-profit organization issuing the SIB in furtherance of its non-profit

purpose(s), the project should be admissible from this perspective.

[Rz 14] Although it constitutes a financial instrument, a SIB does not actually yield commercial
profits for the organization. In fact, only social investors are (possibly) making a profit, while
the non-profit organization is simply tapping into an alternative source of funding in private
investors and thereby temporarily bridging a time gap between immediate «alternative» funding
and future «traditional» funding.

[Rz 15] Hence, another issue related to the admissibility of a SIB is whether one can consider
that, for the organization to provide a financi tn to investors, it is covered by the charitable
purpose(s). However, this problem is irrelev..... ....ce the financial return is not paid by the SIB
issuer but by the donor government(s) (outcome funder(s)) as part of their financing of the project
on the basis of actual results. It is only if the organization performs under a certain threshold that
it has to bear itself a portion of the actual costs of the project, which means that the organization,

from a risk perspective, has to include a provision for under-funding of the project in its budget.

[Rz 16] Restrictions to the admissibility of a SIB project deriving from the organization’s con-
stitutive documents would exist only if such documents contain specific provisions limiting the
organization’s possible sources of income or the means to acquire funds. This is rarely the case in
practice, as statutes of associations or foundations tend to be formulated quite broadly to allow
for the greatest flexibility in the conduct of activities. In any case, even if such a restriction is em-
bedded in the statutes, the organization would in most cases be able to modify or lift it through

appropriate internal decision-making process.

2. Creation of a special purpose vehicle (SPV)

[Rz 17] A second question that arises when devising a SIB is whether the project requires the
creation of a special purpose vehicle (the «<SPV»).

6 See Article 61 (2) (1) of the Swiss Civil Code ( ), which provides that an association which is conducting com-
mercial activities in furtherance of its (non-profit) goal is to be registered with the Trade Register.

7 This is evidenced by the content of the prospectus, if required; see below Section C.3.b).
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[Rz 18] In this regard, several factors need to be considered in the assessment of the situation. A
SPV is typically used to shield the organization from the financial risk associated with a specific
business or transaction and can appear as particularly suited if said business or transaction falls
outside of the scope of the organizations usual business activity. It also allows to isolate all the
structural aspects of the SIB transaction, which can reinforce its trustworthiness and hence make
it more attractive to investors and governments®.

[Rz 19] On the other hand, the same investors and donor governments (outcome funders) might
have an interest in dealing with the non-profit organization directly and entrusting the funds
that are necessary to carry out the actual project straight to it. This is typically the case if the
organization is well-known, enjoys a wide recognition and already benefits from the trust of the
stakeholders involved in the transaction. In this case, investors and outcome funders will likely
be more inclined to participate in the scheme if the non-profit organization issues the loans itself
without a SPV as intermediary.

[Rz 20] Because the SIB’s primary function is to finance a social, environmental or humanitarian
project, it also makes sense that the organization actually running the project financed by the SIB
is the one issuing the loans. The organization needs to retain complete control over all project
activities in order to optimize its performance, which will ultimately generate higher income for
the social investors. In this regard, since all the risks related to the project are borne by the

organization anyways, the creation of a SPV does not appear to be necessary.

[Rz 21] However, it is not unusual that social investors and outcome funders request a right
to exert a certain influence during the implementation of the program and to withhold further
funding if they consider that the SIB issuer i :ting in the best interests of the other parties
or the project itself. This can justify the creat 1 SPV to clearly separate the SIB project from
the other activities of the organization.

[Rz 22] Finally, the argument of simplicity also plays a role. Because setting up a SPV creates
additional layers of complexity, it substantially increases the transaction costs of an operation

that is already relatively complex and costly to put in place’.

C. Distribution of the SIB

[Rz 23] As indicated in Section A. above, the SIB model requires the involvement of private in-
vestors, whose role is to pre-fund the activities undertaken in the context of the SIB. In this
Section, we will analyze the aspects to be taken into account, from a Swiss legal perspective, in

the context of the offering of a SIB to private investors.

[Rz 24] We will address the main rules applicable to the distribution of a SIB to Swiss-based
investors. We will herein not discuss the rules applicable to the distribution of the SIB to in-

An issue which is separate from the set-up of an SPV is the concept that the funds to be received from the outcome
funders may have to be sent to an escrow account, so as to provide comfort to the social investors that the alloca-
tion of these funds will be made in accordance with the terms of the SIB.

The structuring of the SPV and the relationship between the SPV and the SIB issuer must also be carefully re-
viewed from a Swiss tax perspective, so as to avoid any negative impact on the SIB issuer.
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vestors located in other jurisdictions. Such analysis will have to be made locally in each relevant
jurisdiction!®.

1. Legal characterization of a SIB

[Rz 25] The Swiss legal framework sets forth specific documentation requirements which are ap-
plicable to the issuance of debt securities, generally referred to as «bonds» (obligations d’emprunt /
Anleihensobligationen'!). By contrast, these documentation requirements do not apply if the rela-
tionship between the debtor and the creditor is characterized as a mere loan agreement. It is thus
important to examine whether the relationship between the SIB issuer and the social investor is

to be characterized (i) as a bond or (ii) as a loan agreement.

2. Overview of the applicable rules

[Rz 26] The law applicable to the offering/subscription process of the SIB must be distinguished
from the law applicable to the SIBs themselves:

o If the issuer of the SIB is a Swiss legal entity, Swiss law is likely to apply to the legal charac-
terization of the SIB and to the requirements applicable to the offering/subscription process.

* That being said, the Swiss rules regarding the offering/subscription process would also have
to be taken into consideration by a non-Swiss issuer targeting Swiss-based investors. Under
Swiss conflict of laws rules'?, an investo = Tas suffered a financial prejudice in a public
offering of bonds or shares may elect to s indemnification claim either on Swiss law
(law of the place of offering) or on the law of the place of incorporation of the issuer. If Swiss
law is chosen, the Swiss prospectus requirements would apply, including the liability rules
in the event no prospectus has been prepared. Consequently, the non-Swiss issuer targeting
Swiss-based investors is to observe the Swiss prospectus rules!.

[Rz 27] In light of the above, the legal characterization of the SIB is to be reviewed from a Swiss
legal perspective. In Switzerland, a «bond» is defined as a large loan which has been divided into
partial amounts, all of which are governed by the same terms and conditions regarding interest,
issue price, duration, subscription period and payment date. The legal characterization of the SIB
will depend upon the specificities of each case. We list hereinafter some of the features which are
relevant in this context:

10 As far as the distribution within the European Union is concerned, the Markets in Financial Instruments Directive

( , respectively as of 2018) provides for a uniform regulatory framework at EU level. In this con-
text, the main question will be whether the SIB qualifies (i) as a «financial instrument» or an «investment service»
(thus possible triggering the MiFID I/II requirements) or (ii) as a mere loan among private parties (that does not
require any regulatory filing or authorization). In addition, the number of possible investors being approached will
determine whether the SIB is subject to a prospectus requirement at EU level. These analyses are fact-specific and
will have to be made on a case-by-case basis.

11 Article 1156 SCO.

12 Article 156 of the Swiss Private International Law Act.

13 Itis to be noted, though, that the Swiss Supreme Court has held that Article 752 SCO (the provision dealing with
prospectus liability) applies only to Swiss issuers (as opposed to non-Swiss issuers) ( ,c. 2.3). That
being said, in that same decision, the Swiss Supreme Court also held that the prospectus liability provision regard-
ing bonds (Article 1156 (3) SCO) could apply to bonds issued by non-Swiss issuers ( ,C. 2.3, see also

decision of the Swiss Supreme Court 4C.245/1995 of 2 August 1996 published in SJ 1997 108, c. 5b).
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a) Arguments in favour of a characterization as a loan agreement

* The total debt issued by the SIB issuer is not divided into notes with a certain denomination
(e.g., there is no aggregate principal amount of, for example, CHF 100°000°000 divided into
notes in the denomination of CHF 1°000).

* The principal amount extended by each SIB investor can be freely determined by each SIB
investor.

b) Arguments in favour of a characterization as a bond

* The use of the term «bond» is an indication in favour of such a legal characterization, but is
not decisive in this and of itself (Article 18 (1) of the Swiss Code of Obligations, the « »).

* With the exception of the principal amount, the terms and conditions of all SIBs are identical.
In our view, this factual point is crucial in the legal analysis in favour of a characterization as
a «bond».

3. Rules applicable to public bond offerings

[Rz 28] If the conclusion is reached that the SIB is to be characterized as a bond (see Section C.2
above), the next question will be to determine whether the offering of the SIB is to be character-
ized as a public bond offering. This determination is important, because a public (as opposed to
private) bond offering is subject to the Swiss ctus rules.

a) Definition of a «public» bond offering

[Rz 29] The concept of a public bond offering is not expressly defined in Swiss law.

[Rz 30] A public offering is understood to be an offering made (i) to an indefinite number of in-
vestors or (ii) by means of a public advertisement (e.g., newspaper announcement, mass mailings,
web page with unrestricted access). By contrast, an offering is deemed to be private if a limited
number of selected investors are solicited individually by the issuer or a placement agent.

[Rz 31] A «rule of thumb» existed, according to which the threshold distinguishing a private
placement from a public offering was set at 20 approached investors. This threshold was imported
from the Swiss bank legislation, where the holding of more than 20 «deposits from the public»
is one of the triggering criteria for the definition of a banking activity!. In a case law dealing
with the public offering of interests in collective investment schemes'>, the Swiss Supreme Court,
however, focused on a qualitative approach, namely the requirement that a «limited circle of
investors» is being approached. In light of this case law, the qualitative (as opposed to quantitative)
approach is likely to also apply in the context of the determination as to whether a bond offering

is of public or private nature!®.

14 See Article 6 of the
15 ,c. 5.3,

16 Gaupenz G. ZINDEL / PETER R. IsLER, in: Heinrich Honsell / Nedim Peter Vogt / Rolf Watter (Ed.), Basler Kommen-
tar zum Obligationenrecht 11, Basel 2016, N 3 ad Article 652a SCO. See also PATRICK SCHLEIFFER / DAMIAN FISCHER,
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[Rz 32] In light of the above, there is no bright-line test for determining whether an offering is
public or private. Each offering must be assessed on a case-by-case basis, taking all the relevant
facts (e.g., marketing efforts, number and types of approached investors, relationship between
approached investors) into consideration. That being said, in the absence of clear characteristics
of a public offering (such as public advertising), an offering to up to 20 investors should, in our
view, as a matter of principle, still qualify as a private placement, despite the fact that the case
law mentioned above refers to a qualitative approach!’. In specific cases, this threshold may be
increased, in particular if it is possible to establish the existence of a relationship (for example a
tamily relationship) between the investors being approached.

[Rz 33] The number of possible SIB investors being approached (as opposed to the number of SIB
investors actually investing in a SIB) is relevant for purposes of determining the application of
the Swiss prospectus rules. Furthermore, the assessment is to be made on a «look-through» basis,
i.e., in case of a two-step distribution process, by taking all investors into account to which the
primary purchasers (underwriters) will assign the bonds!®.

b) Swiss prospectus rules

[Rz 34] A public offering of bonds by a Swiss issuer must comply with the prospectus requirements
set forth in the SCO. By contrast, non-public offerings of bonds in Switzerland are not subject to

the prospectus requirements, as long as the bonds are not listed on a Swiss exchange.

[Rz 35] The Swiss prospectus requirements for bonds are set forth in Article 1156 SCO. By refer-
ence, this provision incorporates the content ~  icle 652a SCO, which is applicable to equity
securities. The following information must losed in an issuance prospectus pursuant to
Articles 652a and 1156 SCO'?:

1. the content of the entry in the commercial register of the issuer;

2. the amount and composition of the issuer’s share capital (including number, nominal value
and type of shares as well as preferential rights of certain categories of shares, if any);

3. the Articles” provisions of incorporation concerning the issuer’s authorized or conditional
share capital;

4. the number of profit sharing certificates and the rights connected therewith;

5. the issuer’s latest annual statutory financial statements and the consolidated financial state-
ments with the auditors’ reports, and, if the closing of the balance sheet dates back more than
six months, interim statutory and consolidated financial statements (which do not need to be
audited);

6. the dividends paid during the last five years or since the date of incorporation;

7. the resolution on the issue of the securities;

8. the terms and conditions of the bonds (particularly regarding the interest payments, the re-
imbursement, the guarantees (if any) and the relationship between the bond holders).

Prospektfreie Platzierungen, in: Thomas U. Reuter / Thomas Werlen (Ed.), Kapitalmarkttransaktionen V, Zurich
2010, pp. 132 et seq.

17 See also ZinpeL / IsLer (footnote 16), N 3b ad Article 652a SCO.
18 See also ZinpEL / IsLER (footnote 16), N 3d ad Article 652a SCO.

19 Ttis to be noted that the amount and granularity of the information to be included in the prospectus will substan-

tially increase in the context of the upcoming Swiss Financial Services Act, which is expected to enter into force in
2019 (Articles 42 et seq. of the draft Swiss Financial Services Act, see also Section C.6 below).
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[Rz 36] These statutory provisions were drafted under the assumption that the issuer is a Swiss
company. A number of the items listed above would have to be adjusted if the issuer is organized

otherwise, for example in the form of a Swiss association.

[Rz 37] Under the rules currently in force?®, public offerings of debt or equity securities in
Switzerland are not subject to any requirement of authorization by, or registration with, any
Swiss governmental authority or self-regulatory body. That being said, the failure to prepare
a prospectus may trigger a prospectus liability, as will be further addressed in the section below.

[Rz 38] In this context, one must also examine whether the activity of offering securities to the
public is, as such, a regulated activity in Switzerland. As a matter of principle, the requirement
for the offeror to obtain a license as a «securities dealer» only applies if such offeror is primarily
active in the financial sector?!. As regards the distribution of a SIB, the SIB issuer will generally
fall outside the scope of these regulations, to the extent the SIB issuer (a non-profit organiza-
tion) is not primarily active in the financial sector. In turn, a Swiss service provider which (i)
is primarily active in the financial sector and (ii) is retained by the SIB issuer for purposes of
the distribution process (as underwriter) will have to benefit from a license as a Swiss securities
dealer.

c) Consequence of non-compliance with Swiss prospectus rules

[Rz 39] Non-compliance with the Swiss prospectus rules is enforced under Swiss law through a
civil prospectus liability??. Such claims can be successful only if, inter alia, the plaintiff can estab-
lish causation. In other words, the plaintiff 10w that the misstatement of information or
the failure to provide certain information in t pectus (or the failure to provide a prospectus
even though such a prospectus would have been required) was an actual and adequate cause of
the financial prejudice suffered.

[Rz 40] For example, if a prospectus did not record the dividend history of an issuer for the last
five years, investors may only successfully recover damages from the issuer or anyone participat-
ing in the offering if they can prove:
* that they would not have bought the bonds, or would have bought them at a different price,
had they been made aware of the information in question; and

* that the failure to provide the information caused the financial prejudice in question.

[Rz 41] If the misstatement or the failure to publish certain information cannot be linked to the
financial prejudice in question, there should not be a cause of action for prospectus liability under
Swiss law.

20 The upcoming Swiss Financial Services Act, which is expected to enter into force in 2019, will introduce a require-

ment to register the prospectus with a public body (Articles 53 et seq. of the draft Swiss Financial Services Act, see
also Section C.6 below).

21 Articles 2 and 3 of the and .
Special rules apply to the distribution of collective investment schemes. These rules will not be addressed here.

22 Articles 752 and Article 1156 (3) SCO.
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4. Practical impact on the distribution process

[Rz 42] Assuming that the instruments issued in the context of a SIB are characterized as «bonds»
from a Swiss legal perspective??, it is important to examine whether the launch of the SIB results
in a public offering of bonds.

[Rz 43] Despite the lack of definition of the concept of a public offering, we are of the view that
the following general principles may be used as guidelines by the SIB issuer:

* if the number of possible investors being approached (as opposed to the number of SIB
investors actually investing in a SIB) is below 20 and no public marketing initiatives are
launched in respect of the SIB, it is unlikely that the Swiss prospectus rules are triggered;

« if the number of possible investors being approached is above 15024, it is likely that the Swiss
prospectus rules are triggered;

« if the number of possible investors being approached is between these two boundaries, (i)
the manner in which the investors are approached (e.g., a roadshow would be an argument
in favour of a public offering) and (ii) the pre-existing relationships (if any) between the pos-
sible investors and with the issuer will be key items to determine whether or not the Swiss
prospectus rules apply.

[Rz 44] In practice, it is often not possible to fully anticipate the number of possible approached
investors at the outset of the SIB project. To the extent that the information to be provided under
the current Swiss prospectus rules is rather limited?’, it is generally recommended to prepare a
prospectus.

5. Excursus 1: in-house fund

[Rz 45] As an aside, one may want to consider an alternative structuring of the distribution pro-
cess. As mentioned?®, the Swiss prospectus rules adopt a «look through approach», meaning that
the number of end investors being approached is relevant, even if a Swiss bank acts as under-
writer.

[Rz 46] If the investors in the SIB are clients of a specific bank, the possibility to structure the SIB
as an «in-house fund» (portefeuille collectif interne / internes Sondervermogen) within the meaning
of Article 4 (1) of the Swiss Collective Investment Schemes Act (the « ») should be considered:

* Under such a set-up, a Swiss bank (i) subscribes the SIB and (ii) allocates it to an in-house
fund. The clients of the bank invest in interests in the in-house fund (as opposed to investing
in the SIB).

23
24

See Subsection C.2 above

This is the number of targeted investors above which a prospectus is required pursuant to Article 3 (2) (b) of the
EU Prospectus Directive, as amended by , and pursuant to the draft Swiss Financial Services
Act published by the Swiss Government on November 4, 2015. As far as the Swiss regulatory framework is con-
cerned, the number of investors to which a security may be offered without triggering a prospectus requirement
has been increased to 500 in the course of the Swiss parliamentary process (see Section C.6 below).

25 See Subsection C.3.b) above.

26 See Section C.3.a) above.
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* Only clients that have entered into a written discretionary management agreement with the
bank may invest in such in-house fund (Article 4 (2) (a) CISA). There is, however, no limita-
tion on the number of managed clients who may invest in an in-house fund.

* In the (unlikely) event of a bankruptcy of the bank, the assets of the in-house fund are allo-
cated to its investors and do not fall within the bankruptcy estate (Article 4 (3) CISA).

* The creation of such in-house funds is not subject to authorization by the Swiss Financial
Market Supervisory Authority FINMA, but needs to be notified to the bank’s regulatory au-
ditors (Article 4 (2) CISA). There is no need to prepare a prospectus in respect of the in-house
fund.

6. Excursus 2: impact of the draft Swiss Financial Services Act

[Rz 47] The Swiss prospectus rules will be modified by the upcoming Swiss Financial Services
Act, which is expected to enter into force in 2019. Even though the revised rules will only be
finally adopted by the Swiss Parliament in 2018, the following two changes, which may have an
impact on SIB projects, will, in all likelihood, remain within the final version of the legislative
overhaul:

* A quantitative threshold will be introduced to distinguish a private placement from a public
offering. Under the revised rules, it will be possible to offer a security to 500 prospective
investors without triggering a prospectus requirement?’.

¢ The in-house fund?® will also be available to clients that have entered into a written advisory
agreement (and not only a discretionary ement agreement) with the bank which sets
up the in-house fund?’. A basic information sheet (simplified prospectus) will have to be
prepared in respect of the in-house fund. In our view, it is likely that the option of the in-
house fund will become less attractive if the ceiling for the private placement is raised to 500

prospective investors, as mentioned above.

D. Taxation of the SIB

[Rz 48] In this Section, we shall first address the Swiss withholding tax (the «Swiss WHT») which
is generally the most important tax aspect in the context of a SIB project (1.), as well as the Swiss
stamp tax (2.). We will also discuss the treatment of the financial flows connected to a SIB project
from a Swiss value added tax (the «Swiss VAT») perspective (3.). Finally, we will address the tax
implications of an investment in a SIB from the perspective of Swiss-resident investors (4.).

1. Swiss WHT

[Rz 49] The Swiss WHT is due at the rate of 35% by the debtor of the taxable amount (dividend or
interests). Article 14 (1) provides that the 35% tax must be economically trans-

27 Article 38 (1) (b) of the draft Swiss Financial Services Act.

28 gGee Section C.5 above.

29 Article 74 (1) and (2) of the draft Swiss Financial Services Act.
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ferred to the beneficiary of the income. Should the withholding agent for Swiss WHT purposes
fail to transfer the tax burden to its counterparty, the 35% (which have not been economically
transferred) are considered as an additional amount subject to the 35% tax, leading to a gross-up
of the tax burden to 53.8%?3°.

[Rz 50] The Swiss-resident recipient of a payment which was subject to the Swiss WHT may
request a refund of this tax. Regarding payment recipients located outside of Switzerland, the
Double-Taxation Treaty concluded by Switzerland with numerous countries may allow a partial
or full reduction of the Swiss WHT, from the perspective of the recipient (i.e., the investor) of the
payment which is subject to the Swiss WHT.

[Rz 51] As far as financing projects are concerned, it is important to stress that, as a matter of
principle®!, no Swiss WHT is due on interest payments under a traditional loan agreement. That
being said, pursuant to the practice of the Swiss Federal Tax Administration (the «SFTA»), interest
payments are subject to the Swiss WHT if:

* the interest payment is made by a «bank for Swiss WHT purposes» (see Subsection a) below);
or

* the interest payment is made in connection with a «bond for Swiss WHT purposes» (see Sub-
section b) below).

a) Is the issuer of the SIB a «bank for Swiss WHT purposes»?

[Rz 52] The Swiss WHT regulatory framework contains a definition of a «bank for Swiss WHT
purposes», which is significantly broader tha: finition of a «<bank» under the

. The definition for Swiss WHT purposes vuvess (i) «banks» as defined in (Swiss and non-
Swiss) banking regulations, but also (ii) any company that accepts funds on a regular basis, even
if this is done for a limited number of persons.

[Rz 53] According to the practice of the SFTA3?, a company may be characterized as a «bank for
Swiss WHT purposes» if:

¢ it borrows funds from more than 100 non-banking lenders; and
¢ these borrowings exceed CHF 5°000°000 in total.

[Rz 54] For purposes of assessing the threshold of 100, only institutions which benefit from a
banking license and which are conducting actual banking activities are excluded. Conversely,
investment funds, pension funds and other similar institutional investors must be included in
the computation of the 100 lenders.

30 For example, an amount of 100 is subject to the Swiss WHT. If the Swiss WHT (35%) is not transferred econom-
ically to the counterparty, the amount of 100 will be deemed to be «without Swiss WHT». The base amount will
thus be deemed to be 153, divided into 53 (35%) of Swiss WHT and 100 (65%) of principal.

31 Certain exceptions exist, but are unlikely to apply in the present context.

32 gee in relation to customer credit balances (26 July 2011).
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b) Is the SIB a «bond for Swiss WHT purposes»?

[Rz 55] Again, the Swiss WHT regulatory framework contains a definition of a «bond for Swiss
WHT purposes» which is broader than the definition of a bond under the Swiss prospectus rules
(see Section C.2 above).

[Rz 56] The concept of a «<bond for Swiss WHT purposes» encompasses (i) every «collective raising
of funds» (ii) with the issuance of written recognitions of debt by the debtor. According to the
practice of the SFTA%?, it is considered that a collective raising of funds takes place as soon as a
legal entity borrows from:

* more than 10 non-banking lenders under similar conditions (same interest rate, same dura-
tion but not necessarily same par amount); or

* more than 20 non-banking lenders under variable conditions.

[Rz 57] The concept of «non-banking lenders» is identical to the one set out under Subsection a)
above. Only institutions which benefit from a banking license and which are conducting actual
banking activities are excluded

[Rz 58] As mentioned above, the tax definition of a «bond for Swiss WHT purposes» can be
triggered when a borrower is financed by more than 20 distinct lenders under variable conditions.
Accordingly, this threshold can be met through several financial relationships arising over time
in the course of separate transactions. The SFTA has therefore adopted a practice®* according
to which the threshold of 20 is to be analysed within specific categories of lendings (baskets),
whereby 20 distinct creditors are allowed within each basket. Examples of such baskets are, for
example, (i) lendings over one year, (ii) lenc 1der one year, (iii) current accounts and (iv)

guaranteed deposits.

[Rz 59] An additional aspect to be taken into account relates to the assignability. As mentioned
above, one prong of the tax definition of a «bond for Swiss WHT purposes» is the requirement of
a written recognition of debt on the part of the debtor. In its practice®®, the SFTA has considered
that if a loan agreement provides for the possibility to assign tranches of the loan, the tax def-
inition of a «bond for Swiss WHT purposes» can be triggered as a result of partial assignments
(which lead to an increase in the number of creditors under the loan). In order to cover this point,
it is important that the contractual documentation of the SIB contains a clause prohibiting the
investors to assign tranches of the SIB if such assignments result in the existence of more than
10 non-banking lenders (if the assignments take place under the initial financing conditions) or,
more generally, of more than 20 non-banking lenders.

c) Conclusion

[Rz 60] In light of the above, the Swiss WHT implications must be carefully assessed prior to the
launch of the SIB project.

33 See Article 15 (1) of the and in relation to bonds.

34 Regarding this practice of the SFTA, see in particular Marco Duss / ANDREAs HELBING / FaBian Duss, in: Martin

Zweifel / Michael Beusch / Maja Bauer-Balmelli (Ed.), Bundesgesetz liber die Verrechnungssteuer, Basel 2012,
N 33a ad Art. 4.

35 in relation to bonds, para. 3 ¢) and in relation

to syndicated credit facilities, para. 4.
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* If the issuer intends to remain outside the scope of the Swiss WHT regulations, it is critical
to monitor the number of non-banking lenders, both at the outset and during the life of the
project, and to draft the contractual documentation of the SIB in such a way as to ensure that
partial assignments may not trigger Swiss WHT implications, respectively that the relevant
investor indemnifies the issuer against adverse consequences flowing from the application of
the Swiss WHT rules.

 Should the issuer decide that, in light of the nature of the SIB project and the number of
investors, the payments to be made under the SIB will be subject to the Swiss WHT, the issuer
needs to put in place the infrastructure ensuring that the Swiss WHT is levied and paid to
the SFTA and that the investors are provided with the necessary documentation to claim
reimbursement of the Swiss WHT, as the case may be.

2. Swiss stamp tax

[Rz 61] The Swiss issuance stamp tax (droit de timbre d’émission / Emissionsabgabe) only applies
to certain types of «participation rights» (such as shares) issued by Swiss legal entities (Articles 1
(1) (a) and 5 ). Generally speaking, a debt instrument such as a SIB should
not fall within the ambit of the «participation rights» subject to the Swiss issuance stamp tax.

[Rz 62] The scope of the Swiss negotiation stamp tax (droit de timbre de négociation / Umsatzabgabe)
is slightly broader and encompasses, for example, «bonds» (obligations / Obligationen) (Articles 1
(1) (b) and 4 (3) of the Swiss Stamp Tax Act). That being said, the reasoning made from a Swiss

WHT perspective also applies in this context® iequently, a loan which is not characterized as
a «bond for Swiss WHT purposes»>” would aiso not fall within the ambit of the Swiss negotiation
stamp tax.

3. Swiss VAT

[Rz 63] As far as the treatment of the SIB from a Swiss VAT perspective at the level of the SIB
issuer is concerned, one must distinguish between (a) the payments received by the SIB issuer
from the outcome funders and (b) the payments made by the SIB issuer to the social investors.

a) Payments received by the SIB issuer from the outcome funders

[Rz 64] The funds received from an outcome funder which is a State entity may be characterized
as a «subsidy» (subvention / Subvention), which is not subject to Swiss VAT (Article 18 (2) (a)

38 In

), but which also proportionately reduces the right of input tax deduction
other words, the payment made by the outcome funder may not be used to offset against the VAT
levied on payments made by the Swiss-based SIB issuer. If the SIB issuer benefits from a Swiss

VAT exemption on payments®’ (which might be one of the tax exemptions granted to a SIB issuer

36
37

See in relation to bonds.

See the tests described under Section D.1.b) above.

38 Article 33 (2) Swiss VAT Act.

39 See Article 107 (1) (a) Swiss VAT Act and Articles 143 et seq. of the
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if it enjoys a special status in Switzerland, notably under the (Loi sur I’Etat
hote / Gaststaatgesetz), typically formalized in a so-called headquarters agreement), the lack of
offset possibility is only of limited relevance. In such a situation, the SIB issuer is indeed not
charged any Swiss VAT by third parties providing services/products to the issuer and, thus, the
impossibility to «deduct» the VAT is not relevant for the SIB issuer.

[Rz 65] The funds received from the outcome funder which are private entities constitute a «gift»
(donation / Geschenk), which is also not subject to Swiss VAT (Article 18 (2) (d) Swiss VAT Act).

These funds do not result in a reduction of the input tax deduction*’

b) Payments made by the SIB issuer to the social investors

[Rz 66] The second relationship arising in the context of a SIB is the one between the SIB issuer
and the social investor. Such relationship would in all likelihood be characterized as a «loan»
from a Swiss VAT perspective. The SIB issuer is the borrower under such loan and no Swiss VAT
arises for the SIB issuer in this context.

4. Tax implications for Swiss-resident investors

[Rz 67] The Swiss tax implications for the Swiss-resident investors in a SIB will primarily depend
upon whether or not the SIB is held in the private wealth of the Swiss-resident investor. In a

nutshell, the following distinctions can be made:

e If the SIB is held in the private wealth (fi wrivée / Privatvermogen) of the Swiss-resident
investor, any return exceeding such investor's investment into the SIB will be characterized
as taxable income. In the event of a loss, no tax deduction shall be granted to the investor.
In particular, the shortfall will in all likelihood not be characterized as a «gift» as there is no
intent to give on the part of the investor.

 If the SIB is held as a business asset (fortune commerciale / Geschdftsvermadgen), a positive return
realized by the investor will also constitute taxable income. By contrast, a loss realized by the
investor should be characterized as tax deductible, as it should amount to a commercially
justified expense.

[Rz 68] The tax treatment of the SIB investment for investors resident in jurisdictions other than
Switzerland will depend upon the rules applicable in each jurisdiction.

E. Practical considerations drawn from the Program for Humanitarian
Impact Investment (PHII)

1. Presentation of the PHII

[Rz 69] On 6 September 2017, the ICRC launched the Program for Humanitarian Impact In-
vestment (the «PHII»)*!. The capital raised through the PHII (CHF 26 million) will be used to

40 Article 33 (i) Swiss VAT Act.

41 For additional information, see:

and MaxmMiLiaN MarTIN, The Next Phase of Innovative Financing,
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build and run three new physical rehabilitation centres in Africa (Nigeria, Mali and Democratic

Republic of Congo) over a five year period. The main terms of the PHII can be summarized as

follows:

2.

Each social investor makes funds available to the ICRC for a five year period.

The return on investment for each social investor is contingent upon the «efficiency» of the
ICRC in the delivery of prosthetics to beneficiaries in the three physical rehabilitation centres
mentioned at the outset.

The «efficiency» of the ICRC will be determined by (i) computing the ratio of how many
people receive mobility devices by physical rehabilitation professionals and (ii) comparing
this figure with existing comparable physical rehabilitation centres run by the ICRC. The
«efficiency» of the ICRC will be verified by a third party auditor.

If the «efficiency» is above the benchmark, the social investor will receive its initial invest-
ment plus an annual return. If the performance of the new centers is, however, below the
benchmark, then the social investor will lose a certain amount of the initial investment. In a
nutshell: the higher the efficiency of the ICRC, the higher the return for the social investor.
The funds for the repayment of the social investors are provided to the ICRC by so-called
outcome funders. At the end of the 5" year, the outcome funders — Belgium, Switzerland,
Italy, the UK and a private Spanish foundation («la Caixa») — will pay the ICRC according to
the results achieved. These funds will in turn be used to pay back the social investors (i) par-
tially, (ii) in full or (iii) with an additional return, depending on how the ICRC’s «efficiency»
in running the three physical rehabilitation centres mentioned at the outset.

Lessons learned

[Rz 70] As mentioned under Section A. above, the PHII is the first SIB project in the humanitarian

field. The following elements were key factors in ensuring a timely launch of this project and may

also serve as guidelines for future similar projects:

Internal team / external advisors: it is of paramount importance to assemble a team of internal
at the outset of the project and external advisors and to allocate responsibility, particularly
regarding to the following work streams: (i) design of the mechanics of the SIB, (ii) handling
of the distribution process (private investors), (iii) discussions with public bodies (outcome
funders) and (iv) legal and tax implications of the SIB.

Contractual documentation: the SIB is composed of a web of contractual relationships. The
two most important contractual relationships are those (i) between the SIB issuer and the
social investors and (ii) between the SIB issuer and the outcome funder. To all extent possi-
ble, these two contractual relationships should be standardized by drafting a «template con-
tract» for each of them at the outset of the project. The specificities of each contracting party
(which may in particular be the case as far as the outcome funders are concerned) should be
addressed in an addendum which amends specific provisions of the «template contract». En-
suring an equal treatment among all social investors and among all outcome funders can be

a challenging task. The negotiation of the contractual documents, their readability and their

2 October 2017, available at: . The authors
of this contribution have been involved in the launch of the PHII.
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comparability is greatly enhanced if the SIB issuer proposes a «template contract» which may
only be amended by way of an addendum.

Distribution: The target markets for the distribution of the SIB (in particular the places of
residence of the possible social investors which may be approached) should be clarified as
early as possible in the process, so as to ensure that any specific requirements (for example as
far as «investor-protection» rules are ensured) can be taken into account in the course of the
preparation of the documentation governing the SIB project. Likewise, the number of possible
investors being approached (as opposed to the number of investors actually subscribing) will be
one of the elements to determine whether a prospectus is to be prepared in respect of the
SIB*2.

Taxation of the SIB: It is important to examine the taxation of the SIB, primarily at the level of
the issuer (taking into account possible tax exemptions which may have been granted to the
issuer), but also at the levels of the social investors and the outcome funders. From a Swiss
tax perspective, the implications of the Swiss WHT*® must be well understood, as they have
an impact on the number of investors that can subscribe the SIB. In Switzerland, it is common
practice to seek a ruling from the SFTA to obtain legal certainty as to the tax treatment of a
specific project.
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See Section C. above.

See Section D.1. above.
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